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May 22, 1981

M. le Professeur H. Bourguinat
Université de Bordeaux 1
Faculté des Scilences Economiques
avenue Léon Duguit

33604 Pessac

France

Dear Sir:

~

I spoke with Mr. Balassa in Ankara yesterday and he regrets that
he will not be able to stay Tuesday, June 30th as he has a speaking
engagenent in Istanbul early on July 1lst.

Please find enclosed two copies of the recently translated
papers.

Yours truly,

Bob Therriault
(for Bela Balassa)



15 mai 1981

M. le Professeur H. Bourguinat
Université de Bordeaux 1

Faculté des Sciences Economiques
avenue Léon Duguit

33604 Pessac

France

Cher Ami,

Je vous remercie de votre lettre du 23 avril et vous retourne diment
remplie la fiche verte que vous m'avez fait parvenir.

J'ai le regret de vous informer que ma femme ne pourra m'accompagner
d Bordeaux, ol j'arriverai moi-méme le dimanche 28 juin, 3 midi ou dans
1'aprés-midi. A cet égard, je vous saurais gré de m'indiquer 1'heure qui
vous paraft la plus souhaitable.

En ce qui concerne ma cowmnicntion. j'ai le plaisir de vous faire
savoir qu'elle a déja &té traduite et qu'elle est A la frappe. Comme Je
dois m'absenter de Washington 3 partir du samedi 17 mai, mon aseistant
vous transmettra mon texte dans le courant de la semainepprochaine.

Je me réjouis de vous revoir prochainement et vous prie de croire,
cher Ami, & 1'assurance de mes sentiments bien cordiaux.

Bela Balassa

P-3.



The World Bank / 1818 H Street, N.W., Washington, D.C. 20433, US.A. » Telephone: (202) 477-1234 ¢ Cables: INTBAFRAD

May 15, 1981

National Railroad Passenger Corporation
400 North Capitol Street, N.W.
Washington, D.C. 20001

Dear Sir:

I am a professor at the Johns Hopkins University in Baltimore and a Consultant
at the World Bank in Washington. I also reside in Washington, and I am a frequent
commuter between Washington and Baltimore.

I strongly object to the new regulations according to which some Metroliner
trains do not take on passengers in Baltimore on the way to Washington. These
regulations cause considerable inconvenience to passengers, condemning them to
long waits at the station in Baltimore. Having nissed the 5:42 Merchants Limited,
on a recent occasion I had to wait for the 7:20 Cardinal as neither the 6:09 nor
the 7:09 Metrolines took on passengers. With the Cardinal being late, I had a
wait of about two hours; as a member of the Academic Council at the Johns Hopkins
University, my departure times are very uncertain.

At the same time, the new regulations represent a false economy. " As long
as the Metrcliner discharges passengers, there is little additional time involved
in taking on new passengers in Baltimore. And, Amtrak suffers a financial loss
if fewer people take the Metroliner. There may be further losses as the inconvenient
scheduling induces people to take the bus or go by car. In the latter case,
there is also a cost to the national ecoromy due to the increased use of fuel.

For the described reasons, I wish to ask you to rescind the new regulations
and to permit passengers to board in Baltimore all Metroliners going to Washington.

Very truly yours,

m( ) D

Bela Ba]assa
\

BBalassa:kvd X

cc: U.S. Department of Transportation
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W‘BANK /INTERMNATIONAL FINANCE COHF‘OR)’\.
OFFICE MEMORANDUM

TO: Betty Eltezam, DRC DATE: May 15, 1981

FROM: Bela Balassa, DRC

. SUBJECT: Maxwell J. Fry

Professor Maxwell J. Fry has completed his paper "Financial
Sector Reforms for Turkey." Please have his honorarium paid to him.

BBalassa:kvd




The World Bank / 1818 H Street, N.W., Washington, D.C. 20433, US.A. * Telephone: (202) 477-1234 » Cables: INTBAFRAD

May 15, 1981

Dr. Alfonso Jozzo

Chief of Economic Research Department
Instituto Bancario San Paolo di Torino
Pizza San Carlo, 156

10121 Torino

ITALY

Dear Dr. Jozzo:

Thank you for sending me your interesting paper on the Italian economy.
I agree with your analysis but I wonder if you are not overly optimistic as regards
the solution of Italy's problems through European integration. There is a con-
siderable malaise in Europe and the recent French elections will not help matters.
It would then seem that Italy would have to take internal measures in order to
straighten out its economy.

Yours sincerely,

Bela Balassa

BBalassa:kvd
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CABLE ' MaY 12, 1981
61991

HR. ANTOMIO C. LEMGRURER, FUNDACAO GETULIO VARGAS, PRAIA DE
BOTAFOGO, 190-9%, CEP 22250, RIO DE JAHEIRO, RJ, BRAZIL

ZZ%P;EP&HQM\'

PLEASE ISFORK IF YOU BAVE RECEIVED THE FOLLOWING: APRIL & MEMO
TO CONTRIBUTORS, PAPER ON POLICY RESPONSET TO EXTERMAL SHOCKS
IH SELECTED LATIN AMERICAN COUNTRIES, THE PRINTOUY OF OUR
CALCULATICHS 1IN BRAZIL, AND MY COMMENTS O THE BRAZILIAN
STURY. ALSC INDICATE AGREERENT WITH TIMETASLE. REGARDS,
SALASSA

Hela Balassa

Bela Palassa

Btslassa:nc BRC ~ Birector!sOffice




CABLE Hay 12, 1981
61991

FR. AGEL BATEUS, BANCO PE PORTUGAL, AV. DE REPUBLICA 57-60,
1094 LISBOA CODEX, PORTUGAL

2 WORP PREPALD REPLY

PLEASE INFORM IF YOU HAVE RECEIVED THE FOLLOWING: APRIL &
MEMO TC CONTRIBUTORS, PAPER ON POLICY RESPONSES TO EXTERMAL
SHOCES IN SELECTED LATIN AMERICAN COUNTRIES, - o0 77 (omnials
G PORTUGAL STUDY. ALSO INDICATE AGREEWEWY WITH TINMETABLE.
PRINTOUT OF OUR CALCULATIONS Ol PORTUGAL MAILED TODAY.
REGARDS . BALASSA

Bela Balasss
Bela Ralassa
fBalessa:inc PRC ~ Director's Office



DECLASSIFIED

Mr. Hollis B. Chenery, VPD MAY 3 0 2014 May 12, 1981.

Bela Balassa, DRC conb Rt/ VFS

Enclosed is my reply to Mr. Acharya's memo of May 8th. I would

appreciate your advice as to whether I should take the matter further.
cc: Messrs. Walde, VPD; Duloy, DRC

Eneclosure
Balassa:nec



May 12, 1981.

Mr, Abel Mateus
Research Department
Banco de Portugal

Av. de Republica 57-~60
1094 Lisboa Codex
Portugal

Dear Mr. Mateus:

In referemce to my earlier communication, I enclose the printout
of our calculations for the Portugal study. You should feel free to use
the numbere in any way you see fit.

Yours sincerely,

Enclosure Bela Balassa



May 12, 1981.

MBA Admission Office

Faculty of Management Studies
University of Toronto
Toronto, Ontario

Canada M5S 1Al

Dear Sir:

Bob Therriault has done an excellent job in wokking for me as
a research assistant since July 1980. He has exhibited considerable
intelligence and ingenuity in the performance of his tasks. He is able to
work productively without close supervision.

In my contacts with him I have learned that Bob Therriault has a
very good grounding in economics. This fact, together with his other
qualities, makes him an excellent candidate for your school. I highly
recommend that you admit him and provide him with a fellowship.

Yours sincerely,

Bela Balassa



May 12, 1981.

Ms. Alison Barker, Admissions Office
MBA Program

Faculty of Management

MeGill University

1001 Sherbrocke Street W.

Montreal, P.Q.

Canada H3A 1G5

Dear Ms. Ri3ther:

Bob Therriault has done an excellent job in working for me as
a research assistant since July 1980. He has exhibited considerable
intelligence and ingenuity in the performance of his tasks. He is able to
work productively without close supervision.

In my contacts with him I have learned that Bobk Theeriault has a
very good grounding in economics. This fact, together with his other
qualities, makes him an excellent candidate for your school. I highly
recommend that you admit him and provide him with a fellowship.

Yours sincerely,

Bela Balassa
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Mr. Peter E. VWright, VPD May 12, 1G8l.
Bela Balassa, DRC

Staff Working Paper — o

I enclose, in one original and one copy, the revised and retitled
version of "Structural Adjustment Policies in Developing Countries.”
Following discussion with Mr. Bumgarner, I applied the guidelines according
to which one should refer to "'economnies rather than countries' when these
include Taiwan. However, there is no need to delete Taiwan from the tables;
this is permitted in research publications although not in the WDR.

1 am gsending a copy of the paper, together with a memo to Jean
Baneth who is responsible for ensuring compliance with the puidelines
in DPS. As I am leaving for Turkey this weekend, you should address
any questions you might have to him.

cc: Mr. Baneth, EPD

Enclosures
BBalassa:nc




The views and interp ations in this document are thggze of the author and
should not be attribNgged to the World Bank, to its af iated organizations,
or to any individual acting in their behalf.

WORLD BANK
Staff Working Paper No.
June 1981

STRUCTURAL ADJUSTMENT POLICIES IN DEVELOPING ECONOMIES

This paper examines structural adjustment policies in developing
economies, defined as policy responses to external or internal shocks that are
carried out with -~te objective of regaining the pre-shock growth path.
Examples of external shocks are the quadrupling of petroleum prices of 1973-74
and the world recession of 1974-75. Internal shocks may find their origin in
inappropriate economic policies, such as the excessively expansionary fiscal
measures taken in Mexico after 1972, or in political events, such as the April
1974 Revolution in Portugal.

The introductory section of the paper reports on the policy experience of
a number of developing countries after 1973, indicating that countries
applying an outward-oriented development strategy were better able to cope
with external shocks than economies following an inward-oriented strategy. It
is further shown that the adoption of realistic exchange rates and interest
rates, the avoidance of large budget deficits, and the productive use of the
proceeds of foreign borrowing eased the process of adjustment.

The paper examines in detail the elements of a policy package that may be
applied in response to external or internal shocks in the case prevalent in
developing economies, when optimal policies are not applied. Thus, the
recommendations simultanecusly aim at responding to shocks and undertaking
incentives (the exchange rate, import protection, export subsidies, and price
control), incentives to save and to invest, the choice of public investments,
sectoral policies in energy and agriculture, budgetary policies, and monetary
policies. In the conclusions, the interdependence of the various policy
measures is indicated, with further attention given to foreign borrowing.
Finally, comments are offered on the international enviroment in which these
policies operate.

Prepared by: Copyright ¢ 1981
Bela Balassa, The Johns Hopkins University The World Bank
and the World Bank Washington, D.C. 20433

U'S'AI




TE:

FROM:

SUBJECT:

Wiga D BANK / INTERNATIONAL FINANCE CORF’OP.}.N |

OFFICE MEMORANDUM

Mission Members DATE: May 12, 1981.
Bela Balassa, DRC.

Final Arrangementé for Turkey Mission

1 We plan to have a short meeting of mission members upon arrival
in Ankara on May 17th at 8 p.m. in my hotel room. For confirmation,
please contact me or Mrs. Helen Chin who is the administrative assistant
and secretary to the mission.

2 I enclose an aide memoire that was written during the mission I led
to Thailand two years ago. We will prepare a similar aide memoire - although
necessarily broader in coverage - after the first two weeks of the mission

in Ankara. Your contribution to the aide memoire will be requested by the
end of the second week. Those traveling at the time should call Mrs. Chin
and dictate their contribution to her.

cc: Messrs. Davar, EM2; Dubey, EMNVP; Hume, EMP, Zaman, EM2; (without enclosure).

Enclosure
BBalassa:nc




INTERNATI ONAL DEVELurM. INTERNATIONAL BANK FOR .TEF\'NATIONAL FINANCE
ASSOCIATION RECONSTRUCTION AND DEVELCPMENT | CORPORATION

OFFICE MEMORANDUM

TO: Mr. S. 3hahid Husain,'RVF DATE: August 3, 197%

.FROM:

SUBJECT:

- -

3ela Balassa

Back-to~-Cffic2 Report: Mission to Thailand

-

S The mission on industrial development stratsgy visited
Thailand in the period July 18 - August 3, 1979. Following discussions
held with Government officials and representatives of the private
sectors, an aide memcire has Dbeen submitted to the Government together
with a technical paper entitled "Industrial Development Strategy in
Thailand".

2o The aide memoire summarizes policy recommendations made ror

an expert-oriented industrial develcpment strategy in Thailand. The
technical paper reviews the policy measures Dresnnt‘v in use and provides
a rationale for the policy recommendations. We plan toc ccmplete the
draft version of the report of the mission by November, followed bv
discussions with the Thai government on the policy reccmmendations made
in January.

3. At this time, the key issue appears to be for the Government
to adopt an industrial development strategy along the lines propocsad by
the mission. A further issue is to work out the variocus components of
the strategy for subsequent implementation.

4. As regards the Bank's future role in furthering the application
of an industrial development strategy in Thailand, reference may be made
to the recent speech by Mr. McNamara who indicated his intention of
providing financing to a country that adopts an export-oriented policy.
Should Thailand adept such a pelicy, it may become eligible for such
financing.

cc: and cleared with Mr. Gibbs
cc: Mr. Chenery, DPS Directors, DRC Senior Staff
Messrs. P. Hasan AENVP, S. Please AEA, W. Bussink AEA, R. Powell AEP,
Fateh Chaudhri AEP, T. N. Dinh AEP, E.R. Lim AEA, I1.C. Porter AEA,
Mission Members: Shilling AEA, Papagecrgiou DED, Cu Kok AEP, Loevner, YPP
Ms. Badgley, YPP
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AIDE MEMOIRE

on

INDUSTRIAL DEVELCPMENT STRATEGY IN THAILAND

Introduction

The purpose of this mission of the World Bank has been to
make recommendations for a coherent industrial development strategy
in Thailand. The preliminary recommendations of the mission are
summarized below. The detailed recommendations, and their rationale,
are contained in the enclosed paper "Industrial Development Strategy
in Thailand".

The recommendations aim at developing an export-oriented
strategy in Thailand that would exploit the country's comparative
advantage in products utilizing its natural resources and labor. The
adoption of such a strategy would involve increasing incentives to
exports and reforming the system of import protection.

The proposed export incentives include credit measures, such as
preferential loans for investment in export activities and in export
production, the increased availability of export credits, and the imple-
mentation of the export guarantee scheme. It is further recommended
to reform the system of tax and tariff rebates, so as to ensure that
business taxes and tariffs paid on inputs at all stages of production
are fully rebated while simplifying the administration of the rebate
scheme. Also, it is suggested to orient Governmental export promotion
measures towards the needs of private industry; to widen the eligibility
of commodities for fulfilling the minimum conditions imposed on trading
firms: and to extend business tax exemptions on their purchases for
export to all trading firms, regardless of size.

As regards import substitution, it is proposed that all large,
Government-sponsored investments be subjected to economic project
evaluation, the results of which should be made public together with
information on the direct and indirect subsidies provided to these
investments. A reform of the system of import protection is also
recommended, involving reductions in tariff disparities and lowering
their average level, as well as liberalizing price and import controls.
 The tariff reform would be carried out over a period of five years, with
the announced tariff targets reached in annual steps. Higher rates
would apply to luxury products and, on a temporary basis, to new commodities.

Additional elements of the proposed industrial development
strategy concern the system of investment incentives, indirect taxes,
human and physical infrastructure, and regional industrial development.
Investment incentives would be modified by limiting tariff exemptions on
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imported machinery and materials to investments in promotion zones
and in export activities. The same recommencation is made in regard
to reductions in business taxes on imported and domestic materials.

Consideration should further be given to shifting from the
present system of business taxes to a value-added tax system. Filnally,
various supporting measures are recommended in order to ensure that the
system of incentives has its full impact. They include providing human
and physical infrastructure and, in particular, establishing expoert
processing zones and industrial estates. These measures need to Dbe
coordinated with the Government's regional development objectives. In
this connection, the development of the Eastern Seaboard, including
Sattahip where port facilities are available, should be given priority.

The proposed policy measures complement each other and may
be considered as a "package". At the same time, to the extent that
administrative constraints limit their immediate application in toto,
first priority should be given to the promotion of exports. This is
because of the important contribution exports can make to industrial
growth and to improving the balance of payments, which is given urgency
by recent increases in oil prices.

The adoption of a coherent industrial development strategy and
the application of the necessary policy measures require taking decisions
at the highest Governmental level as well as coordination among eccrnomic
ministries and agencies. 1In taking decisions on industrial strategy,
the Economic Cabinet should act on recommendations by an interministerial
technical committee, assisted by working parties.
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INDUSTRIAL DEVELOPMENT STRATEGY IN THAILAND

Bela Balassa

Introduction

Thailand has maintained rapid rates of economic growth in
the period following the oil crisis. Between 1973 and 1978, its GNP
grew at an average annual rate of 7.3 percent, representing a rise of
about 4.5 percent a year in per capita terms. All sectors participated
in the expansion, with agricultural preduction increasing 4.4 percent
and manufacturing output 11.7 percent a year. The expansion of the
manufacturing sector responded to the needs of the growing demestic
market, fueled by the rise of agricultural incomes, and complemented
by import substitution and export expansicn.

Import substitution occurred largely in industries preoducing
non-durable consumer goods. This represents the first, "easy", stage
of import substitution as the industries in question utilize labor-
intensive production methods and do not require large-scale production
for efficlent operations. In turn, industries producing intermediate
products and durable consumer goods are relatively capital-intensive
and subject to important economies of scale.

A country such as Thailand that has ccmpleted the first stage
of import substitution faces a choice between moving to the next stage
of import substituticn, involving the replacement of the imports of
intermediate products and durable consumer goods by domestic production,
or expanding manufactured exports. The first option was pursued by
countries such as Argentina, Brazil and India while, in the early sixties,
the second alternative was chosen by Korea and Taiwan.

Countries adopting an export-oriented strategy attained high
rates of industrial growth and employment by specializing in labor-
intensive industries in accordance with their comparative advantage.
Growth was much slower in countries continuing with import substitution
where production for the narrow national market necessitated high pro-
tection, leading to increased costs and lower returns on capital in-
vestment. As the limitations of continued import substitution came to
be recognized, several countries applying this strategy, including a
country of the size of Brazil, have turned towards promoting manufactured
exportse.

In the absence of a coherent industrial development strategy
in Thailand, various largely uncocrdinated moves have been made, or are
contemplated to be made, in the directions of import substitution and
export promotion simultaneously. The establishment of a number of car
assembly plants, the subsequent ban on imports of assembled cars, and
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the imposition of the 50 percent national content requirement point
in the first direction; the introduction of tax and tariff rebates
on exports and preferential export credits in the second. Furthermore,
the Government has under consideration several large import-substituting
investments and has at the same time expressed its intention to promcte
manufactured exports.

t should be recognized that it is difficult to pursue both
strategies at once. Ffor one thing, the large import-substituting pro-
jects would claim scarce capital resources that may otherwise be used
in export industries. For another thing, incentives granted to these
projects and to impeort-substitution 1n general create disincentives to
export activities.

These considerations should be kept in mind in formulating
Thailand's industrial strategy for the future. Recommendations for a
coherent industrial strategy will be made below, following a review of
incentives presently provided to import substitution and te export
production and an analyvsis of Thailand's comparative advantage in the
manufacturing sector. The main elements of the proposed strategy in-
clude introducing esconomic project evaluation for large Government-
spensored investment projects, promoting manufactured exports, reforming
the system of import protection, modifying existing investment incentives,
reviewing the system of indirect taxes, providing human and physical
infrastructure,; and promoting regional industrial development.

The proposed measures complement each other and may be considered
a "package". Scme of these measures can be applied immediately while
others may be implemented over a period of several years. The recom=-
mendations extend over a time horizon of five years.

Alternative Industrial Develcpment Strategies

The choice between continued reliance on import substitution and
expert orientation may be formulated in terms of alternative ways of
saving and earning foreign exchange. The contribution of manufacturing
industries to the growth of the economy will be maximized if saving
foreign exchange through import substitution and earning foreign exchange
through exports take place at the least possible cost te the national
economy. In a market economy, this can be assured if production for
domestic markets and for exports receive equal incentives. Such is not™
presently the case in Thailand as tariffs and, in several cases, import
controls, shelter production for domestic markets from impeorts, thereby
providing an implicit subsidy to these activities and discriminating
against exports that do not receive subsidies.

The question arises as to what additional costs a country is
willing to incur in favoring import substitution over exports on the
oft-cited grounds that this would ensure the security of supply, limit
the uncertainty associated with selling abrcad, and generate technolo-
gical change. While there is no simple answer to this question, it
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should be recognized that the oil crisis and the subsequent world
recession affected export-oriented eccnomies, such as Korea and Taiwan,
less than countries that have placed reliance on import substitution.
Furthermore, exporting gives inducements for technological change,
permits exploiting economies of scale, and ensures adequate specializa-
ticn in the production of parts, components and accessories. Correspond-
ingly, exportation alsc permits efficient import-substitution by reducing
preduction costs; i.e. firms will produce for domestic as well as for
export markets at a lower cost.

The latter considerations may explain why Korea and Taiwan
have provided similar incentives to sales on domestic and export markets.
In these countries, exporters and the domestic producers of inputs for
export preoduction enjoy free trade treatment and receive small additional
subsidies sufficient to offset, on the average, the protection of
domestic markets. In turn, Latin American countries provide direct
export subsidies to compensate, albeit only partially, for the dis-
advantages to export industries due to high protection that raises
the cost of their inputs and reduces the domestic currency equivalent
of their foreign exchange earnings.

Thailand occupies an intermediate position between these two
groups of countries as far as the level of import protection is concerned.
At the same time, import protection has been increasing over time.

Thus, after the declines experienced in earlier years, the average

ratio of tariff collections to the value of manufactured imports rose
from 14.6 percent in 1975 to 16.3 percent in 1976 and again, to 17.1
percent in 1%977. Increases occurred in chemicals (from 12.0 percent

in 1976 to 18.1 percent in 1977) and machirery (from 15.3 to 18.8 percent)
as compared to a slight decrease for other manufactured goods (from 15.2
to 13.8 percent). Subsequently, in 1978, tariffs were raised on 141
items and the Becard of Investment imposed import surcharges on twenty
products. Furthermore, while import ceontrols were rarely employed in
the past, they have come into increased use in the recent years. Apart
from the import bans initiated by the Board of Investment, a ban was
imposed on the importation of eighteen commodities in early 1278.

On the export side, the tax and tariff rebates provided by
the Fiscal Policy Office of the Ministry of Finance have averaged 2-3
percent on the value of exports receiving such rebates. Calculations
made for several products, utilizing the 1975 input-output table, show
that the rebates approximately compensate for business taxes on dcmestic
inputs and for tariffs and business taxes on imported inputs used
directly in the manufacturing process, but not for the taxes and tariffs
levied at earlier stages of production. However, scme firms report
that they have not ever received full compensation for business taxes
and tariffs paid on their direct inputs.

The share of exports receiving rebates rose from 0.4 percent
in 1972 to 7.0 percent in 1977, but declined teo 5.2 percent in 1978,
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In the latter year, only 11.2 percent cf eligible exports (i.e. excluding
primary exports that are subject to business taxes) received rebates
from the Fiscal Policy Office. And while firms have increasingly made
use of the temporary admission and drawback schemes administered by
the Customs Department, this covers cnly the imported inputs used
directly in the production process for about one-third of the exports
of manufactured goods and processed food.

By the end of 1978, the Fiscal Policy Cffice has set rebate
rates for 107 products. The list excludes the following actually or
potentially important export products (with 1978 export values in
millions of Baht in parenthesis): cuttle fish not canned (169), watch
cases (65), furniture (30), canned fruits other than pineapple (32),
vegetable cakes (77), varn of jute, twine, cordage (485), wood carvings
(34), silks (37) precious stone cutting (1710), gold ornaments (181),
and imitation jewelry (44). It further excludes the unclassified
product category, Zor which the Fiscal Policy Cffice reported an export
value of Baht 23.6 billion in 1978. This category ccmprises a number
of manufactured goods, in particular machinery and equipment, th
exports of which amounted to Baht 2.7 billion in 1278; only a fe
these products, with an export value of Baht 82 million, receive

-

= o

rebates,.

The low ccverage of exports by the rebate scheme reflects the
cumbersore procedures involved in setting rebate rates, requiring detailed
documentation of production by one or several firms manufacturing a
particular preoduct, and the limited manpower available for this purpcse
in the Fiscal Policy Office. The bureaucratic procedures involved and
the delays experienced in processing rebate claims have also disceouraged
some firms from applying for rebates even if rates had been set.

The delays, which have in some cases reached 12 menths, impose
a cost on the exporter in the form of the interest on the funds involved.
A cost 1s also incurred if the temporary admission procedure is used
since firms have tc pay a fee for the bank guarantee until clearance
is received from the Customs Department. Also, the tariff has to be
paid with interest if exports do not take place within a vear of the im-
portation of inputs. That is often the case for textiles and clothing.

It is apparent, then, that the rebates presently provided do
not fully compensate exporters for the taxes and tariffs, burdening-
their production costs. =The-* delays experienced under the rebate and
the temporary admission schemes further impose a cost on exporters.
Also, the export credit scheme provides relatively limited benefits
while the Board of Investment has not yet utilized Section 36 of the
Investment Promotion Act of 1977 to grant preferential treatment to
investment in export activities. And, most importantly, by increasing
the profitability of sales on the domestic market, impert protection
discriminates against exports.

J
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Thailand's manufactured exports nevertheless grew rapidly.
Excluding processed foods and non-ferrous metals, these exports
increased from Baht 5.0 billion in 1%73 to Baht 17.6 billicn in 1978,
a rise of 18 percent a year if we adjust for the 55 percent increase
in the wheolesale prices of manufactured goods during the period.
Several factcrs have contributed to this outcome.

First of all, the exports of textiles and clothing, account-
ing for over two-fifthsof manufactured exports in 1278, have bene-
fitted frem the imposition of quotas on the exports of Japan, Hong Kong,
and Taiwan. This has led to a shift of preduction from these countries
to Thailand as well as to increased demand on the part of foreign buyers
for Thal textiles and clothing. In turn, the exports of precious
stones and simple electronics, each accounting for one-eighth of .
manufactured exports in 1978, have benefitted from low labor costs.

Last but not least, the strength of private enterprise in Thailand
and the depreciation of the Baht in terms of non-U.S. currencies have
helped exports.

The exports of textiles and clothing may not centinue to
increase at past rates, however. Thus, while Thailand has not vet
fully utilized its quotas and there are further possibkbilities for
upgrading existing exports, introducing new export products, and
seeking out new markets, the S5-6' percent annual increases in the
developed countries' imports of textiles and clothing under the
International Multi-Fiber Agreement will constrain future expansion.

In turn, while the exportation of precious stones and simple
electronic products promise continued growth, they represent the pro-
cessing of imported and natural raw materials with few links to the
rest of the natiocnal eccnomy. Therefeore, if an export oriented
strategy is to be pursued, one cannot place exclusive reliance on
these products. Rather, there is need to diversify exports towards
commodities that contribute to the deepening of the industrial struc-
ture. The desirability of an export-oriented industrial development
strategy will be considered in the following.

Comparative Advantace and Export Orientation

It has been noted that the contributicn of manufacturing
industries to economic growth will be maximized if foreign exchange
is saved and earned at the least possible cost to the national economy.
This, in turn, requires exploiting the country's comparative advantage
which, in Thailand's case, lies in activities that utilize its natural
resources and abundant labor.

The availability of natural resources favors the development
of industries based on these resources, in particular in cases where
perishables are processed domestically (e.g. processed fruits, vegetables,
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and marine products) or there is a considerable weight loss in the
course of processing (e.g. concentrated animal feed and vegetable
oil). The expansion of these exports would have the further advantage
of contributing to the development of agriculture and to the regiocnal
diversification of the manufacturing sector.

Furthermore, laber costs are low in Thailand, not cnly in
relation to developed countries but also in cecmparison with the four
export-oriented Asian countries (Hong Kong, Korea, Singapcre and Taiwan).
The Baht 35 per day minimum wage in the Bangkok area ;aid to the
majority of unskilled workers in the manufacturing sector ccmpares
to daily wages of Baht 800-1,000 in the major developed countries
and Baht 140-160 in the four Asian countries. WWith intercountry
differences in labor productivity being substantially smaller, Thailand
has a comparative advantace in labor-intensive commodities.

Among major industries, clothing, leather and leather products,
and furniture and fixtures are the least capital-intensive (most
labor-intensive) and create the largest number of jobs per unit of
output. At the other end cf the spectirum, capital cost per labor is
the highest, and employment creation the smallest, for petrcleum and
coal products, primary metals, paper and paper products, and chemicals

Table 1).

Machinery and transport equipment occupy an intermediate
position between these two groups of incdustries. At the same time, in
these industries, as well as in stone, clay and glass preoducts, and in
the miscellaneous manufacturing category, considerable differences are
shown from product to produgt. Table 2 provides information on capital
requirements per job and on the number of jobs per unit of output for
sixteen products exhibiting low capital intensity within these catege-
ries., Differences in factor intensity are also substantial ameng
parts, ccmponents, and accessories in the manufacture of electrical
and non-electrical machinery and motor vehicles.

While the data reported on Tables 1 and 2 pertain to the
United States, they are indicative of the gains that may be obtained
by specializing in labor intensive industries and, within particular
industries, in labor intensive products and processes in Thailand.
This is confirmed by calculations made for 34 IFCT projects which
show that the cost of saving a dollar in relatively capital-intensive
import substituting projects is two-tc-three times as high as in labor
intensive export projects.

i
b

Economic Project Evaluaticn and the Svstem of Incentives

It would appear, then, that rapid industrial growth in
Thailand would require allocating scarce capital to relatively labor-
intensive activities. Conversely, the data provide prima facie




evidence of the low economic rates of return obtainable in larg
import-substituting projects, such as petrochemicals, fertilize
and an intecrated steel complex, all of wnich have high capital
requirements and create few jobs per unit of cutput.

3,

More accurate results can be obtained by applying the
technigues of economic project evaluaticen to large, Government-
sponsored investments. Project evaluation may take the form of
calculating the domestic resource cost of saving and earning foreign
exchange or estimating the economic rate of return at wecrld market
prices that indicate the alternatives available to Thailand. This is
of particular importance in the case of the propcsed industrial uses
of natural gas, for which the saving of foreign exchange through the
replacement of fuel oil-in eleciricity generation provides the cgper-
tunity cost.

In crder to ensure that project evaluation is carried out
by utilizing apprepriate technicues on a unifcrm basis, it would ke
necessary to establish a project evaluation unit in Thailand. This
unit may report to the Eccnomic Cabinet that would decide cn the im-
plementation of large-scale Gevernment-sgonscred investment projects
and on industrial development strategy in general.

Prior to taking decisions, it would be useful to meke public
the results of project evaluation, so as to invite debate on the
desirability of the projects in questicn. Information should alsec be
provided on the protection of the output of these projects as well as
on indirect subsidies granted through the establishment of project-
specific infrastructure or -the provision of inputs at less than world
market prices.

While large, Government-spcnsored projects should be subjected
to economic project evaluation, one should rely on incentives to
ensure that private business activities conform to the national in-
terest. In particular, excessive protecticn weculd permit firms to
expand at a high cost to the national econemy and discourage efficient
export activities.

At the same time exporting firms have to take risks and reap
the rewards of their actions. Thus, althouch one may tentatively
identify potential exports in food precessing, ncndurable consumer
goods, simple assembly activities, and the production of labor-intensive
parts and compcnents for assembly elsewhere, the choice should be left
to private initiative. At the same time, for the incentive system to
be fully operative, it would be desirable to liberalize price controls.

As noted earlier, the contribution cof manufacturing indus-
tries to the growth of the economy will be maximized if precducticn
for domestic markets and for exports receive equal incentives as has
been the case in Korea and Taiwan. It is propecsed that steps in this
direction be taken in Thailand by increasing incentives to exports
and reforming the system of import protection.
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Promoting llanufactured Exports

A variety of measures may be taken to premcte manufactured
exports in Theiland. The measures propssed here aim at increacsing
export capacity as well as utilizing existing precductive capacity for
export. They include an extencsion of greferences to investment and
pre-export credit, the reform of the system of tax and tariff rebates,
the agplication of governmental promoticn measures, and the modified
treatment of tracing firms.

Credit Preferences

In order to contribute to the estaklishment of new facilities
for export, it is sugcested here to provide low interest loans to
investors whc pledge to export, say at least 80 percent of the cutpuc
of a new plant or the extension of an existing plant, with the benefits
withdrawvn if the target is not met within a prescribed pericd. Pre-
ferential loans have been used to good effect by several countries
following expecrt-oriented policies, among them Ireland.

Low=cost loans for investment in exgort capacity could be
extended by commercial banxs in cases approved by the 3card of Invest-
ment, with the Bank of Thailand financing the difference tetwaen non-
preferential and preferential raztes. The cost invelved may be defrayed
by levying a tax on interest rates for ncn-preferential lcans. Alterna-

tively, commercial tanks may be authorized te charge higher interest
rates on such lcans. This would not cause undue hardship since the

12.5 percent interest rate paid by industrial firms on loans with
collateral has steadily declined in real terms as the rate of inflation,
measured by the wholesale price index, rose from 4 percent in 1975 and
1976 to S percent in 1977 and 1578 and to 8-10 percent in 197°.

In order
would further be
rediscounting of
small and medium

to encourage
desirable to
export bills

exporting from existing cspacity, it
simplify the administraticn eof the

that seems to have discourzged scme

size exporters from applying.

Also,

cne

should

consider increasing the present 2 percent margin for commercial banks

that reportedly provides inducement conly to extend export credit to

their more credit-wecrthy

It weuld further
facility of export bills
the recently established
exporters
effective
desirable
earliest possibly date.

Tax and Tariff Rebates
There is further
tax and %

without collate
in premoting ex
to establish the proposed export guarantee facility at the

tariff rebates for exports.

customers.

be desirable tc complement the\rediscaunting
by pre-export credits, in particular

fund for lending to small and medium size
ral should be increased several times tc be
ports by these firms. Finally, would be

O

-

need for refcrming the existing system of
In this connection, reference
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may be made to the procedure followed by Korea and Taiwan that provice
rebates also to the comestic producers of inputs for expert. Eecause
of its acministrative recuirements, this procedure is not recocmmended
for Thailand. Rather, it is sucgested to fcllcw the example of leaxico
in setiing rebate rates for broad expert product categories that fully
compensate for business taxes and tarififs zaid cn imported and dome stig
inputs in the last stage of manufacture as well as at earlier stages
While this procedure coes not directly tenefit the domestic prucucers
of inputs for export, they enjoy an indirect benefit as exporters
receive the *ariff rebate even if they buy from comestic scurces.
Rebate rates should be set in ad valorem terms for procuct
categories representing the aggregation n of the S3 food processing and
manufacturing sectors of the 1575 input-output table, with excegtions
made for textiles where the rebzte rates would depend con the material
utilized. The rates should be calculazted as the average of tbusiness
taxes and tariffs paid at the last and at all preceding staces of
producticn by utilizing the input-output table. Firms should be allowed,
however, to apply for additional rebate if they can show that the
business taxes and tariffs gaid by them exceed the average by at

least one-fifth.

Also, firms could
facilitiss of the Customs
rebates should be set, as
for use by this Office as

o]
jo

ti; tilize the temporary admission
artment. C:rresp ndingly, twe sets of

sently done by the Fiscal Pelicy Office,
1l as by the Custcm Derartment. i
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Rebates should be paid automatically cnce exportation takes
place. Apart from providimg for full relates of business taxes and
tariffs that bear on the cost of export production, the proposed
procedures would simplify the setting of rebate rates and the processing
of application for rebates.

Governmental Exoort Promotion Measures and Trading firms

Among governmental export promction measures, emphasis should
be given to strengthening the network of commercial attaches, orcanizing
trade fairs, and financing the participation of private exporters in
trade missicns. This is because private firms have proved to be better
able to seek out trade opportunities than Governmental bodies.

In this connection, cne may welccme the preferential treatment
provided to trading firms. At the sanme h_re, the conditions imposed

on these firms as to product compcsition would need to be reccnsidered.
Under present legisiaticn, a number of products where Thailand has
excellent expcrt possibilities are counted only up to a certain limit
in determining whether the trading firm has reached the prescribed
minimum size. The products in question include various frozen and
canned foods, plastics products and furniture, ancd consideration should

be given to raising or eliminating their limits..
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Furthermore, the exemption from business taxes on purchases
for export should be extended to all trading firms. This is because
trading firms that do not meet the minimum conditions in regard to
size can play a useful role as spe c1a¢;zed exnorters and may centrib
to the diversification of the cecmmodity compesition and the geographi
distributieon of Thal exports.,
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Reforming the Svstem of Impcrt Protection

Increases in export incentives ould be acccmpanied by reduc-
ing the level of import protection and raticnalizing its structure.
Tor various reascns, the 17 parcent average ratio of tariff proceeds
to manufactured imports tends tc unders i the
ranufacturine gactor,. Tariffs that dis en a
small wei;ht‘in the averace that is =2l exemg~-
ens provided to gromoted firms and £ ign
of the processing activity is augmente tariffs
on inputs; and import controls further protection.

As ta alate from 1 to higher degrees of
fabrication, e @ rates of protecticon-—the protecticn of value
added in processing--often exceed nominal tariff rates by a substantial
margin. A major exception is agricultural machinery that is admitted
duty-free and is subject to negative effective prctection due to tariffs
on its inputs. Tarif: rates vary to a considerable extent Irom preduct
to product without a clear eccnecmic rationale. The existing tar-iff
structure has =sveived as a result of actions taken in regard to par-
ticular items at different times without adequate consideration given
to their interrelationships. There is need therefore to raticnalize
the tariff structure in order to sarve Thailand's eccnomic objectives.

It is sugcested here to carry out a reform of the tariff
structure over the next five years by establishing tariff targets for
the 2nd of the gperiod, to be reached in annual installments. In
announcing the target rates and the timing of changes on tariff rates
in advance, producers will be c¢iven sufficient time tc prepare fer
these changese.

With the exceptions noted below, a tariff target of 20 percent
may be set for the end of the five-year period. This tarcet is lower
than the 3C percent banchmark used by the 3card of Investment that
excessively favors import substitution over exports in the manufacturing
sector and manufacturing activities in general over primary production.
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igher tariff ratecs may be maintained, however, on products where the
reign variety is concidered a luxury, such as high-fashion clothing.

t, in order tc avoid the expansion of domestic luxury production,
tariff rates on such products shculd be limited to 40 percent 2s con-
pared to rates presently rancing up to 100 percent (150 percent on
acsembled passencer cars). If higher taxation of luxury goods is
desired, this chould be done by raising indirect taxes that apply to
domestic producticon also.

While--a few luxuries excepted--tarififs on all procducts pre-
sently manufactured derestically should be reduced to 20 percent Ty
the end of the five-year period, new products may receive hicher prc-
tection on a temporary basis. Such infant industry protecticn should
not exceed 1S percent over and above the tariff target and shcould be
cranted on a cecressive scale, to be eliminated cver a period of five

ist

vears, Import controls should not be used for pur nd exi

controls sheuld e prnased cut.
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Apart from reducing tariff rates presently in excess of 20
percent, the propesed reform weuld involve raising tariffs cn items that
are now subject to tariff rates of less than 20 percent, including
various materials and acgricultural machinery. Lew tariffs on these
items discriminate against their decmestic production while the resulting
subsidy to agriculture may be replaced by recuctions in business taxes.

Although the revenue effects of the precposed tariff reform would
need to be estimated, it should not be assumed that these effects would
necessarily be negative. This is because the lcwering of tariffs may
lead to a more than proportionate increase in import volume. At the
same time, it may be presumed that the increase in ?mports would be
much exceeded by the rise in manufactured exports foll ng the imple-
mentation of the proposed export promction measures.

Investm=ant Incentives

Under the Investment Fromotion Act, promoted firms receive
exemptions from, or reductions in, inccme taxes cn profits and dividends,
tariffs and business taxes on imported materials and machinery, and
tusiness *taxes on domestic materials and machinery. Additional benefits
may b2 provided to firms located in investment promotion zones as well
as to export firms. However, there have been relatively few cases of
investments in the promotion zones, and no exporter has received addi-
ticrnal privileges under the Act.

The use of income tax exemptions on profits and divicends
derived from promoted investments is a desirable measure as it rewards
firms that lcwer their production costs, irresgective of whether they
use labor or capital mere intensively. B35y ccntrast, the accelerated
depreciation provisicns used in scme other developing ccuntries enccurage
capital intensive industries and production methods that is not desirable
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re, however, favored
so tend to discourage

Capital-intenczive procducts and processes
by tariff exemptions on imported machinery that a
the expansion of the domestic machinsry incustry. 1In view of thece
adverse conssguences, it would ke desirable to thase out tariff exemp-
tions on machinerv, with exceptions made for investrent promcticn zones
and investments for export. The same recommen is made in regard
to tariff reductions on imported materials and icns in business
taxes on imported and deomestic materials. Tari uctions on imgported
aterials discourage their dcmestic production wi‘- red :tions *n
a
(
e

a
g
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tariffs and business taxes on imported and dcmest r

increase the protection of wvazlue added in arQCﬂss*nj £ ect*ue j*c%ﬂc-
tion). As noted earlier, protection for new industries should be pro-
vided by using tariffs and be done on a degressive scale.
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The Svstenm of Indirzsct Tzxes

The system of business tzxes in Thailand is of the cascade-type
as the taxes levied on sales at successive stages of production are
cumulative. This tax system nas several disadvantaces. Firstly, as
we have seen, rezating business taxes on ports is a complicated pre-
cedure. Also, incentives zre provided for vertical ccncentration that
permits recducing the tax Surden. Last but not least, a cascadc-type
tax system discourages subcontracting and the deegening of the industrial
structure in general.

In contrast, under the value-added tax system, taxes paid on
inputs can deducted frcm taxes cn the output so that only value added
in processing is tzx=d at each stagn of zroductimn. This system mini-
mizes the administrative probliems invoived in reZzting incirect taxes;
removes the fiscal advantaqe to concentraticn; and does not discriminate

against subcontracting.

These considerations indicate the advantages Thaziland may deriv
from adopting a value-added tax systsm. Partial stegs in this Gire’tl:
2s cn inputs. The full

have been taken by reducing tusiness tax rat:
adoption of the value-addad tax aISLEﬂ should b
e re

1
e subiect to further
study in order to examine its administrativ o

uirements.

Human and Phvsical Infrastr-ucture

For the system of incentives tc have its full impact, appropriate
supporting measures need to ke ta (EP They include previding human and
physical infrastructure and in particular, es-a:liSﬁ’nc export process-

ing zones and industrial estates.

As regards human capital, improvements in technical training
would be desirable. Consideration should furthsr e given to subsidizing
training by firms. Such subsidizaticn can be effective as, under
present conditions, firms may refrain frem training for fear of losing
their workers after having incurred the cost of training.




Cecicions on physical infrastructure wculd nced to be coorcdinated
with the government's regicnal cevelcpment cbjectivess Questicns relating
to reqional industrial develcpment will te considered in the follcwing.

Recisrnal Industrial Deovalc

= e e
F2lle

It has been sdg:estﬂ that fur+ther industrial expansion in
Zangkok involves a social cost in the form of cengestion and pollution,
and the cecentralization of industry has been proposed as a remedy.
Sut decentralization, toco, involves a cost since ghysical infrastructure
would need to te provided to suppert the =xpansion of industrial

activities in new areas.

Tn view of the cost of providing physical infrastructure and
the natural advantaces and disadvantages of various recicas in Thaileand,
cne should refrain from adwveocatl 1 dispersion of
industry in the guise of cecentr emphasis should
be given to the establishment of £ Y"srowth' poles”
at appropriate lccations, togeth sion ¢f existing in-

frastructural facilitiess elsewhse

Apart from processing in the interiocr
of Thailand are generally for industries
riented towards exporting or selling in the Bangkok area, civen the
cost of the twe-way :transgortation of inputs and the final product.

Also, exporting reguires the avallability of port facilities and favors
expension in the Central Region that is =asily accessible from 2angxkek
In fact, the building of roads has scon ied to rapid induszrial excan-
sion in this region. Hcwever, there is nzad to prepare plans feor the
development of the area, tg. be linized with a master plan fcr Zangkek

J.tSE-J. .

Industrial exgansion and export grcwth would further nacessitate
the development of the eastarn seabcard, inclucding the es--blish:ent
of a new growth pole centered arcund the port at Sattanip. An important
component of this growth pole would be an export processing zone.
This zone, oriented towards the srocessing of imported materials, would
need to be complemented by the establishment of interlinked industries
This, in turn, requires providing physical infrastructure as well as
housing and various zmenities in the area.

-

Given the cost involved, cne may gquestion the desirability of
establishing additicnal g¢rowth pcles in Thailand over the next five
‘ears. There is however need for setting up industrial estates, pre-
ferably specializing in particular incustries. an example would -be
the establishment of an industrial estate for machinery production that
would inclucde metal working and machining shops and other specialisct

suppliers.
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Azart from the procecsing of local materials, industries in
the interior of Thailand may service the local market through assembly
activities, rerair and maintenance, and by catering to specific local
nencds, For example, the proriucticn of agricultural implem=nts and
small machines may take place in farming arczs.

Exploiting the industrial potential of the interior would ke
assisted by the ?:o;csed changes in the system of investment incentives
It would further be cdesirable to improve existing infrastructure,
banking, and governmental services. As recards the latter, decentra-
lizing scme of the eccaosmic services of the geovernmment, providing
tachnical =zssistznce to small and mediuvm size firms, and granting in-
creased autoncny to the local officesof the IFCT would be especially
useful.

Corcluding Remarks

In this paper, recommendatiens have Izen made for fcrmulatin
an industrial cdeveloprant strategy for Thailand. The policy measures
preposed to this end complemsnt each otha2r and may be CDHS;u“EEG a
"zackaze". At the same time, to ithe extent that administrative con
straints limit the irmediate agzlication ef all of these measures,
first pricrity should be civen to the promcotion of experts. This is
becsusa of the important contribution expczsts can make to industrial
growth and to improving balance.of payments, which is given urcency
by the recent increace in oil prices.

Nevertheless, the acdministrative recuirements of the proposed
measures should not be overestimatad. Their application would rasult
in increased autcmaticity in application znd simplified

administrative procedures. And, in line with past practice, reliance
would be placed cn private initiative, with the gcvernment establishing
apprepriate rules to ensure that private decisicns are in the national
interest.

The adoption of a coherent incustrial cdevelcpment strategy and
the aprlication of the necessary policy measures require taking
cecisions at the hichest Governmental level as well as ccerdination
2mong eccnomic ministries and agsncies. In taking decisions on indus-
trial stratecy, the Economic r’ab""‘ﬂ”' should act cn reccmmcendations
by an interministerial Technical Ccmmittee. The rreparation of the
individual pelicy measures, in turn, would be entrusted to interminis-
terial working policies established in liaisocn with the Technical

Committee.
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May 12, 1981.

Mr. Robert Heller

Bank of America National Trust
and Savings Association

Bank of America Center

Box 37000

San PFrancisco, California 94137

Dear Mr. Heller:
Sorry for the delay, all my fault.

Yours sincerely,

Enclosures Norma Campbell
Secretary to
Mr. Balassa



Mr. Adi J. Davar, EM2 May 12, 1981.
Bela Balassa, DRC

Terms of Reference: Turkey

I enclose the suggested draft of a memo by Mr. Bart addressed to me.
After consultation with Mr. Dubey, please prepare it for signature if you
agree with its contents.

ce: HMr. Dubey, EMNVP

Enclosure
BBalassa:ne



May 12, 1981.

Professor Peter B. Kenen
Princeton University
Internatidnal Finance Section
Dickinson Hall

Princeton, New Jersey 08544

Dear Peter,

I would like to ask your agreement for the reprinting of my
paper "The Process of Industrial Development and Alternative Development
Strategies" in a volume of essays entitled The Newly-Industrializing
Countries in the World Economy Pergamon Press is publishing for me.

Thanking you in advance, I remain,

Sincerely yours

Bela Balassa



Mission Members May 12, 1981.
Bela Balassa, DRC

Final Arrangements for Turkey Mission

5 We plan to have a short meeting of mission members upon arrival
in Ankara on May 17th at 8 p.m. in my hotel room. TFor confirmation,
please contact me or Mrs. Helen Chin who is the administrative assistant
and secretary to the mission.

2. I enclose an aide memoire that was written during the mission I led
to Thailand two years ago. We will prepare a similar aide memoire - although
necessarily broader in coverage - after the first two weeks of the mission

in Ankara. Your contribution to the aide memoire will be requested by the
end of the second week. Those traveling at the time should call Mrs. Chin
and dictate thelr contribution to her.

cc: Messrs. Davar, EM2: Dubey, EMNVP: Hume, EMP, Zaman, EM2; (without enclosure).

Enclosure
BBalassa:nc



May 12, 1981.

Ms. Shirley W. Y. Kuo

The Central Bank of China
Taipei, Taiwan

The Republic of China

Dear Mrs. Kuo:

Your letter reached me with some delay due to my absence from
Washington. Since my return, Mr., Po-sheng Lin has written to Mr, Y. S. Lee.

May I use the occasion to ask if your staff could send me the
enclosed data. I would also appreciate it, if I could continue to receive
the publications you earlier sent me.

Yours sincerely,

Enclosures Bela Balassa



TAIWAN

Data Requirements

Wages in Manufacturing in NT$ for Fourth Quarter of 1980 and 1980 average.
Exchange rates for Fourth Quarter and 1980 §{ueesngges).

Working hours #ndex for Fourth Quarter and 1980 §uweuages).

Industrial production Index for Fourth Quarter and 1980 average.

Manufacturing Employment for Fourth Quarter and 1980 average.



Mr. Peter E. Wright, VPD May 12, 1981.

Bela Balassa, DRC

Staff Working Paper

I enclose, in one original and one copy, the revised and retitled
version of "Structural Adjusetment Policies in Developing Countries.”
Following discussion with Mr. Bumgarner, I applied the guidelines according
to which one should refer to "economies rather than countries" when these
include Taiwan. However, there is no need to delete Taiwan from the tables:
this is permitted in research publications although not in the WDR.

I am sending a copy of the paper, together with a memo to Jean
Baneth who is responsible for ensuring compliance with the guidelines
in DPS. As I am leaving for Turkey this weekend, you should address
any questions you might have to him.

cc: Mr. Baneth, EPD

Enclosures
BBalassa:nc



Mr. John E. Merriam, IPA Hay 12, 1981.

Bela Balassa, DRC

Korea Paper

Following discussions with the Region, I have decided to
withdraw my paper on Korea at this time. The paper will be revised
in the summer following a visit by a Korean delegation who will
present an outline of the new five year plan.

cc: Messrs. Floyd, LCP: Agarwala, AFA

BBalassa:nc



Messenger Sarvice May 12, 19681.
Bela Balassa, DRC

Pick-up Parcel at National Airport

Would you please have a messenger pick up from National Airport
Express Post Office a package for the World Bank, attention of Mr. Bela
Balassa. The number of this package is C6656170. This parcel is from
Professor Maxwell Fryy University of Hawaii at Manoa, Department of
Economics, Honolulu, Hawaii.

The post office in Hawaii guaranteed delivery by noon, May 12th.

BBalasea:i!ne



May 11, 1981.

Mr. Hubertus Miiller-Croeling

Institut fiir Weltwirtschaft an der
Universitit Kiel

2300 Kiel 1, Postfach 4309

Germany

Dear Mr. Miller-Groeling:

I have made a few changes on the first page of my "Industrial
Prospects and Policies in the Developed Countries” in the interest of
clarity. I hope that you can take account of these changes before the
volume goes to press. Should this not be the case, I presume that I
could make the changes in the proofs.

Yours sincerely,

Enclosure Bela Balassa



INDUSTRTAL PROSPECTS AND POLTCIES IN THE DEVELOPED COUNTRIES

Eela Balassa

Introduction

The growth of the developed countries' imports of manufactured goods
from the developing countries has received much attention in recent years., It
has been alleged that increases in imports have adversely affected the indus-
trial sector of the developed countries and that the continuation of this trend
bodes i1l for the future of the sectur.l/ In turn, it has been claimed that
growing protectionism in the developed countries has compromised the prospects
for an outward-oriented industrial strategy in the developing countries and
makes it necessary for these countries to turn to domestic markets or to trade
among themselves.

The present paper will subject these, conflicting, claims to scrutiny.
It will examine recent changes in the pattern of international specialization
in manufactured goods and consider their impact on the industrial sector of the
developed countries. The protectionist measures applied by these countries and
their effects on international trade flows will also be analyzed.

The paper will further review the prospects for manufacturing trade
and for industrial growth in the developed countries. This will be followed
by a discussion of the possibilities for intra-industry trade between
developed and developing countries, and of the implications this trade

has for the process of adjustment in the developed countries. Finally, desirable

1/ A recent example is provided by Paul Samuelson, in whose view "manufactur—
ing industry is trying to leave North America and Western Europe. The basic
comparative advantage is moving to the 'Gang of Four': South Korea, Taiwan,
Hong Kong, and Singapore" (World Business Weekly, December 1, 1980).




May 11, 1981.

Mr. Donald G. Morrison

Director

Center for Social Science
Computation and Research

Savery Hall 145 DK-45

University of Washington

Seattle, Washington 98195

Dear Mr. Morrison:

We should have coples of our Western Africa study by the end
of the year. I will send you a copy at that time.

Yours sincerely,

Bela Balassa



G@{pee

Mr, Pham Van Thuyet, ASP May 11, 1981.
Bela Balassa, DRC

Hasan Olgun
Dr, Hasan Olgun recently wrote to me and sent me a paper of his
concerning policy changes in Turkey. 1 found the paper excellent and

it effirme my view that Olgun would do an excellent job in analyzing
the sgstem of protection in Pakistan.

BBalgaaa:nc



May 11, 1981.

Mr. Tercan Baysan
Department of Economics
Monash University
Clayton, Victoria 3168
Australia

Dear Mr. Baysan:

I recently heard about the dissertation you submitted to the
University of Minnesota on "The Economic Implications of Turkey's Entry
into the Common Market."” I am leading a Bank mission to Turkey next
week and would like to see your disseration on my return to Washington.
May I ask you to air mail a copy to me. Please send me the bill for
postage in case your university cannot cover it.

With best regards,

Yours sincerely,

Bela Balassa

cc: Mr. Michel Noel, YP with paper.



May 11, 1981

¥Mr, Dennis Thompson
Journal of World Trade Law
8, rue des Belles~Filles
CH~1299 Crans

Switzerland

Dear Mr. Thompson:

I would like to ask your agreement for the reprinting of my papers
"The 'New Protectionism' and the International Economy" and "The Tokyo Round
and the Developing Couttries” in a volume of essays entitled The Newly-

Industrializing Countries in the World Economy, Pergamon Press is publishing
for me.

Thanking you in advance, I remain,

Sincerely yours,

Bela Balassa



May 11, 1981

Dr. Luigi Ceriamni, Editor
Banca Hazicnale del Lavoro
Quarterly Review

Ufficio Studi

Via Vittorio Veneto, 119
Roma

Italy

Dear Dr. Ceriani:

I would like to ask your agreement for the reprinting of my
paper "The Changing International Division of Laber in Manufactured
Goods'" in a volume of essays entitled The Newly-Industrializing Countries
in the World Economy Pergamon Press is publishing for me.

Thanking you in advance, I remain,

Sincerely yours,

Bela Balassa



May 11, 1981.

Mr. Antonio Maria Costa

United Nations

Center for Development Planning
Projections and Policies

New York, New York 10018

Dear Mr. Costa:

I would like to ask your agreement for the reprinting of my
paper "Prospects for Trade in Manufactured Goods between Industrial and
Developing Countries, 1978-1990" in a volume of essays entitled The Newly-
Industrializing Countries in the World Economy Pergamon Press is publishing

for me.
Thanking you in advance, I remain,

Sincerely yours,

Bela Balassa



May 11, 1981

Mr. Mehmet Gun Calika

Meban Securities Brokerage and
Finance Corporation

Odakule Is Merkezi lstiklal Caddesi

286 Beyoglu ?

Istanbul

Turkey

Dear Mr. Calika:

I would like to ask your agreement for the reprinting of my
paper "Growth Policies and the Exchange Rate in Turkey" in a volume of
essays entitled The Newly-Industrializing Countries in the World Economy
Pergamon Press is publishing for me.

Thanking you in advance, I remain,

Sincerely yours,

Bela Balassa



May 11, 1981.

Mr. Jean L. Waelbroeck

Universit@é Libre de Bruxelles

Faculte des Sciences Soclales
Politiques et Economiques

C.P. 139

Avenue F.-D. Roosevelt 50

B-1050 Brussels

BELGIUM

Dear Jean,

I would like to ask your agreement for the reprinting of my
paper "The Economic Reform in Humgary Ten Years AfterY in a volume of
essays entitled The Newly-Industrializing Countries in the World Economy
Pergamon Press is publishing for me.

Thanking you in advance, I remain,

Sincerely yours,

Pela Balassa



May 11, 1981,

St. Martins Press Incorporated
175 5th Avenue
New York, Hew York 10010

Dear Sirs: Re: JEL 80-0405

Please send me Trade Relations; Commercial Policy; Internatiomal
Economic Integration by Alexander J. Years. I am a professor and would
appreciate receiwing faculty discount. Please bill me at the above
address.

Yours truly,

Bela Balassa



Mrs. Marie Rogue, PMD May 11, 1981
Bela Balassa, DRC

Miss Kazuko Ogawa

Kazuko (Kathy) Ogawa was my student and is preparing her dissertation
under my supervision at the Johms Hopkins University. She has shown
intelligence and determination in her studies. She is also excellent in the

organization of her work. Finally, she is well-spoken and is good in dealing
with others.

All these qualities should make Kathy Ogawa an attractive candidate
for the Bank. I highly recommend her for a professional position.

BBalassa:ne



May 11, 1981.

Professor Edwin S. Mills
Department of Economics
Princeton University
Princeton, New Jersey 08544

Dear Ed,

Thank you for your letter of May lst. I have sent Mr. Abreu's
Gurriculum vitae to one of my colleagues whose department might conceivably
be interest in him. I would further suggest that you write to the Urban
Institute where there are several jobs available.

Yours sincerely,

Bela Balassa

ces
Mr. Stoutjesdijk, DEDDR



May 11, 1981.

Dr. Sarfraz K. Qureshi
Book Review Editor
Pakistan Institute of Development Economics
Post Box Ne. 1091
Islamabad
Pakistan
Dear Dr. Qureshi:
I am afraid, that due to my many obligations, I cannot write
book reviews for the Pakistan Development Review for sometime to come.

Yours sincerely,

Bela Balassa



¥ay 11, 1981

Mr. Pierre Pascallon

Institut de Sciences Mathématiques
et Economiques Appliquées

11 rue Pierre et Marie Curie

75005 Paris

France

Dear Mr. Pascallon:

I am sorry to say that due to many obligations I have, I will
not be able to write a paper for your proposed series.

Yours sincerely,

Bela Balassa



May 11, 1981

Mr. Harold Cataquet
31 Irving Street 31
Boston, Massachssetts 02114

Dear Mr. Cataquet:

I am sorry that you have not been able to get information from
Mr. Leiva. I am afraid that I have no other source I could suggest to you.

Yours sincerely,

Bela Balassa



May 11, 1981.

MBA Admissions Office

School of Business Administration
The University of Westernm Ontario
London, Ontario

Canada N6A 3K7

Dear Sir:

Bob Therriault has done an excellent job in working for me as
a research assistant since July 1980. He has exhibited congiderable
intelligence and ingenuity in the performance of his tasks. He is able to
work productively without close supervision.

In my contacts with him I have learned thet Bob Therriault has a
very good grounding in economics. This fact, together with his other
qualities, makes him an excellent candidate for your school., T highly
recommend that you admit him and provide him with a fellowship.

Yours sincerely,

Bela Balassa



May 11, 1981,

Macmillan Publishing Company
866 3rd Avenue
New York, New York 10022

Dear B8ir:

I would like to ask your agreement for the reprinting of my
paper "The 'Stages' Approach to Comparative Advantage” in a volume of
essays entitled The Newly-Industrializing Countries in the World Economy
Pergamon Press is publishing for me.

Thanking you in advance, I remain,

Sincerely yours

Bela Balassa

"Economic Growth and Resources
Volume 4, National and International Policies

Proceedings of the Fifth Congress of the
International Economic Association held in Tokyo, Japan

Edited by Irma Adelman"



2134 Wyoming Avenue N.W.
Washington, D.C. 20008 =
May 9, 1981

International Rescue Committee
386 Park Avenue South
New York, N.Y. 10157

Dear Sir:
Enclosed is my contribution of $25.00. Please use it as you
see fit.
Yours sincerely,
Enclosure Bela Balassa

P.5. 1 benefited from your efforts 25 years ago.

»
Ll



Mrs. Betty Eltexam, DRC May 8, 1981
Bela Balassa, DRC

Publication

Mr. Duloy agreed to the purchase of 100 copies of the paperback
edition of my The Newly-Industrializing Countries in the World Economy.
I have now received an estimate from the publisher indicating that the
cost of 100 copies at 30% off the list price of $18.50 will amount to
$1,295. This is slightly higher than my original estimate of $1,000.
May I ask you to order the books so that shipment can be made in June
when they are published.

cc: Mr. Duloy, DRC

BBalassa:nc



May 8, 1981,

Professor Exik Thorbecke
Department of Economiecs
Cornell University
Ithaca, New York 14853

Dear Erik,

My sincere congratulations on your receipt of a honoris causa
doctorate degree in economics from the University of Ghent. I tead your
lecture with interest and agree with its major conclusions. At the same
time, under present conditions, I would give attention to efficiency
consideration, that is to income distribution. The rationale for this
view is given in the enclosed paper ''Structural Adjustment Policies in
Developing Countries.”

Sincerely yours,

Enclosure Bela Balassa




May 8, 1981.

Mr. Montek 5. Ahluwalia
A-1/47 Panchsheel Enclave
New Delhi 110017

India

Dear Montek,

I profusely apologize for not responding go your letter in which
you announced the birth of your second child. By this time he must be
quite grown.

This letter is motivated by wodr request to Martin Wolf for Bank
papers on trade related issues. I enclose several of my recent papers
that have not yet been circulated on the outside. Revised versions of these
papers will be sent to you with my regular mailings. I just recently send
you several reprints:; I hope that you have received them.

Carol joins me in sending our best regards to Isher, vourself and
the children.

Yours sincerely,

Enclosures Bela Balassa

Enclosed: Industrial Prospects and Policies in the Developed Countries
Adjustment to External Shocks in Developing Countries
' The Policy Experience of Twelve Less Developed Countries, 1973-79
Structural Adjustment Policies in Developing Countries



May 8, 1981

Mr, José da Silva Lopes
Calxa Ceral de Depositos
Largo de Santa Catarina
Lisbon

Portugal

Dear Mr. Silva Lopes:

Thank you for your letter of April 28th. I am sorry that you
have not received the two books by Maxwell FPry. One of these is a large
manuscript he has recently prepared. To be on the safe side I will ask
him for another copy.

I enclose the revised version of my "Structural Adjustment Policies
in Developing Countries' that contains some material relevant to our mission.
I further enclose a copy of my ailde memoire prepared during my mission to
Thailand two years ago. I plan to write a similar aide memoire in Turkey,
to which I will ask your contribution during our visit there.

I hope that you have received by now your ticket and reservation
at the Buyuk Ankara hotel, I expect that everyone will arrive there on

May 17th in the late afternoon. I plan to have a short meeting of the mission
in my suite sometime Sunday evening.

Looking forward to seeing you, I remain,

Sincerely yours,

Enclosures Bela Balassa



May 8, 1981

Mme, Frangoise Carriére
Revue Lconomique

54, boul. Raspail

75006 Paris

France

Ché&re Frangoise,

Merei de ta lettre du 23 avril. Je suis content de savoir que
mon article va paraftre prochainement dans la Revue Economique. Comme je
pars le 16 mai pour la Turquie, ofi le service des postes n'est pas des
plus efficaces, je te prie de ne pas m'envoyer les épreuves., Je te serais
d&s lors tr&s reconnaissant si tu voulais bien lire les épreuves i ma place.

En te remerciant d'avance, je te prie de croire, chére Francoise,
a4 mes meilleures amitis ainsi qu'd celles de Carol.

Bela Balassa



May 8, 1981.

Mr. Ali Kocman
Chairman
Tiirk sanayicileri ve

is adamlari dernegi
Cumhuriyet Caddesi
Dortler Apt. 18/2 Elmadag
Istanbul
Turkey

Dear Mr. Koeman:

I will be arriving in Ankara on May 18th to lead a World Bank
mission on Industrialization and Trade Strategies in Turkey. I plan to
come to Istanbul to discuss this subject on May 25 and 26th. I would
very much like to meet with you as well as with other industrialists
during my vieit. T will call your office from Ankara to arrange a meeting.

In the meantime, I would appreciate it if you would send me any
TUSIAD publications which appeared in Fnglish since 1979, Please send
these publications to the Buyuk Ankara Hotel.

Yours sincerely,

Bela Balaaa(



Ms. Phuong~Anh T. Tran, ADM May 8, 1981
Bela Balassa, DRC

Hotel Reservation
I am leading a mission to Turkey comsisting of 13 staff members
and consultants. I wish to ask you to give your agreement to the

Travel Office (Mr. Gabor Beres) that a large suite be reserved for me
at the Buyuk Ankara hotel for _ May 17th.

BBalassa:ne



Mr. John E. Merriam, IPA May 8, 1981
Bela Balassa, DRC

Publication

I would like to ask your agreement for the Journal publication
of the enclosed paper entitled "Korea in the Nineteen-Eighties: Policies
and Prospects.” I further enclose a telegram received from the Deputy
Prime Minister and Minister of Economic Planning in Korea, agreeing
to publication. I am also sending a copy of the paper to Mr. Flood
the Division Chief for Korea.

1 would appreciate recelving your answer next week as I am leading
a mission to Turkey on May 17th.

cc: Messrs. Flood, Division Chief, AEA
Agarwala, Senior Economist, AEA

Enclosures
BBalassa:nc
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Messrs. Rangopol Agarwala, AEA: George Szapary, LMF May 8, 1981
Larry Westphal, DED; Sweder van Wijnberger, DRC
Bela Balassa, DRC

Korea Paper

I enclose my revised and retitled paper you commented on sometime
ago. Any further comments received by May 12 cob could be taken into
account in the final version.

Enclosure
BBalassa:nc



TELEX BAY & 1981
TE1-26838 1991

MR, KAZUKO OGAWA, WORLD BANK
TORYD, JAPAN

I DESCRIGE BELOW THE INFORMATION HEEDED FOR OUR RESEARCH
PROJECT ON THE STAGES APPROACH TO CORPARATIVE ADVANTAGE. TO
AYOLD FUSTMER DELAYS, AND TN THE EXPECTATION THAT WE CAN
FIND A SATISFACTORY WAY TO LINK THE JAPANESE ANG THE UN TRALE
STATISTICS, PLEASE PROVIDE ME WITH THE PATA DESCRIBED UNDER
I1 FOR ALL SECTORS. 1. METHODS ASSUMPTIONS, AND SOURCES 1.
THE WETHODS OF CALCULATION USED TO DERIVE THE KATIOS OF
PHYSICAL AHD HURAN CAPITAL TC LABOR. 2. THE ASSUPPTIONS URDER-
LYING THE CALCULATIONS INCLUBING THE CHOICE OF THE SISCOUNT
RATE AHD THE DEFINITION OF GMSKILLED LABOR. 3. THE SOURCES
USED FOR THE DATA. II. DATA FOR THE INDIVIOUAL SECTORS. 1.
STOCK MEASURE OF PHYSICAL CAPITAL; 2. STOCK MEASURE OF HURAN
CAPITAL; 3. FLOV MEASURE OF PHYSICAL CAPITAL; 4. FLOW MEASURE
OF WUMAM CAPITAL: 5. EAPLOYWENT, SEMUNSKILLED WAGES: 7. VALUE
ADDED; 5. WAGE-VALUE ADDED: 9. SKILL COMPOSITION OF LABOR
(PERCENT) . 1I1. RELATIONSHIP DETWEEN TRADE AND INDUSTRIAL
STATISTICS. 1. RECONCILIATION OF SITC AND JAPAMESE INBUSTRIAL

AND TRADE CLASSIFICATION SCHEMES; 2. RECONCYLIATION ©F SITC
/2

bela 3alassa
Bela Eslassa

EBalassa ine BRC - diroctor’s office
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NEXT WEEK IF YOU HAVE ANY QUESTIONS. I LEAVE FOR TUBKEY ON
FAY 17. REGARDS, BALASSA

Gels Zalassa

% Gela Balasss
- B8alassa:nc BRC ~ Director's Office

o



Mr. Ian M. Hume, EMP May 8, 1981.

Bela Balassa, DRC

Mrs. Lucille W. Pevsner was a student of mine 12 years ago; her
husband is my colleague at Hopkins. She came to me asking if there
would be a possibility for her to get a job at the World Bank. Given her
earlier work on Turkey and her interest in project evaluation, I thought
that you may wish to consider her foe EMENA Projects. Her cumreiculum
vitae is enclosed.

Eneclosure
BBalassa:ine



May 5, 1981

KOREA IN THE NINETEEN-EIGHTIES:

POLICIES AND PROSPECTS

Bela Balassa

*The author is Professor of Political Economy at the Johns Hopkins
University and consultant to the World Bank. An earlier version of this
paper was prepared as an advisory report for the Government of Korea follow-
ing a visit to Seoul in July 1980. The author is indebted to government
officials and economists for helpful discussions. He is also thankful to
Mr. Suk Tai Suh for the calculations of real exchange rates and to
Messrs. Rangopol Agarwala, George Szapary, Larry Westphal and Sweder van
Wijnberger for useful comments. He alone is responsible, however, for the
content of the paper that should not be interpreted to reflect the views
of the Government of Korea or of the World Bank.



Introduction

Korea has been considered as one of the success stories among
developing countries. Starting from a small industrial base, it developed
a modern industrial structure and achieved high rates of economic growth
based largely on export orientation, during the decade preceding the 1973-74
oil crisis. Also, Korea was able to rapidly surmount this crisis through the
continued application of an export-oriented strategy.

In 1979, however, Korea suffered a decline in the volume of
merchandise exports, and in 1980 it experienced a 5.7 percent fall in its gross
national product, together with a current account deficit of $5 billion. In
these respects, Korea compares unfavorably with the other Far Eastern
economies , Hong Kong, Singapore, and Taiwan, which have maintained rapid
rates of growth of exports and GNP and avoided substantial balance-of-payments
disequilibria.

This paper will attempt to explain recent economic developments in
Korea By reference to the policies applied. It will further make recommenda-
tions for policies that may be pursued to redress the situation and to exploit
the growth potential of the Korean economy during the eighties.

Economic Developments in Korea, 1978-?9£/

With real GNP rising about 10 percent a year in the decade and
a half following the policy reforms of the early sixties, Korea was one of

the star performers of the world economy. Rapid economic growth was achieved

1/ For an analysis of incentive policies in Korea, see Balassa, (1977, 198la)
and Westphal (1981); Korea's economic performance is discussed in consid-
erable detail in Hasan and Rao (1979). Unless otherwise noted, the data
cited in this section originate in Ecomomic Statistics Yearbook and other
publications of the Bank of Korea.
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under an export-oriented strategy that led to increases in the volume of .exports
of goods and services at approxXimately 27 percent a year between 1963 and 1977.

Korea's high "export elasticity,'" with a ratio of the rate of growth
of exports to that of GNP of 2.7 in the period 1963-77, indicates the central
role exports played in the growth process. In terms of 1975 prices, the exports
of goods and services equalled 42.5 percent of GNP in 1977 as compared to a
ratio of 4.7 percent in 1963 and 17.1 percent in 1970. Exports contributed
to economic growth by utilizing Korea's comparative advantage in labor-
intensive industries, permitting the exploitation of economies of scale,
ensuring the full use of capacity, and creating demand for domestically-
produced goods used as inputs in export production and consumed by workers
engaged in export activities.

Its outward orientation made it possible for the Korean economy to
quickly overcome the effects of the quadrupling of petroleum prices of 1973-74
and the world recession of 1974-75. With the volume of merchandise exports
rising by 22.9 percent in 1975 and 35.9 percent in 1976, Korea was able to
re-establish rapid rates of economic growth while eliminating its large
balance of paymnets deficit (Balassa, 1981b).

The slowdown in the world economy led to a decline in the rate of
growth of the volume of Korean merchandise exports to 19.0 percent in 1977.
Nevertheless, it still exceeded the export growth rate experienced by Korea's
major competitors, Taiwan, Singapore and Hong Kong by a considerable margin.
The situation changed to the detriment of Korea in 1978 and, in particular, in

1979 when it experienced a 1.1 percent decline in its merchandise exports,



P

expressed in constant prices, while exports increased by 6.6 percent in
Taiwan, 20.1 percent in Singapore, and 16.6 percent in Hong Kong (Table 1).

The extent of the shortfall in Korean exports, associated with the
loss of market shares to the other three Far Eastern economies, can be indicated
in different ways. Calculating the dollar value of exports that would have
occurred if increases in Korea matched average increases of exports by these
countries in 1978 and in 1979, the export shortfall is estimated at $2.2
billion in 1979. And, 1979 exports would have been $8.2 billion higher had
Korea maintained the advantage in export growth it experienced in 1976 and in
1977 vis=a=-vis the three countries.

An important factor contributing to the deterioration of Korea's
export performance was the decline in the competitiveness of its manufactured
exports which account for over 90 percent of the total. Following increases
in 1973, Korea's real exchange rate, calculated by adjusting the nominal
exchange rate for changes in wholesale prices relative to its principal trading
partners, returned to the level observed in the early seventies by 1975. The
real exchange rate fell afterwards, declining by 12 percent between 1975 and
1979 (Table 2).

At the same time, calculations of real exchange rates derived by the
use of wholesale price indices underestimate the extent of the deterioration of
Korea's competitive position. This is because increases in the prices of goods
that enter international trade are limited by foreign competition, and hence
they do not fully reflect the rise in production costs. Correspondingly,
interest attaches to changes in unit labor costs which show the extent of cost
pressures on the firm due to increases in wages adjusted for variatioms in

labor productivity. Differential changes in wholesale prices and in labor
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Table 1

Export Performance in 1974-80: Korea, Taiwan, Singapore and Hong Kong
(Annual Percent Change)

1974 1975 1976 1977 1978 1979 1980

Korea

Export value (US$ bil.)2/ 38.5 13.9  51.6  30.4  26.5  18.4  16.3
Export volume index 9.3 22.9 35.9 19.0 14.2 -1.1 10.9
Unit value index 26.6 -7.3 i 9.5 107 20.0 4.9
Taiwan

Export value ($bi1.)5/ 25.2 -5.8 53.8 14.6 31.9 23.6 23.0
Export volume index -4.3 0 2 50.2 7.8 24.1 6.6 10.6
Unit value index 30.9 -5.9 2.4 6.4 6.1 16.0 112
Singapore

fxpore: value (bai, )2/ 60.2 -7.9  21.8  24.9  23.5  39.9  36.0
Export volume index 10.1 -8.3 19.0 15.1 12.4 201 16.8
Unit value index 45.5 0.4 2.4 8.5 9.9 16.5 16.4
Hong Kong—b/

Export value ($bil.) - - 41.7 12.9 19.5 31.8 29.5
Export volume ing?x - - 30.0 4.6 11.0 16.6 10.2
Unit value index— - - 9.0 7.9 y e 13.0 375

a/ Based on balance of payments accounts.
b/ Trade figures from IMF Data Bank.
c/ Derived from export value and volume figures.

Source: IMF International Financial Statistics and Data Bank.




Table 2

Nominal and Real Exchange Rates
(1975 = 100)

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980
(Annual Averages)

Nominal and Real Exchange Rates, Korea

(1) Nominal Exchange rate, Won per U.S5.8 310.4 350.1 394.0 398.5 406.0 4B4.0 484.0 4B4.0 4B4.0 4B4.0 607.6
(2) Wholesale Prices, Korea 42,1 45.7 52.0 55.6 79.0 100.0 112.1 122.2 136.5 162.1 .225.3
(3) Unit Labor Costs, Korea 62.4 66.7 71.8 72.3 85.8 100.0 124.2 144.0 168.6 200.5 239.3
(4) Forelgn Wholesale Price, U.5.§ 58.8 61.4 66.0 78.6 93.6 100.0 104.3 112.8 129.9 143.3 163.5
(5) Relacive Wholesale Prices (2) : (4) 71.6 T4.4 8.8 70.7 84.4 100.0 107.5 108.3 105.1 113.1 137.8
(6) Relative Unit Labor Costs (3) (4) 106.1 108.6 108.8 92.0 91.7 100.0 119.1 127.7 128.6 1139.9 146.4

(5) 433.5 470.6 500.0 563.6 481.0 4B4.0 450.2 446.9 460.5 427.9 441.0
(6) 292.6 322.3 362.1 433.2 442.7 484.0 406.4 379.0 376.4 346.0 415.2

(7) Real Exchange Rate (Wholesale Prices) (1)
(8) Real Exchange Rate (Unit Labor Costs) (1)

s wv s

!
Unit Labor Costs, U.S. Dollars =
|
(9) FKorea 97 :3 92.2 88.2 88.9 100.6 100.0 124.1 143.5 167.1 200.5 239.3
(10) United Stares n.a. N.a. 74.6 76.7 84.9 100.0 100.7 107.3 115.7 125.4 142.1
(11) Japan NeA. N.a. 58.0 67.5 80.4 100,0 99.4 113.2 144.0 133.7 129.1
(12) Taiwan N.a. Nn.a. 61.9 67.0 95.9 100.0 95.3 94.8 92.4 105.2
(13) Singapore N.a. Neda n.a. 69.3 88.2 100.0 98.2 117.3

Unit Labor Cost and Real Wages, Korea

(14) Nominal Wage 37.9 45.2 52.4 58.2 78.7 100.0 134.7 180 2 242.1 311.4 383.1
(15) Manufacturing Output 35.3 &l 47.8 64.8 83.7 100.0 131.8 158.7 196.4 220.2 215.8
(16) Manufacturing Employment 58.2 60.6 65.5 80.5 91.2 100.0 121.5 126.9 136.8 141.8 134.8
(17) Labor Productivity i {15) : (16) 60.7 67.8 73.0 80.5 91.8 100.0 108.5 125.1 143.6 155.3 160.1
(18) Unit Labor Costs (14) : (17) 62.4 66,7 71.8 73.2  85.7 100.0 124.1 143.5 168.6 200.5 239.3
(19) Consumer Prices 49.1 557 62.2 64.2 79.8 100.0 115.3 127.0 145.3 171.9 221.3

(20) Real Wages (14) : (19) 17.2 81.1 84.2 90.7 98.6 100.0 116.8 141.8 166.6 181.2 173.1



Table 2 Cont'd.

Nominal and Real Exchange Rates
(1975 = 100)

1979 1980
T TY I1T 1V i i 111 v
Nominal and Real Exchange Rates, Korea
(1) Nominal Exchange Rate, Won per USS$ 484.0 484.0 484.0 484.0 571.0 594.1 613.3 652.1
(2) Wholesale Prices, Korea 146.0 156.3 170.6 175.4% 201.1 222.6 231.0 245.9
(3) Unit Labor Costs, Korea 174.5 191.2 204.7 235.2 218.2 232.1 248.7 260.6
(4) Foreign Wholesale Price, US$ 140.0 139.9 146.8 147.7 153:5 139.5 187.2 171.6
(5) Relative Wholesale Prices (2) 3z 4) 04,3 FAli7 116.2 118.8 131.0 139.6 138.2 143.3
(6) Relative Unit Labor Costs 3) ¢+ (4) 124.6 136.7 139.4 159.2 142.1 145.5 148.7 151.9
(7) Real Exchange Rate (Wholesale Prices) (1) : (5) 464.0 433.3 416.5 407.4 435.9 425.6 443.8 455.1
(8) Real Exchange Rate (Unit Labor Costs) (1) : (6) 388.4 354.1 347.2 304.0 401.8 408.3 412.5 429.3
Unit Labor Costs, U.S. Dollars !
w
(9) Korea 174.5 191.2 204.7 235.2 218.2 232.1 248.7 260.6 T
(10) United States 121.3 324.0 126.5 130.0 133.0 141.6 147.6 146.8
(11) Japan 145.7 135.5 133.9 121.7 115.0 124.1 136.6 142.9
(12) Taiwan 126.5 94.2 98.0 100.5 124.6 107.2 113:2
(13) Singapore
tmit Ebbor Cost and Real Wages, Korea
(14) DNominal Wage 271.8 298.4 322.2 356.8 332.9 370.0 408.1 421.4
(15) Manufacturing Output 224.2 222.3 220.3 214.2 216.7 213.6 213.7 219.1
(16) Manufacturing Employment 143.9 142.4 140.0 141.2 1520 134.0 . 130.2 135.5
(17) Labor Productivity (15) : (186) 155.8 156.1 157.4 151.7 152.6 159.4 164.1 I61.7
(18) Unit Labor Costs (14) = €17) 174.5 191.2 204.7 235.2 218.2 232.1 248.6 260.6
(19) Consumer Prices 159.1 170.9 175.7 182.0 200.3 215.7 226.2 243.0
(20) Real Wages ' (14) : (19) 170.8 174.6 183.4 196.0 166.2 171.5 180.4 173.4

Source: IMF International Financial Statistics and Bank of Korea Monthly Economic Statistics




o il =

costs, in turn, provide an indication of changes in profit margins.

As shown in Table 2, unit labor costs in Korean manufacturing rose
less rapidly than wholesale prices until 1975, thereby raising profit margins.
The situation was reversed after 1975; between 1975 and 1979, unit labor costs
doubled while wholesale prices increased by 62 percent. The ensuing decline
in profit margins reduced the profitability of exports and raised the spectre
of bankruptcy over a number of firms engaged in export activities,

The reduced profitability of exports is also indicated by real
exchange rate calculations made with respect to changes in unit labor costs
in Korea (for lack of information, wholesale price indices rather than indices
of unit labor costs have been used in the calculations for Korea's principal
trading partners). The results show a decline in Korea's labor-cost-adjusted
real exchange rate by 29 percent between 1975 and 1979.

These calculations have been made by reference to Korea's principal
markets in developed countries, so as to indicate changes in the competitive-
ness of Korean producers in these markets. Further interest attaches to compari-
sons of unit labor costs in Korea, in its principal export markets, and in
countries competing with Korea in these markets. The data of Table 2 indicate
that unit labor costs, expressed in terms of U.S. dollars, increased by 101
percent in Korea between 1975 and 1979 while increases were 34 percent in
Japan and 25 percent in the United States and an increase of only 5 percent
occurred in Taiwan.

Through its impact on exports, the deterioration of the competitive-
ness of Korean industry adversely affected economic growth, albeit with a time
lag. This is indicated by the reversal of the pattern of year-to-year changes

in real GNP between the four quarters of 1977 (9.7, 9.2, 11.2, and 13.7 percent)



and those of 1978 (l?-l, 16-?, 13-8, and 4.9 pErCEHt). The pattern observed

in 1978 continued in 1979 (13.6, 9.2, 6.0 and 1.0 percent), when seasonally
adjusted real GNP actually declined in the last two quarters.

Exports and economic growth were also adversely affected by the sectoral
allocation of investment. The government favored capital intensive industries
producing intermediate goods and heavy machinery by the use of credit and

' often practically forcing firms

fiscal measures as well as by "moral suasion,'

in labor-intensive export industries to invest in the favored industries.
Capital-intensive industries producing intermediate products, such |

as ferrous and nonferrous metals, petrochemicals, and chemicals, as well as

heavy machinery, such as electrical power generators, heavy construction

equipment, and heavy engineering, benefited from the decline in real interest

rates after 1977. These industries were also given priority in the allocation

of domestic credit and in providing access to foreign credit. 'Directed'

credit assumed increased importance during the period and the cost of

credit to the industries in question was further reduced through preferential

interest rates. Finally, they benefited from fiscal incentives in the form of

exemptions from corporate income taxes as well as accelerated depreciation

provisions which also lowered the cost of capital.

While the availability and the low cost of credit and favorable tax

intensive intermediate goods and heavy machinery, the incentives alone did not

treatment increased the profitability of the domestic production of capital-
suffice to ensure that investment in these industries was undertaken to the
|

extent desired by the government. In order to obtain the desired pattern of

investment, the government exerted pressure on firms in light industries to
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invest in capital-intensive intermediate goods and heavy machinery. At the
same time, the government had leverage over these firms through its control of
much of the credit supply.

The effects of the measures taken are apparent in the pattern of
investment during the Fourth Five-Year Plan period (1977-81). While the
amount of industrial investment undertaken in the first three years was 80
percent of that planned for the entire five-year period, the relevant figures
are 130 percent for basic metals and 101 percent for chemicals and other
intermediate products. By contrast, only 50 percent of planned investment
was undertaken in the textile industry and 42 percent in the other light
industries. Machinery, electronics, and ships occupy a middle position, the
relevant figure being 101 percent, with larger than planned increases for
heavy machinery;l/

At the same time, the investment targets for capital-intensive
intermediate goods and heavy machinery in the Fourth Five-Year Plan much
exceeded figures for earlier periods. With the overfulfilment of plan targets,
then, in 1977-79 26.8 percent of manufacturing investment was in basic metals,
28.8 percent in chemicals and other intermediate goods, 23.3 percent in
machinery, electronics, and transport equipment, 12.6 percent in textiles and
clothing and 8.5 percent in other light industrial goods. This contrasts
with the relative shares of the same industries in industrial production in
the base year of the plan, 1975: basic metals, 7.7 percent; chemicals and

other intermediate goods, 25.8 percent; machinery, electronics, and transport

1/ The data have been provided by the Economic Planning Board of Korea.



o ™

equipment, 14.7 percent; textiles and clothing, 25.4 percent; and other
light industrial goods, 26.4 percent.

The emphasis given to investments in industries producing capital-
intensive intermediate goods and heavy machinery lowered the productivity
of capital in Korean manufacturing. This is evidenced by the rise in the
incremental capital-output ratio. This ratio was 1.34 in 1970-73 and 1.46

in 1973-76; it rose to 1.63 in 1976-78 and reached 2.73 in 1979.

The rise in the incremental capital-output ratio reflects high costs

in industries producing intermediate goods and heavy machinery. Apart from
the capital-intensity of the production process, firms in these industries
could not fully utilize their capacity in the confines of the domestic
market and are not sufficiently specialized.

Unused capacity in capital-intensive intermediate goods and heavy
machinery industries contrasts with the lack of sufficient new capacity in
traditional labor-intensive export industries that were disadvantaged by
the system of credit allocation and suffered the adverse consequences of the
increased overvaluation of the won. The scarcity of new investments in these
industries, in turn, hindered the expansion and the upgrading of Korea's
labor-intensive exports.

Exchange Rate Changes and Export Performance in 1980

It appears, then, that the maintenance of the exchange rate at
484 won to the dollar from 1974 to 1979 in the face of rapid increases in
labor costs reduced the competitiveness of Korean industry, with adverse
effects on exports. Increases in labor costs reflect the 81 percent rise in

real wages between 1975 and 1979 in response to pressures on labor markets
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resulting from the rapid expansion of construction activity in the course of
the implementation of investments in industries producing capital-intensive
intermediate goods and heavy machinery. These investments raised the share of
gross fixed investment in GDP from about 25 percent in the mid-seventies to

32 percent in 1978 and 1979. At the same time, the capital needs of Korea's
traditional export industries were not provided for.

Apart from reductions in export shares, the deterioration of the
competitiveness of Korean industry gave rise to increased imports. The high
import intensity of industries producing intermediate goods and heavy
machinery further aggravated the situation. As a result, the rate of growth
of the volume of imports accelerated, from 14 percent a year in the 1970-77
period to 21 percent a year between 1977 and 1979. The acceleration of
imports is even greater if we exclude the import content of exports; the
relevant figures are 11 percent in 1970-77 and 25 percent in 1977-79.

To improve the competitiveness of Korean industry, on January 12,
1980 the won was devalued by 20 percent in terms of the U.S. dollar. As
a result, notwithstanding rapid price increases in the fourth quarter of
1980, the real exchange rate calculated by the use of wholesale price indices
depreciated by 7 percent from the 1979 fourth quarter level, which represented
a 16 percent appreciation as compared to 1975 (Table 2).

With small exchange rate adjustments in the remainder of the year,
the exchange rate reached 656 won to the U.S. dollar, representing an addi-
tional depreciation of 13 percent over the January 1980 rate. However, this
depreciation was barely sufficient to offset the rise in domestic prices, so
that in the last quarter of 1980 the real exchange rate was still 8 percent

lower than in 1975.



Greater improvements occurred in labor costs as pressures on
profit margins, relatively high unemployment, and exhortation by the govern-
ment led to a slow down of wage increases, with real wages declining by
3 percent between the fourth quarter of 1979 and 1980. Correspondingly,
the real exchange rate, calculated by the use of unit labor cost indices,
depreciated by 37 percent between the fourth quarter of 1979 and 1980.
Neverthless, this index still showed an appreciation of 14 percent as compared
to 1975. Also, despite a decline in unit labor costs in terms of U.S. dollars,
their 1980 level exceeded the 1975 figure by 139 percent while comparable
figures were 29 percent for Japan, 42 percent for the United States, and
10 percent in Taiwan.

The depreciation of the real value of the won has led to increases
in the volume of Korea's merchandise exports by 10.9 percent in 1980, approxi-
mately matching estimated changes in Taiwan and Hong Kong, although falling
short of the 16.6 percent increase in Singapore (Table 1). With the depreciation
limiting increases in export unit values,lj the dollar value of exports however
increased substantially less in Korea (17.0 percent) than in the other three
economies (Taiwan, 23.0 percent, Hong Kong, 29.5 percent; and Singapore, 36.0
percent). Thus, Korea continued to lose market shares to its Far Eastern
competitors in 1980.

Domestic Policy Measures

Simultaneously with the January 12 devaluation, various domestic

policy measures were taken. The target growth rate of the broadly defined

1/ By the end of 1980, averageunit values in Korea relative to other countries
nearly regained the 1975 level. I am indebted to Sweder van Wijenberger
on this point.
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money supply was reduced to 20 percent a year as compared to increases in
end-year values of 39.7 percent between 1976 and 1977, 35.0 percent between

1977 and 1978, and 24.6 percent between 1978 ahd 1979. Also, interest rates

were raised from 18.6 percent to 24.0 percent on one-year time deposits, from
18.5 percent to 24.5 percent on one-year loans to prime borrowers, and from

9.0 percent to 15.0 percent on export loans, with a rate of 12.0 percent applying
until June 30.

In response to the deterioration of the economic situation, domestic
expansionary measures were taken on June 5. They included raising the target
growth rate of the broadly defined money supply to 25 percent, reducing
interest rates on domestic savings and loans by one percentage point, and
postponing the scheduled increase of interest rates on export loans from
12 percent to 15 percent for another six months. At the same time, the
government released 113 billion won for public works programs, which had been
withheld earlier in the year.

Further expansionary measures were taken on September 16, involving
the liberalization of selective credit controls, increases in the availability
of loans for construction activity and for small- and medium-size firms, and
reductions in interest rates to savers as well as to borrowers. Interest
rates were set at 21.9 percent on one-year time deposits and at 21.5 percent
on one-year loans to prime borrowers.

Expansionary measures were again introduced on November 11, providing
special loan facilities to firms in difficulties, lowering consumption taxes
on durable consumer goods, including automobiles, color TV sets, and

electrical home appliances, and reducing interest rates. Interest rates
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were reduced by an additional two percentage points and were set at
19.5 percent on one-year deposits and loans.

In turn, wholesale prices rose by 44 percent and consumer prices by
35 percent between December 1979 and December 1980. And while these results
were affected by the large oil price increase in the first half of 1980 and by
the impact of the January devaluation, wholesale prices rose at an annual rate
of 35 percent in the fourth quarter of 1980 as compared to 28 percent in the third
quarter. Corresponding increases in consumer prices were 22 percent in the
third quarter and 37 percent in the fourth quarter. The resulting negative
real interest rates contrast with positive real interest rates established in
Korea in the mid-sixties and re-established after the oil crisis.

Part of the increase in prices is explained by the rise in food prices
due to the disastrous harvest in 1980. Still, excluding food, wholesale prices
rose at an annual rate of 31 percent in the fourth quarter of 1980 while the
increase in consumer prices was 7 percent. The expansionary measures
taken were an important factor contributing to this increase. The consoli-
dated public sector deficit reached 548 billion won in the fourth quarter of
1680 as compared to a small surplus in the first three quarters and a deficit
cf 197 billion won in the fourth quarter of 1979. For the year 1980 as a
whole, the consolidated public sector deficit reached 3.7 percent of GNP
as against the originally estimated figure of 2.5 percent. In turn,
the broadly defined money supply rose by 26.7 percent between December 1979
and December 1980.

The Crowth Potential of the Korean Economy

In analyzing desirable policy measures for Korea, one needs to

consider their short-term as well as their long-term effects. This, in turn,
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necessitates examining the growth potential of the Korean economy. In this
connection, comparisons with Japan are of interest.

Notwithstanding its rapid economic growth, per capita incomes in
Korea, expressed as a percentage of incomes in Japan and measured at the
official exchange rate, changed relatively little, from 12 percent to 14
percent over the last fifteen years. This is because economic growth has
been rapid in Japan as well, albeit it started from a much higher base, and
its population has been rising more slowly.

Korea would have to attain high growth rates to approximate
Japan's present income level at the turn of the century. Rapid economic
growth is also necessary in order to fulfill the aspirations of the Korean
people. While considerable attention has recently been given to social
goals in Korea, it is economic growth that permits attaining these goals.

At the same time, the experience of Japan indicates the possibili-
ties for rapid economic growth in Korea, provided that appropriate policies
are followed. Such policies would have to aim at the rapid expansion of
exports as has been the case in the past. In participating in the international
division of labor, exports permit the exploitation of Korea's comparative
advantage, the full use of capacity, and production at an efficient scale.
Also, exports provide inducements for technological change and supply foreign
exchange to purchase the imports necessary for economic growth.

In order to provide impetus for rapid economic growth, exports
would have to rise more rapidly than the gross national product. This is
indicated by the experience of every successful economy, including that of

Japan. Thus, over the past quarter century, exports in Japan grew more than
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one-and-a-half times as fast as its GNP.=

The need for continued export orientation is recognized in the
Proposed Guidelines for the Fifth Economic and Social Development Plan for
1982-86 (July 1980). Under each variant, the export elasticity (the ratio
of the rate of growth of exports to that of GNP) is between 1.5 and 1.6.
GNP and export growth rates are 9.0 percent and 14.2 percent; 8.0 percent
and 12.1 percent; and 6.5 percent and 9.8 percent under the three variants,
respectively.

With population rising 1.6 percent a year, and the labor force by
2.7 - 3.0 percent a year in the Fifth Five Year Plan period, a rate of
economic growth of 6.5 percent would not permit fulfilling the economic
and social aspirations of the Korean people, however. This variant would
also give rise to unemployment averaging 6.2 percent of the labor force.

At the same time, income differentials with Japan indicate the
potential for increases in productivity that would permit attaining high
rates of economic growth in Korea. Nor does the required expansion of
exports face unsurmountable obstacles in foreign markets. Thus, according
to estimates made by the author, the exports of manufactured goods by the
developing countries to the industrial countries would rise by 12.5 percent
a year between 1978 and 1990. . And manufactured exports may rise even more
rapidly to other developing countries and, in particular to the Middle East
(Balassa, 1980).

Through the upgrading and the diversification of exports, Korea

may reach higher than average rates of export growth and regain losses in

1/ For a more detailed discussion, see Balassa, 198la.
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market shares in the industrial countries. Its increasingly sophisticated
industrial structure would also permit exploiting the opportunities offered
by the markets of OPEC and non-OPEC developing countries. The possibilities
for export expansion are further indicated by the fact that, in per capita
terms, Korea has only one-eighth of the exports of the smaller European
countries, excluding intra-EEC trade.

Rapid export growth, and the acceleration of the growth of exports
following the poor performance of the last two years, in turnm, requires
adopting appropriate policies. These will be considered under the following
headings: incentive policies, investment allocation, and the accumulation
of physical and human capital.

Incentive Policies

Apart from the long-term requirements of economic growth, the

rapid expansion of exports is necessary in order to regain the ''growth path"

of the Korean economy. Rapid export expansion is also necessary in the

short run, in order to reduce Korea's current account deficit that exceeded

$5 billion in 1980, equalling 9 percent of its gross national product. At

the same time, this deficit was associated with a 5.7 percent decline in GNP
and, given the high import elasticity in Korea,lj it would have been larger if
the economy continued to expand. This conclusion follows even though the poor
harvest, which entailed a reduction in GNP by about four percentage points,

necessitated increased food imports.

1/ On the basis of past experience, it may be assumed that a one percent
increase in GNP is associated with an approximately one-and-a-half
percent rise in imports.
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Attaining the goal of rapid export expansion would necessitate taking
measures to improve the competitiveness of exports. At the same time, restoring
the competitiveness of Korean industry is an urgent task since otherwise estab-
lished export positions will be lost and new exports will not develop. In turn,
a domestic expansionary policy would adversely affect the balance of payments
both by drawing resources from export industries and leading to "import

leakages."

The possible effects of alternative policies are indicated by
simulations performed with the model of SRI International developed by
Sung Y. Kwack and Michael Mered (1980). Simulations of the effects of a
100 billion won increase in government expenditures in 1970 prices, amounting
to 3.0 percent of GNP in the base year, and those of a 10 percent devaluation
of the won, offer particular interest.

Increased government expenditures would raise Korea's gross
national product by 2.1 percent in the first year, but part of this gain
would be lost in subsequent years through rising imports and, by the fifth
year, GNP would be only 1.4 percent higher than before the expansionary
measures were taken. At the same time, such a policy would lead to a fall
in export volume, and it would increase Korea's current account deficit.

By contrast, the volume of exports would rise by 7.8 percent in
the first year, and by 12.6 percent by the fifth year, following a 10 percent
devaluation of the won. As a result, Korea's gross national product would
increased by 3.8 percent initially and by 6.2 percent after five years.

Notwithstanding the rise in import volume by 3.6 percent, the current

account balance would improve since the 6 percent increase in export prices
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expressed in terms of the domestic currency would limit the deterioration
of the terms of trade.

Increases in export prices in terms of domestic currency are necessary
in order to provide appropriate incentives to exporters through improvements in
profit margins. Profit margins would increase substantially following a 10
percent devaluation as the consumer price index, heavily weighted with
services, would rise by only 4 percent as a result, so that maintaining real
wages at pre-devaluation levels would require only a 4 percent increase in
nominal wages.

The devaluation of the won has been objected to in Korea by reason
of its inflationary effects. But, an expansionary fiscal policy also contri-
butes to inflation, and the inflationary effects of a devaluation may be mitigated
by reductions in tariffs. Except for materials and foodstuffs that enter
duty free, the prices of imports would not rise under a partially compensated
devaluation that involves reductions in tariffs commensurate with the devalua-
tion.;j In turn, with the duty-free entry of imported inputs for export
production being maintained, value added in exports would receive the full
benefits of the devaluation.

Apart from their anti-inflationary effects, compensating tariff
reductions would contribute to efficient resource allocation and economic
growth by lessening the extent of discrimination against exports, without

however affecting the net protection of import-substituting activities. At

the same time, with the devaluation and reductions in tariffs having offsetting

1/ The effects of a partially compensated devaluation are discussed in
Balassa, 1975.
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effects on inflation and on import-substituting activities, the objections
against each of these measures, taken individually, would weaken.

The possibility of linking the devaluation of the won to tariff
reductions provides an argument in favor of a one-step devaluation. And
while it has been claimed that depreciation in small installments is less
objectionable politically, the acceleration of minidevaluations in late 1980
encountered opposition in Korea, leading to a subsequent slowdown in the rate
of depreciation. Thus, between December 31, 1980 and April 30, 1981, the
won was devalued by less than four percent which was not sufficient to offset
increases in domestic prices as compared to Korea's competitors. And while
preliminary results for the first quarter of 1981 show improved export per-
formance in Korea, these gains will be lost if sufficient exchange rate
adjustments are not made.

At the same time, a substantial depreciation in the real value of
the won would be necessary in order to regain Korea's competitive position
in world markets. Considering the need to offset the effects of the 1979-80
0il price increase on the balance of payments, amounting to about 6 percent
of Korea's GNP, the won would have to depreciate in real terms as compared to
the 1975 exchange rate. If this is done with a one-step devaluation, the
real exchange may be maintained unchanged afterwards.

Apart from tariff reductions, the inflationary effects of the
depreciation of the currency may be mitigated by the pursuit of disinflationary
monetary and fiscal policies. In fact, the application of such policies is
necessary for a devaluation to be effective, in the sense that it is not
eroded by domestic price increases. This objective would be served by
implementing the monetary target of 25 percent for 1981 and avoiding an unduly

expansionary fiscal policy.
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The depreciation of the won would reduce labor costs in terms of
dollars, which rose rapidly between 1975 and 1979, undermining Korea's
competitive position. This objective may be pursued in an alternative way
through a slow down in nominal wages, leading to a decline in real wages.

This alternative has the obvious merit that it would reduce the rate of infla-
tion while the depreciation of the exchange rate has the opposite effects.
Wage restraint would have the further advantage that it would reduce costs

in labor intensive industries, where Korea's comparative advantage lies.

Restraining wages, however, has a social and political cost. Also,
as noted above, the depreciation of the currency leads to lower labor costs
even if real wages remained unchanged. Nevertheless, following rapid increases
in real wages between 1975 and 1979, some decline will be necessary in order
to improve the competitiveness of Korean industry in world markets.

In view of these considerations, a combination of policies may be
pursued, with wage restraint accompanying the depreciation of the won in

real terms and disinflationary monetary and fiscal policies being pursued.

At the same time, as noted below, incentives would need to be provided for
savings and investments. Such a policy package would contribute to the
rebuilding of confidence at home and abroad and it would have beneficial

short-term and long-term effects on the Korean economy.

Investment Allocation

The depreciation of the won improves the profitability of all
industries producing internationally traded goods while tariff reductions
reduce discrimination against export industries and wage restraint further
benefits these, relatively labor-intensive, industries. Apart from their

favorable balance of payments effects, the described measures would improve
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the allocation of investment, with favorable effects on economic growth.

The efficient allocation of investment would further be served by
reducing and rationalizing protection. Korea has a relatively small economy,
with its GNP being one-twentieth of that of Japan and one-half of that of
Belgium, Sweden, or Switzerland. At the same time, present-day small g
developed countries traditionally followed a policy of low protection, with
tariffs averaging 5-10 percent and excluding the use of quantitative import
restrictions, in order to benefit from the international division of labor. 1

Reducing and rationalizing protection would necessitate tariff ‘
reform to follow the reductions in tariffs proposed to be undertaken in con-
junction with the depreciation of the won. In order to prepare firms for
tariff reductions, it would be desirable to carry out the reform during
the period of the Fifth Five-Year Plan, according to a timetable made public
in advance.

During the same period, quantitative import restrictioms should be
increasingly replaced by tariffs. Quantitative restrictions provide absolute
protection, the incidence of which is not known with any confidence. They
also tend to perpetuate inefficiencies and their replacement by tariffs would
contribute to the modernization of the Korean economy.

The elimination of quantitative restrictions is of particular
importance for the machinery industry. Experience shows that the application
of such restrictions does not ensure adequate specialization in the production
of machinery and its parts and components and it permits low quality production.

A start in import liberalization may be made by eliminating quantitative

restrictions on machinery parts and components.
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More generally, the requirements of efficient scale and high
quality operations in the machinery industry require the use of promotional
measures, which do not discriminate between domestic and foreign sales, in
the place of protection. Such measures may include tax benefits, preferential
interest rates for investment and the sale of machinery, technical assistance,
government-financed training, and support to research and development.

The use of promotional measures in the machinery industry is
warranted because this is an infant-industry activity in Korea that has a
long learning period. Nonetheless, the measures applied should remain
temporary, so as to avoid the establishment and perpetuation of high-cost
activities. Furthermore, the same incentives should be provided to all
machinery firms, without favoring some firms and some activities over others.
It is the firm that should decide if it wishes to make use of the promotional
measures offered and should take the risks and reap the rewards of its produc-
tion and expoft decisions.

One should also review domestic content regulations that raise
the cost of domestic production and limit the firm's choice among inputs.

This is the case, in particular, in the automotive industry where domestic
content is about 90 percent and the cost of domestic inputs, manufactured
for several models on a small scale, is very high.

In this connection, one may welcome the recent decision taken by
the government to consolidate the production of passenger automobiles in ome
firm. Further consideration should be given to participation in the inter-
national division of the production process, involving the production of
some parts and components for domestic use and for export while importing

others. A possible alternative is to take part in worldwide sourcing by
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General Motors that has an interest in one of the Korean car-producing firms;
another possibility is to establish links with Japanese firms.

While infant industry considerations warrant taking promotional
measures in the machinery industry on a temporary basis, such does not appear
to be the case for process industries producing intermediate goods where
production techniques are well-known and the learning period is relatively
short. Rather, these industries should receive the same investment incentives
as light industries, which increasingly suffered discrimination in recent years
although they have good possibilities for expansion through upgrading and product
differentiation.

In turn, capital-intensive industries benefited from the policy of
low interest rates that also favored the use of capital-intensive production
methods. Following a temporary decline in 1977 to 16.0 percent, interest
rates on term loans of 3 to 8 years duration to prime borrowers were raised
only to 19.5 percent in 1979 from 18.0 percent in 1976 whereas the rate of
inflation, as measured by the wholesale price index, increased from 12.1
percent to 18.8 percent. And while interest rates were raised to 25.5 percent
in January 1980, they were subsequently reduced in three instalments by five
percentage points, notwithstanding the acceleration of inflation with whole-
sale prices rising at a rate of about 35 percent a year.

In the place of the increasingly negative real interest rates, it
would be desirable to re-establish positive real interest rates, so as to
eliminate the existing subsidy to capital-intensive industries and production
process. Market-clearing interest rates will also serve as a rationing
device among would-be borrowers, thereby obviating the need for credit alloca-

tion. At any rate, one would need to reduce the scope of directed credit that
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was used in the past to benefit capital- (and energy-) intensive industries
in Korea.

More generally, there is need to reform the Korean financial system,
so that it conforms to the requirements of a modern industrial economy. This
would involve establishing a rational interest rate policy, eventually
introducing flexible interest rates; limiting the scope of central credit
allocation, transferring over time responsibilities for lending to commercial
and investment banks; limiting the role of preferential lending, with the
exception of exports and the machinery industry; and reducing the role of
government in the banking system.

The Accumulation of Physical and Human Capital

A necessary precondition of rapid economic growth is the accumulation
of physical and human capital. The former requires providing inducements to
domestic savings and investment and encouraging the inflow of foreign capital;
the latter necessitates educational and éraining efforts. These will be .
briefly considered in the following.

As the Korean experience following the 1964-65 reform and after the
re-establishment of positive real interest rates in 1975-76 indicates, house-
hold savings respond to interest rates. Correspondingly it would be desirable
to provide positive real interest rates to savers. Also, in order to generate
sufficient amounts of business savings, one should avoid limiting price
increases through price control and the maintenance of low exchange rates.

Korea should continue to borrow abroad since the marginal efficiency
of domestic investment exceeds the real rate of interest on foreign borrowing
by a considerable margin. But, borrowing may not continue at present rates

without eventually jeopardizing Korea's creditworthiness. Considerations of

creditworthiness do not affect foreign direct investment in Korea. At the same
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time, such investment brings additional benefits in the form of technical

and managerial know-how and marketing experience. Foreign investment is of
especial importance in the machinery industry that is characterized by rapid
technical change. But it may also bring benefits in some consumer goods indus-
tries with export potential.

In this connection, one may welcome the policy changes announced
in September 1980, allowing foreign ownership up to 100 percent in various
industrial branches. It would further be desirable to extend the applic-
ability of these regulations to certain service industries where foreign
capital can make an important contribution to Korea's economic objectives.

To begin with, exporting would be helped by permitting foreign
trading firms to hold inventories in Korea. Moreover, the modernization
of the financial sector would be served if foreign interests were allowed
greater participation in insurance and in banking. Finally, the speedy
implementation of the proposal for establishing a mutual fund, consisting
of the shares of Korean companies for sale to foreign investors, would
contribute to the development of capital markets in Korea.

The investment effort would further be helped by increasing and
simplifying incentives to productive investment. The system of investment
incentives presently applied is unduly complicated and introduces considerable
discrimination among industries. Investment incentives may be simplified and
unified by enacting the Investment Promotion Law that has been repeatedly

proposed in the past.lj

1/ Cf. e.g. Balassa, 1977.
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In turn, an increased educaticnal and learning effort would contri-
bute to the accumulation of human capital. Particular attention would need
to be given to technical education and to vocational learning. Apart from
government-sponsored learning programs, these efforts would be helped by
providing tax exemption to firms that train workers.

Finally, Korea's research and development effort would need to be
stepped up. Despite rapid increases, in 1978 expenditures on research and
development amounted to only two-thirds of one percent of the gross national
product in Korea while the number of researchers per 1000 population was 0.3;
the comparable figures are 2.0 percent and 2.3 in Japan. At the same time,
the growth of government support to research and development slowed down after
1975, with private industry providing an increased share.

It would be desirable to accelerate the expansion of government
financing of research and development during the Fifth Five Year Plan period
and to provide greater incentives to private industry to engage in R & D
activities. The coordination of existing research institutes and the
expansion of university-based research may bring further benefits. Finally,
there would be need for venture capital to ensure the application of new
technologies.

Conclusions

This paper has examined the reasons for recent adverse developments
in the Korean economy and has made recommendations for policies to redress
the situation and to ensure rapid economic growth during the eighties. The

recommendations concern incentive policies, investment allocation, and the

accumulation of physical and human capital.
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The major thrust of the recommendations is to return to a policy
of export orientation in Korea. This would require providing increased
incentives to exports and ensuring that export industries can obtain
sufficient investment funds. Apart from the long-term benefits of export
orientation, increased incentives to exports would serve the short-term
objectives of economic recovery and improvements in the balance of payments.

The paper has also made recommendations for improving the alloca-
tion of investment, with emphasis given to export industries. Efforts would
further need to be made to rationalize existing industries producing intermediate
goods and heavy machinery in Korea. The decision to reduce the number of producers
of passenger automobiles and electric generators, represents the first step in
this direction. In conjunction with import liberalization and the increased
participation of foreign capital, the government should let inefficient, high-
cost activities disappear, to be replaced by firms that produce on an efficient
scale and are integrated in the world economy.

Finally, efficient economic growth requires import liberalization
and reductions in the scope of price control. Also, agricultural price support
systems would need to be revised, with a view to reduce the burden on the
government budget and to encourage a shift toward higher-value products. These
measures aimed at increasing agricultural efficiency would complement the

policies of industrial expansion and modernization.
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MiEMORANDUM

DATE:

Turkey Mission Members Mzy 3, 1981,
!
Bele tclasse, DRC 4

Terms of Reference s

I enclose the following:

(1) The revised tems of reference of the mission that was sent to the
Turkish authorities for your information.

(2) A complete set of temms of reference for the individual mission
members. Please call me if you wish to make any further changes before
signature by your supervisor. s

(3) A tenative outline of the report of the mission for your comments.

cc: Messrs. Davar, EM2; Dubey, EMNVP; Hume, EMP; Zaman, EM2; Berk, EM2;
Roy, EM2

BBalassa:nc



Terrs of Keference

Yo The'mission will review the irmplementation of the January 1980 reforcs
and the changes that have occurred in the policy orientation of the Turkish
government. It will analyze the mezsures taken so far, and proposed to be
taken in the future, in various policy areas which have relevance for
industrial development and for international trade in goods and services.
Emphasic wi11 be given to policy actions that mey be taken over a period of 4~
5 years in developing a medium-term industrialization and trade strategy.

The Tasks of the Mission

2. In order to provide a background for the discussion of policy issues,
the mission will examine recent and prospective future changes in macro-

econonic variables. This will be complemented by data and projections on

output, exports, and imports in the sectoral detail appropriate for the work

L4

of the mission.

3. The mission will review the system of import protection and export

incentives. The review will concern relative incentives to import

substirution and exports, incentives to manufacturing as conpared to primary
production, and the variability of incentives among industries. It will
further consider to the choice among alternative instruments of import
protection and export incentives.

4, A review of investment incentives will be undertaken with consideration

given to tax as well as to credit incentives. The review will cover domestic
as well as fogeign investment, with consideration given to the administrative
regulations pertaining to the latter. The analysis will also extend to

fegional incentives and to obstacles to regional development.




S. The riceion will review the system of income and social security

texation and evaluate the recent and prospective reforms of these taxes, with
sttention given to tﬁeir effects on work effort, risk taking, savings, and the
choice of ;a;ital-(labor) intensive industries and production methods. It
;illﬂfurther examine the proposed reforms of indirect taxes and their
incentive effects.

6. The mission will analyze the prospective contribution of the financizal
sector to economic development in Turkey and the measures that may be takeé-td

modernize this sector. It will cover the svstem of

interest rates, the
structure and the competitiveness of the banking system, the availability of
medium-and long-term financing, and the development of capital markets.

s The mission will review the development of the industrial structure and

the factors that affect the growth of productivity, such as research and
developrment and labor training. Also, comparisong of public and private
industry will be made in the available sectoral breakdown as regards their
principal characteristics, such as plant size, labor productivity, capitai-
output and capital-labor ratios, profitability, and orientation towards
domestic an? foreign markets. The data will be used to examine the efficiency
of public and private industry and to consider the possibilifies for exports
and import substitution in a comparative advantage framework.- In this
connection, consideration will be given to preferential access to the EEC
market and sales in Middle Eastern markets.

8. "Within the manufacturing sector, the mission will analyze in some

detail the possibilities for the expansion of engineering industries and

mineral-based chemicals in Turkey. This will involve a consideration of

factors, such as scale, product specialization, technology, capital-intensity,



labor trzining, international subcontracting, wmarketing, costs, and

9. As regards manufacturine enterprises in the public sector, the wission

Hh

will .exsmine existing incentives and constraints for the SEEs, the systen ¢
management, and the character of interventions by the central authorities. It
will further evaluate recent and prospective reforms of the operation and

management of the SEEs.

10. The mission will analyze the contribution of the agricultural sectof'to

national economy through the supply of agricultural products for exportation
in unprocessed form as well as for industrial transforrmation destined for sale
on domestic or in export markets. Consideration will be given to the
incentives affecting agricultural production and food processing, Turkey’s
comparative advantage in these sectors, institutional arrangements, the
availability of cooperative factors, and the potential contribution of foreign
investment in food processing for éxport. |

11. The mission will examine recent trends and prospective development§ in
tourism, taking account of Turkey’s comparative advantages and market
possibilities in this sector. It will further consider the potential impact
of the sector on the balance of payments, evaluate its investment

requirements, and assess the system of govermment incentives and the possible

role of private .and foreign investors in tourism.



The Cocpositicon of the Missieon

1. Bela Bzlassa, (DRC)

2. Jayanta Roy, (2M2)

3. Seok HKyun Hong, (E2

4. Jose da Silva Lopes
(consultant)

5. Sheetal K. Chand, (IMF)
6. Michazel Noel, (YP)
7« Martin Wolf (EPD)

8. Turgut Ogmen (Consultant)
9. H. S. Sethi (IPD)

10. Pasquale Scandizzo, (AGR)

11. G. Swamy (EPD)

12. Isabelle Girardot-Berg (AGR)

13. David Davis (URB)

14, Bank staff member

Mission Chief

Deputy Mission Chief
industrial structure

macroeconomics

financial sector

investment incentives
incentives in private industry
incentives in public industry

mineral based chemical exports

engineering industries
agricultural exports

exports of processed food
agriculture and processed food
tourism

secretary

confimed

confirmed

confirmed

confirzed

confimed .

confirmed
conf irmed

to be
conf imed

confirmed
confirmed
confirmed
confirmed
confirmed

to be
confirmed



OFFICE MENMORANDUM

DATE:

M. O Pav, B2 *  May 5, 18681
FROM:  Adi J. Davar, BM2
SHBECTE: Terms of Reference: Turkey Mission
“le You will arrive in Ankara on May 17th to participate, as Deputy

Chief, in the Industrialization and Trade Strategy Mission led by Mr. Bela
Balassa. You will directly supervise work on macroeconomic relationships
carried out by Mr. Seok Hyun Hong, on engineering industries by Mr. H. S.
Sethi, and on mineral-based chemical exports by Mr. Turget Ogmen. On your
return to Washington, you will ensure that draft reports on these subjects be
canpleted in due form by July 3rd. s

2% Assisted by Mr. Hong, you will be responsible for work on the
developrent and structure of Turkish industry and cozplete a report on the
subject in draft form by July 3rd. On the basis of available information, the
report will examine factors affecting the growth of productivity, such as,
technology, research and development, and labor training; make comparisons of
public and private industry in the available sectoral breakdown as regards
their principal characteristic, including plant size, labor productivity,
capital-output and capital-labor ratios, profitability and orientation towards
domestic and foreign markets, and analyze the comparative advantage and
foreign market possibilities of Turkish industry, with attention given to
preferential access to the EEC market and sales in Middle Eastern markets.

cc: Messrs. Balassa, DRC; Dubey, EMNVP; Zaman, EM2; Berk, EM2; Roy, EM2

BBalzssa:nc
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Adi J. Davar, EM2

Terms of Reference: Turkev Mission

1. You will arrive in Ankara on May 17th to participate in the

Industrialization and Trade Strategy Mission led by Mr. Bela Balassa. You
will be responsible for the macroeconomic forecasts prepared by the use of the
Revised Minimum Standard Model and for the collection of statistical
information on industry and related topics.

2. In preparation for the mission, you will revise the RMSM modél,-
incorporating the following elements: (a) output, exports, imports and
invesiment in the following sectors: agriculture, mining, food processing,
textiles and clothing, other consumer goods, intermediate goods, capital
goods, services; (b) the disaggregation of agricultural exports, separating
cereals and pulses, nuts and raisins, fruits, vegetables, tobacco, cotton and
other agricultural products; (c) the budget of the government, including
revenues, public consumption, public investment, and savings, as well as the
consolidated budget of the public enterprises, thereby obtaining private
disposable income, consumption, investment, and savings as a residual.
Average and marginal private savings ratios will be calculated and sectoral
incremental capital-output ratios will be used to derive investment
requirements. You should critically examine the assumptions underlying the
projections, with a view to revising them following discussions in Turkey. On
your return to Washington, you will prepare a draft report on recent and
prospective future changes in macro-economic variables by July 3rd under the
direction of Mr. Roy.

3. You will be responsible for obtaining the information necessary for
the updating the statistical tables contained in "Turkey Policies and
Prospects for Growth," with the exception of Section 8, Agriculture, and
Section 10, Others. Most of these tables have been updated in the course of
the Public Sector mission but revised data for 1980 will have to be
obtained. You should familiarize yourself with the data and the statistical
sources before departing for the mission

4. You will further be responsible for obtaining data in the available
material breakdown for private and public industry, on output, employment, the
composition of the labor force, fixed assets, investment, exports, imports,
value added, wages, depreciation, taxes, subsidies, profits, the size
distribution of industry, and its regional composition. On your return from
the mission, you will make international comparisons of output, productivity,
export's, and imports and assist Mr. Roy in the writing of a report on the
development and structure of Turkish industry.

¢ !

cc: Messrs. Balassa, DRC; Dubey, EMNVP; Zaman, EM2; Berk, EM2; Roy, EM2.

BBalassa:nc



TO:
FROM:

SUBJECT:

WORLD . NTES . ATICNAL FINAKGE CORPOB AT ".

OFFICE MEMORANDUM

" . DATE:
Mz . - Saste LOPTZE, Loa =i 1, l":-
Bela Ezlassa, DRC
-
Terms of Reference: Turkey Mission
1. You will arrive in Ankara on May 17, 1981 to participate in the

Industrialization and Trade Strategy Mission. You will be responsible for
questions relating to the financial sector and macroeconomic policies.

Z, You will examine the present and the prospective role of the
financial sector in the Turkish econauy in encouraging savings, providing
financial intermediation, and contributing to the appropriate choice of
investment. The analysis will cover the structure and the competitiveness of
the banking system, the role of non-bank financizal institutions, the bond and
stock marxets, and the availability of medium-term and long-term financing.
You will further analyse government policies relating to the financial sector,
including interest rate policy, reserve requirements, selective credits,
preferential interest rates, and the financing of the state economic
enterprises. Your conclusions and recommendations will be incorporated in a
draft report to be prepared by July 6th. As regards credit incentives to
investment, you will provide the relevant material to Mr. Chand for
incorporation in the report on investment incentives.

i You will further review the macroeconomic policies followed, with
particular attention given to the effects of the measures applied on
inflation. This will involve examining the goverment’s exchange rate,
monetary, fiscal, and wage policies. You will prepare a short draft report on
the subject by July 6th.

cc: Messrs. Davar, EM2; Dubey, EMNVP; Zaman, EM2; Berk, EM2; Roy, EM2.

BBalassa:nc
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OrFICE MENMORANDUM

TO }::l ehietiel C‘.-_:.;’ 1:‘5' D’.TE: }.._. E-'| l:-.;
FHOM:  picherd By Goode F
SUBJECT: 3
Terms of Reference: Turkey Mission
1. You will arrive in Ankara on May 17, 1981 to participate in the World

Bank’s Industrialization and Trade Strategy Mission led by Mr. Bela Balassa.
On the mission you will be responsible for questions relating to taxation and
investment incentives.

2 You will review the system of incame and social security taxes, as
well as recent and proposed reforms of these taxes, with a view to analysing
their effects on work effort, risk taking, savings, and the choice of capital-
(lzbor-) intensive industries and production methods. You will further
exanine the present system, and the proposed reforms,of indirect taxes and
assess their effects on the industrial structure and on exports. You will
review existing estimates on the revenue effect of alternative tax schemes.

On return to Washington, you will complete a draft report on the Turkish tax
system by July 3rd.

3. You will review the system of investment incentives, the
administrative regulations in effect, and their practical implementation. The
review will cover domestic as well as foreign investment with a view to
analyzing their effects on the choice of industries, the choice of production
methods, regional location, and orientation towards domestic and export
markets. In the review you will utilize the findings of Mr. Silva-Lopes on
credit incentives to investment. On return to Washington, you will complete a
draft report on investment incentives by July 3rd.

cc: Messrs., Balassa, DRC; Davar, EM2; Dubey, EMNVP; Zaman, EM2; i
= Berk’ D:Z; RO)’, E}IZ- |

BBalassa:nc




TO:
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SUBJECT:

OFFICE MEMORANDUM®

AT
s Fro_T y . L3 %y DHTL—_ o y
Mr. Mi-e1 Noel, YP, EM2DA May 5, 1981

Adi J. Davar, EM2

Terms of Reference: Turkey Mission

3 You will arrive in Ankara on May 17, 1981 to participate in the

Industrialization and Trade Strategy Mission led by Mr. Bela Balassa. On the
mission you will (2) review the system of production incentives; (b) examine
the project selection criteria used by SPO and TSKB, (c¢) participate in work
on incentives, pricing, costs, productivity and financing in selected
engineering industries, and (d) monitor the implementation of the long-term
study on Restructuring the Existing Protection and Incentive System in Turkey.

2. The review of the system of production incentives will concern the
exchange rate regime, measures of import protection, export incentives, price
control, support prices, and the pricing of public utilities. You will
analyze the effects of the measures applied on the choice of industries, the
choice of production methods, and orientation towards domestic and foreign
markets, with further attention given to their impact on foreign exchange
receipts and the government budget. On your return to Washington, you will
prepare the draft version of the chapter on production incentives, including
recommendations for future changes, by July 3rd. Your report will
incorporate, in a summary form, the relevant findings of Mr. Chand (IMF) on
investment inentives as well as the findings of the mission on incentives in
the agriculture and tourism sectors.

3. You will review and evaluate the criteria of project evaluation in
public and private investment utilized by SPO and TSKB. On return to

Washington, you will prepare a draft report on project evaluation criteria by

July 3rd.

4. You will further participate in work on incentives, pricing, costs,
procductivity, and financing in selected engineering industries. You will draw
up a preliminary questionnaire in consultation with Mr. Sethi, review this
questionnaire with Professor Hic and his collaborators, and supervise data
collection by the Turkish consultant. On your return, you will prepare a
section on incentives, prices, and costs for incorporation in the report on
the engineering industries.

5. " You will take part in the monitoring of the long=-term study on
protection and incentive reform, reviewing in particular the questionnaire and
the selection of firms in the sample, and providing advice on the methodology
of the research project.

w1

cc: Messrs. Balassa, EM2; Dubey, EMNVP; Davar, EM2; Zaman, EM2; Berk, EM2;
Roy, EM2i

BBalassa:nc
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T0: Mr. Martin Wolf, EPDIT DATE: May 1, 19€1
FRON; Jeen Lencth, Asst. Director, EFD }yé_
SUBJECT: Terms of Reference: Turkey Mission
1 You will arrive in Ankara on May 17th to participate in the

Industrizlization and Trace Strategy Mission led by Mr. Bela Balassa.
You will be responsible for analyzing the possibilities for improving
the operation of state economic enterprises in general and increasing
their export orientation in particular.

2. In carrying out this work, you will review the organizational,
managerial, and technical constraints under which the SEEs operate
including, but not limited to, the existence of conflicting objectives,
interventions by the central authorities, the system of incentives, i
the existence of overmanning, ineificient regional dispersion, and
inappropriate plant size. This will be done with respect to industries
selected froo the following: textiles, cement, and pulp and paper. -

3. You will further evaluate recent and perspective reforrs

concerning the organization, management, operations, financing and

incentives of the SEEs, with particular attention given to the need |
to improve their competitiveness for efficient exporting and import

substitution.

4, On your way to Turkey you will spend one day in London, in
order to discuss the research Project on the direction of developing
countries' trade with interested parties at the Overseas Development
Institute and the Trade Policy Research Centre. On your departure
from Turkey on the 3rd of June you will spend two days in Geneva in
the company of 0li Havrylyshyn in order to discuss the same research
project with officials at the UNCTAD and the GATT.

5. Following your return to Washington on June 8th you will
prepare a brief back-to-office report and complete your draft report
on Turkey by July 3rd.

cc and éleared with: Mr. Francis X. Colﬂgﬁef, EPDIT

cc: Mrs. Hughes
Messers. Baneth, Balassa, Davar, Dubey, Roy, Zaman
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FROM:  gens Balassa, DRC WA
\
SUBJECT: ;
< Terms of Reference: Turkey Mission
5 « &a You will join the Industrialization and Trade Strategy Mission on May

18th. On the mission you will be responsible for questions related to
mineral-based chemicals in Turkey.

2. You will review the TSKB study on mineral-based chemicals and,
Jointly with Mr. Roy, select six to eight products for further analysis. You
will make cost-price comparisons for these products and examine their
potential for exports and for import replacement. You will further consider
possibilities for Bank projects and for foreign investment in the products in
question.

3. Your conclusions and recommendations will be incorporated in a report
to be completed by July 6th. Subsequently, you will visit Washington for
discussions on the report.

ce: Messrs. Balassa, DRC; Davar, EM2, Dubey, EMNVP; Berk, EM2, Zaman, EM2;
Roy, EM2.

BBalassa:nc
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-FICE MEMORANDUM®
¥r. H. Seth! and (Consultant) DATE: May 5, 1981

Harold E. Wackman, Acting Division Chief, IPDD 3

Terms of Reference: Turkey Mission

2 = You should arrive in Ankara on or around May 17, 1981 to participate

in the Bank’s Industrialization and Trade Strategy Mission led by Mr. Bela
Balassa. You shall spend approximately three weeks in Turkey and will be
responsible for the analysis of certain engineering industries which will be
defined in consultation with the mission leader and the concerned Turkish
authorities. Industries of particular interest include castings and forgings,
agricultural machinery, metal fabrication, simple electric motors, machine
tools, and passenger automobiles. '

2. Your work will involve (i) a review of the individual industries with
respect to plant size, product specialization, research and development,
manufacturing technology, labor and management capability, operational and
economic efficiency, marketing organization, including international
subcontracting; (ii) an analysis of possibilities for the expansion of these
industries; and (iii) an assessment of constraints and potentials of these
industries for exports of their products.

3. - You will coordinate your activities with Mr. Noel and a person or
persons to be assigned by Professor Hic who will examine incentives, prices,
and costs in the industries you will cover.

4, On your return to Washington, you will prepare a draft report on the
assignment by July 3rd.

cc: and cleared with Messrs. Balassa DRC; and Berk, EM2.
cc: Messrs. Rajagopalan, PAS; Fuchs, IPD; Dewey, IPD; Ms. Haug, IPD;
i Kohli, IPD; Iskander, IPD; Jaffe, IPD; Perram, IPD; Wackman, IPD;
Davar, EM2; Gregory, EM2; Ms. Perera, EMP; Zaidan, EMP;
Dubey, EMNVP; Roy, EM2; Zaman, EM2,

BBalassaEnc
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OrFICE MEMORANDUM®

DATE:
Kr. Pasguale Scandizzo, AGR iay 5, 1SEl
Grahzm Donaldson, AGR
Terrs of Reference: Turkey Mission
1. You will arrive in Ankara on May 17th to participate in the

Industrialization and Trade Strategy Mission led by Mr. Bela Balassa. The
agricultural team, under your direction, will analyze the contribution of the
agricultural sector to the Turkish economy through the supply of agricultural
products for industrial transformation, destined for sale in domestic and in
export markets, as well as for exportation in unprocessed form. In this
connection, you will examine desirable improvements in pricing and ircentive
policies, the organization of production, support services, marketing, storage
facilities, infrastructure, and financial requirements.

Zy You will coordinate the work of the agricultural team and provide a
general framework for the analysis of the policy options of the sector, with a
view to examining Turkey’s short term and long term comparative advantage in
agricultural products, the market prospects for these products, and processing
possibilities, with consideration given to risk. You will also analyze some
economy-wide issues related to the selection of alternative strategies for the
agricultural sector, including the pattern of resource flows in and from
agriculture, the linkages of agriculture with the industrial sector, and the
infrastructure needs.

cc: Messrs. Balassa, DRC; Davar, EM2; Dubey, EMNVP;: Zaman, EM2; Berk, EM2;
Roy, EM2; Ms. Girardot-Berg, AGR; Ms. Swamy, EPD.

BBalassa:nc



TO:

felal W]

Fh\..'...

SUBJECT:

WORLD E.: / INTERNATICNAL FINANCE c:-:.=-a'r:.miou.

OFFICE MEMIORANDUM®

AT
Ms. Gurushri N. Swamy, EPD DATE May 5, 19&l.
Jean baneth, EPD
Terrs of Reference: Turkev Mission
1. You will arrive in Ankara on May 17th to participate in the

" Industrialization and Trade Strategy Mission led by Mr. Bela Balassa. As a

menber of the agricultural team, headed by Mr. Scandizzo you will analyze the
contribution of the agricultural sector to the Turkish econony through the
supply of agricultural products for industrial transformation, destined for
sale in domestic and in export markets, as well as for exportation in
unprocessed form. In this connection, you will examine desirable improvements
in pricing and incentive policies, the organization of production, support
services, marketing, storage facilities, infrastructure and financial
requirements.

2. You will be responsible for analyzing past performance and future
prospects for production and exports of major agricultural and agro-industrial
products. You will examine the detemminants of production, an# exports, the
pre-conditions of substantially increasing the exports of products where
Turkey appears to have a comparative advantage, and the role of the private
and the public investment. You will devote particular attention to the agro-
industry sector and its development potential.

cc: Messrs. Baneth, EPD; Colaco, EPD; Balassa, DRC; Davar, EM2; Dubey, EMNVP;
Zaman, EM2; Berk, EM2; Roy, EM2; Scandizzo, AGR;
Mrs. Hughes, EPD; Mrs. Girardot-Berg, AGR.

BBalassa:nc



WORLD BANK / INTERNATIONAL FINANCE CORFORATION

) t
oFfE vEMOoRANDUM

Mrs. Iszhelle Girardot-Eerg, AGR DATE:  pmay 5, 1981.
Grat:; HY et - CETT, ACGR

Terms of Reference: Turkev Mission

b (5 You will arrive in Ankara on May 17th to participate in the

Industrialization and Trade Strategy Mission led by Mr. Bela Balassa. As a

" member of the agricultural team, headed by Mr. Scandizzo you will analyze the

contribution of the agricultural sector to the Turkish economy through the
supply of agricultural products for industrial transformations, destined for
sale in domestic and in export markets, as well as for exportation in
unprocessed form. In this connection, you will examine desirable improvements
in pricing and incentive policies, the organization of production, support
services, marketing, storage facilities, infrastructure and financial
requirements.

2. You will be responsible for analyzing market and non market
incentives for producers of agricultural goods at the various levels of the
market chain. You will develop estimates of nominal and effective rates of
protection for these products under the present and alternative price regimes
and examine their effects on supply, demand, trade, and incomes. You will
also make tentative calculations of domestic resource cost ratios.

cc: Messrs. Balassa, DRC; Davar, EM2; Dubey, EMNVP; Zaman, EM2; Berk, EM2,
Roy, EM2; Donaldson, AGR; Scandizzo, AGR; Ms. Swamy, EPD.

BBalassa:nc
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FROM:

SUBJECT:

e T o —

ViDSLD BANK / INTERNATIONAL FINANCE CORFORATION

OFFICE MEMORANDUM

¥r, D=vid K. Devis, URB DATE:  May 1,
Anthony A. Churchill, URB

Terms of Reference: Turkey Mission

1. You will arrive in Ankara on May 17th to participate in the

Industriazlization and Trade Strategy Mission led by Mr. Bela Balassa. You
will assess the potential for the development of Turkey’s tourism sector and
make recommendations for a coordinated set of policies and programs designed"

to efficiently prozote such development.

2. In particular, you will: (a) examine recent trends in tourist
traffic; (b) analyze the present supply and demand for hotel and other tourist
accommodations, together with occupancy and profitability rates; (c) assess
the market potential for tourism in Turkey and its competitiveness in tems of
phsyical assets, accessibility and price structure, as compared to other
Mediterranean countries; (d) analyze the availability of tourism-related
infrastructure, the infrastructure needs of additional accommodation capacity

and existing plans for infrastructural investment; (e) examine the

government’s organization, policies, and incentive (subsidy) programs with

respect to tourism; (f) assess the role of the private sector, the

possibilities for foreign investment, and the institutional and other
constraints that impede such investments; (g) analyze the present and
potential impact of the tourism sector on foreign exchange earnings and on
regional development, taking account of the indirect effects of tourism.

3. On your return to Washington, you will prepare a draft report on the
tourism sector in Turkey by July 3rd. In your report, you will include brief
analysis of the experience of other Mediterranean countries with tourism,
indicating the relevance of price factors and the development of particular

forms of tourism.

cc: Messrs. Balassa, DRC; Davar, EM2; Dubey, EMNVP; Zaman, EM2; Berk, EM2;

Roy, EM2.

BBalassa:nc
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2.

3.

INDUSTRIALIZATION AND TRADE STRATEGY IN TURKEY

Outline of Report

Recent Developrents and Policy Choices

Policy Kesponses to External Shocks after 1973
The January 1970 Policy Reforms and Subseguent Policy Changes
The Economic Effects of the Reform Measures

. Medium=-and Long-Term Policy Choices in Industry and Trade

Short-Term Policy Issues

Part I. THE SYSTEM OF INCENTIVES

Production Incentives

The Exchange Rate Regime
Measures of Import Protection: Tariffs and Licensing
Export I.centives: Tax Measures, Credit Preferences and
Foreign Exchange Retention Schemes
Price Control, Support Prices and the Pricing of Public Utilities
Incentives to Import Substitution and Exports
The Sectoral Pattern of Incentives

The Financing of Economic Activity

Govermment Regulations of the Financial Sector

Interest Rate Policy

The Structure and Competitiveness of the Banking System

The Role of Non-Bank Financial Institutions

Capital Markets and Long-Term Financing for the Private-Sector
The Financing of State Economic Enterprises .

The System of Taxation

Income Taxes

Social Security Taxes

Indirect Taxes

The Revenue Effects of Alternative Tax Schemes

Investment Incentives and Criteria for Project Selection

Tax Incentives

Preferential Interest Rates and Selective Credits
Criteria for Public and Private Investment
Criteria for TSKB Lending

Regional Investment Incentives

Incentives to Small and Medium Scale Industry

The Treatment of Foreign Investment

Criteria for Public and Private Investment

fy




7.

8.

1.

Part I1. SECTORAL ISSUES

he Incestrial Sectoer

The Structure and Development of Manufacturing Industries
Comparisons of Public and Private Industries

Technology, Research and Development, and Labor Training
Comparative Advantage in Industry

.- Market Prospects in the EEC and the Middle East

The Engineering Industries
Mineral-Based Chemicals

Public Enterprises in Manufacturing Industries

The Role of the SEEs in the Development of Industry
Central Interventions in SEE Operations

Other Constraints Affecting Operations

The Syctem of Management and Performance Evaluation
Proposals for Refomm

Agriculture and Agro-Industries

The Development of Agriculture and Agro-Industries
Incentives for Production and Exports

The Availability and Cost of Inmputs

Infrastructural Requirements and Marketing

Comparative Advantage in Agriculture and Agro-Industries
Market Prospects in Domestic Transformation and in Exports

Tourism

The Development of Tourism

Market Potential and Competitiveness

The Economic Effects of Tourism

Incentives and Constraints

The Role of Private and Foreign Investment

APPENDICES

Macro-Economic Projections

Trends 1in Sectoral Output
Investment and Savings

Exports and Imports

Balance of Payments

External Debt and Debt Servicing

Engineering Industries

Structure‘and Characteristics of Engineering Industries
Incentive Measures

Technical and Technological Constraints

Organizational, Labor, and Management Issues
International Competitiveness

Market Possibilities




of Minerals for Further Transformation
to Expansion .

International Competitiveness

Market Possibilities

“4,- Agriculture

Development and Structure

Constraints to Expansion

Indicators of Incentives

Domestic Resource Costs and Comparative Advantage

Market Possibilities #
|
|
|
|

5. Agpro-Industries

Development and Structure

Constraints to Expansion

Indicators of Incentives

Domestic Resource Costs and Comparative Advantage
Market Possibilities

BBalassa:nc




2134 Viyoming Avenue H.W.
Washington, D.C. 20002
May 5, 1981

Smithsonian Exposition Books
P.C. Box 10229
Des Moines, Iowa 50336
Dear Sir:
The book for which you charged me was returned to you in late
Harch.

Sincerely,

Bela Balassa



May 5, 1981

Mr, David Fellogg
Pergamon Press Ltd,
Fairview Park
Zlmsford, New Yerk

Dear Mr. Kellogs:

This is te inform you that I wish to purchase 100 copiles of the
paperback edition of the Newly Industrializ Countries in the World
Economy at forty percent discount of the §18.50 1ist price. Let me add
here that I have not yet recelved your revised offer regarding purchase
of 100 copies by the Verld Bank. Please send thie to me by return mail
as I will be leaving for a lomg trip late next week.

1 hope that the cover and front matter are now o.k. I am
especially anxious to have my name correctly apelled on the title page
of the book.

With best regards,

Sincerely yours,

Belsa Balassa

gce: Mr., Cutler



2134 Vyoming Avenue H.W.
Washington, D.C. 20008
May 5, 1981

Riggs Hatiomal Bank

Federal Office

1750 Peomsylvania Avenue H.¥W,
Washington, D.C. 20006

Dear Sir:

R few days ago I sent you an application for an American Express
Geld Card. As 2 long-standing American Express cardmember I have received
a special form from American Express to apply for a gold card. T have done
so today and I wish to withdraw the application I submitted to you.

Yours sincerely,

Bela Balassa



Mr., Mr. Vinod Dubey, EMHVEP May 4, 1981
Bela Balassa, DRC -

Mr. Tim Rose

In reference to our conversation, I enclose the curriculum vitae
of Mr. Tim H. Rose. I have been consulting with him firm and Rose has
been my principal contact. I found him highly competent and 1 think he
would make a good loan officer in EMENA., As you see from the curriculum
vitae, for the past three years he and his firm worked for the Saudi
Minister of Finance.



Mrs. Lilisna Ponchon, European Office, Paris May 4, 1981
Bela Balassa, DRC

Meetings

1 enclose copies of my letters to Messrs. Myerson and Sabourin as
well as to the Hotel Scandinavia. May I ask you to set up my meetings
with the first two as well as with Steshien Marris. T presume that
Kjell Andersen will participate at my meeting with Myergon; T would
like to see Marris even if he takes part at the neeting.

I will inform you subsequently concerning restaurant reservations I will
ask you to make,

Enclosures
BBalassa:nc



May &4, 1981.

Hr. Robert Heller

Bank of America

P.0. Box 466

Church Street Station
New York, New York 10015

Dear Eob:

It was good te talk with you; I hope that we will meet in
person the next time you come to Washington. Please let me know
in advance so I can invite you for lunch.

I enclose my comments on Walter Hoadley's paper as well as the

final version of my paper om structural adjustment policies. I hope you
will find these of interest.

Yours sincerely,

Enclosures Bela Balasea

-

Enclosed: Structural Adjustment Policies in Developing Countries - April 20, 1981
Statement made by Bela Balassa, at the Seminar on North-South:
A Business Viewpoint - March 12, 1981



¥r. John H. Duloy, DRC May &4, 1981.

Bela Balassa, DRC

Statement of Expenses

: During my two days stay in Paris, on the way to Tunis, I saw
YMr. Thierry de Montbrial, Director of Institut Francais des Relations
Internationales, (IFRI) end discussed with him the report of his
institute on the the world economy (RAMSES memo of April 13th). I also
saw Danielle Boetch, an expett on North Africa at the Agence France Press,
who gave we valuable information for my Tunisia mission. On my way back
from Tunis, I spent two nights and ome day in Paris and had discussions
with Plerre Uri, the Research Director of the Atlantic Institute, who
is one of the chief advisors to Mitterand and is preparing an important
book on food problems inm the developing countries. Let me add here that,
on the way back, I spent two nights in Paris because the Travel Office
wag unable to book me on the flight I originally requested.

May 1 ask you to give your approval to the above. 1 wish to add

that!mmithduaatwumnymym,uml.lasr.tunim{ron

BBalassainc



2134 Wyoming Avenue N.W.
May 4, 1981

YMCA of Metropolitam Washington
1711 Rhode Island Avenue N.W,
Washington, D.C. 206036

Dear Sir:

On April 30th I visited your office to suspend my membership
for a six months period. 1T indicated at the time that I would return
the membership cards for my wife and children. They are enclosed.

Sincerely,

Enclosures Bela Balassa



Mr. Martin Wolf, EPD May 4, 1981
Bela Balassa, DRC

SEEs

1. Here are some further points concerning the SEEs. You may wish to
incorporate them in your terms of reference or keep them in mind for the
mission. They concern govermment interventions and other constraints under
which the SEEs operate.

2. Covermment interventions include decisions made on the establishment
of the SEEs, new or replacement investments in existing SEEs, the selection of
managers, the choice of production targets and product composition,
interference with hiring decisions, the setting of prices and wages, the
financing of investments and of operating deficits, and day-to=-day
interventions.

. I Apart from govermment interventions, the operation of the SEEs ave ()
subject to a2 number of constraints. They include inappropriate plant size and
technology, excessively diversified product composition, inadequate
compensation of managers, overstaffing, and high transportation costs related
to regional dispersion.

4, I have included the following headings in the outline of the report
under the title "Public Enterprises in Manufacturing Industries.”

The Role of the SEEg in the Development of Industries

Incentives and Constraints

Central Interventions in SEE Operations

The System of Management and Performance Evaluation

Proposals for Reform

5. Please return your temms of reference, even if it is not yet signed
by Mr. Colaco, and comments on the above headings by Monday c.o.b.

BBalassa:nc




May &4, 1981.

Mr, Geoffrey Shepherd

The H#niversity of Sussex
Sussex European Research Centre
Brighton BN1 9RF

England

Dear Ceoff,

The week of June 15th is fine with me. Please let we know what
flighta you plan to take se I can have the ticket sent to you.

Yours sincerely,

Bela Balassa

ce: Ms., Vivian Couchoud



May 4, 1981,

Dr. Felix Butschek

Institut fur Wirtschaftsforschung
Osterreichisches

Postfach 91

A-1103 Wien

Vienna

Avetria

Dear Dr. Butachek:

Please excuse the delayed answer to your letter of March 19th,
which is explained by my frequent sbsences from Washington. I found no
errors in the Cerman translation of my speech. I look forward to receiving
copies of the published version.

Yours sincerely,

Bela Balassa



May 1, 1981.

Mr. Jose da Silva Lopes
Caixa Geral de Depositos
Largo de Santa Catarina
Lisbon

Portugal

Dear Mr. Silva Lopes:

I enclose the Temms of Reference for your participation in the mission.
We can discuss further details after we arrive in Ankara. Let me add here

that it would be desirable if you could come to Washington after July 6th to
discuss your report.

I am in receipt of your letter of March 18th. I wonder, however, if you
have received the two documents I sent you in March on the financial sector;
both were written by Maxwell Fry. I also sent you material pertaining to the
mission on April 16th and 23rd. Please let me know by cable if you have
received these communications.

Sincerely,

Enclosure Bela Balassa



Working Paper Submission

I
Cover Sheet

-

L]

) 5 Title: "Structural Adjustment Policies in Developing Countries'

2. Author: Bela Balassa

3. Derived from Research Project No.

& Division Chief Concurrence

5. Department Concurrence

6. IA seminar to discuss the paper (was) (wam-oxt) held.

Date:

Non-Departmental Participants:
(Attach separate list, if necessary)

Altogether three seminars were held with a large number of nondepartmental
participants. The first seminar was in Wry in November at a workshop on
Structural Adjustment Lending; the second seminar took place at the IMF in
December; and the third seminar was given as part of a series of intermational
trade workshops.

i If no seminar was held, indicate which individuals outside the Department
have reviewed and commented on the draft.

A copy of a memo from Mr. Stern is enclosed.

NOTE: This form should serve as a cover sheet when submitting a working paper
(for review and approval) to DPS management.

)
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The views and interpretations in this document are those o!-the author and
should not .be attributed to the World Bank, to its affiliated organizations,
or to any individual acting in their behalf.

WORLD BANK
Staff Working Paper No.
May 1981

STRUCTURAL ADJUSTMENT POLICIES IN DEVELOPING COUNTRIES

This paper examines structural adjustment policies in developing
countries, defined as policy responses to external or internal shocks that are
carried out with the objective of regaining the pre-shock growth path of the
national economy. Examples of external shocks are the quadrupling of
petroleum prices of 1973-74 and the world recession of 1974-75. Internal
shocks may find their origin in inappropriate economic policies, such as the
excessively expansionary fiscal measures taken in Mexico after 1972, or in
political events, such as the April 1974 Revolution in Portugal.

The introductory section of the paper reports on the policy experience of
a number of developing countries after 1973, indicating that countries
applying an outward-oriented development strategy were better able to cope
with external shocks than countries following an inward-oriented strategy. It
is further shown that the adoption of realistic exchange rates and interest
rates, the avoidance of large budget deficits, and the productive use of the
proceeds of foreign borrowing eased the process of adjustment.

The paper examines in detail the elements of a policy package that may be
applied in response to external or internal shocks in the case prevalent in
developing countries, when optimal policies are not applied. Thus, the
recommendations simultaneously aim at responding to shocks and undertaking
policy reforms. The elements of the policy package include production
incentives (the exchange rate, import protection, export subsidies, and price
control), incentives to save and to invest, the choice of public investments,
sectoral policies in energy and agriculture, budgetary policies, and monetary
policies. In the conclusions, the interdependence of the various policy
measures is indicated, with further attention given to foreign borrowing.
Finally, comients are offered on the international environment in which these
policies operate.

Prepared by: Copyright ¢ 1981

Bela Balassa, The Johns Hopkins University The World Bank

and the World Bank Washington, D.C. 20433
U.S.A.
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May 1, 1981

Mr. Louis Sabourin
President

OECD Development Center
94 rue Cgardon—Lagache
Paris 16

France

My dear friend,

I will be leading a Bank mission to Turkey in mid May and will be
in Paris on my way back to Washington on June 5. I would like to have the
opportunity to speak to you on matters relating to the publication of the
Policy Responses to Bxternal Shocks study. The Paris office of the Bank
will call you to arrange a meeting.

I understand that Yves Berthelot will be leaving the Center at the
end of May. It might be useful to involve André Barsony in our discussions.

My wife joins me in sending you and your wife our best regards,

Yours sincerely,

Bela Balassa



Mr. Jose da Silva Lopes, CON May 1, 1981
Bela Balassa, DRC

Terms of Reference: Turkey Mission

1. You will arrive in Ankara on May 17, 1981 to participate in the
Industrialization and Trade Strategy Mission. You will be responsible for
questions relating to the financial sector and macroeconomic policies.

2. You will examine the present and the prospective role of the
financial sector in the Turkish econamy in encouraging savings, providing
financial intermediation, and contributing to the appropriate choice of
investment. The analysis will cover the structure and the competitiveness of
the banking system, the role of non-bank financial institutions, the bond and
stock markets, and the availability of medium-term and long~term financing.
You will further analyse government policies relating to the financial sector,
including interest rate policy, reserve requirements, selective credits,
preferential interest rates, and the financing of the state economic
enterprises. Your conclusions and recommendations will be incorporated in a
draft report to be prepared by July 6th. As regards credit incentives to
investment, you will provide the relevant material to Mr. Chand for
incorporation in the report on investment incentives.

3. You will further review the macroeconomic policies followed, with
particular attention given to the effects of the measures applied on
inflation. This will involve examining the govermment’s exchange rate,
monetary, fiscal, and wage policies. You will prepare a short draft report on
the subject by July 6th,

cc: Messrs. Davar, EM2; Dubey, EMNVP; Zaman, EM2; Berk, EM2; Roy, EM2,

BBalassainc



May 1, 1981

Dr. Snoh Unakul
Secretary General of NESDB

Dear Dr. Snoh:

I wish to utilize the visit of one of my colleagues to Bangkok
to send you some reprintas that may be of interest to you.

I vaa glad te learn of your appointmmas to head NESDB; they are

in need of your talents. Please let me know if I can be of help sometime
in the future.

Yours sincerely,

Enclosures Bela Balassa



May 1, 1981

Mr. Henri Bourguinat

Universite de Bordeaux 1
Faculte des Sciences Economiques
Avenue Léon Duguit

33604 Pessac

France

Cher Ami:

Mon étude, intitulée '"Les tendances actuelles de la spécialisaeion
internationale en produite manufacturés’ est en train d'€tre traduite elle
vous sera envoyfe avant le 15 mai. Je pars en méme temps pour la Turquie
et reviendrai 3 Washington le & juin.

Je me réjouis de vous revoir prochainement. Je regrette néanmoins
le changement des dates du Colloque qui ne me permettra pas d'y rester le
deuxiéme jour. Selon votre derniére lettre, les nouvelles dates sont le 29-30
juin. Me basant sur les dates qui avaient &té initialement prévues, j'ai
pris des engagements pour le 30 jddm.

Je vous prie d'agréer, Cher Ami, 1l'expression de mes sentiments
amicaux.

Bela Balassa



May 1, 1981

Monsieur Patrick Cuillaumont
Universite de Clermont

Faculte des Sciences Economique
BP 54 i
41, Boulevard Gergovia

63002 Clermont-Ferrand

France

Cher Ami:

Je vous remercie de votre lettre du 24 février. Je n'al pas
encore re¢u le numéro des Annales Economiques contenant mon article, mais
sans doute cela ne va pas tarder.

Je vous prie de biem vouloir me remseigner concernant les cours
de développement &conomique. La fille déune de nos amies est en train de finir
le deuxi@me cycle & Dauphine et aimerait &tudier le développement en troisidme
cycle. Est—ce que vous pourrilez me faire savoir ofl elle pourrait mieux
poursuivre ses &tudes 3 Paris@ (Je lui ai dit que Clérmont-Ferrand est le
chef-lieu de 1'&tude du développement &conomique en France, mais elle est
retenue par des attachements sentimentaux 3 Paris.)

Je vous serais reconnaissant de bien vouloir me répondre par retour

du courrier. En effet, je para'?%ur la Turquie le 15 mal et ne reviendrai pas
3 Washington avant le 5 juin.

En vous remerciement d'avance, je vous prié de croire, Cher Ami, 3
mes sentiments les meilleurs.

Bela Balassa



Mr. Sheetal Chand, IMF May 1, 1981.
Bela Balassa, DRC

Terms of Reference

I enclose a revised draft of your Tems of Reference. Please call me
after 4 p.m. today or Monday morning to discuss this. I have, in particular,
a question if the analysis of criteria used in selecting investment projects
should be part of your Terms of Reference or those of Michel Noel?

Enclosure
BBalassa:ne

Dictated but not read.



Mr. Sheetal Chand, IMF May 1, 1981
Richard B. Goode IMF

Terms of Reference: Turkey Mission

. $9 You will arrive in Ankara on May 17, 198l to participate in the World
Bank’s Industrialization and Trade Strategy Mission led by Mr. Bela Balassa.
On the mission you will be responsible for questions relating to taxation and
investment incentives.

2. You will review the system of income and social security taxes, as
well as recent and proposed reforms of these taxes, with a view to analysing
their effects on work effort, risk taking, savings, and the choice of capital-
(labor-) intensive industries and production methods. You will further
examine the present system, and the proposed reforms of indirect taxes and
assess their effects on the industrial structure and on exports. Finally, you
will examine revemue effects of alternative tax schemes and their
administrative requirements. On return to Washington, you will complete a
draft report on the Turkish tax system by July 3rd.

3. You will review the system of investment incentives, including tax
and credit measures, the administrative regulations in effect, and their
‘practical implementation. The review will cover domestic as well as foreign
investment with a view to analyzing their effects on the choice of industries,
the choice of production methods, regional location, and orientation towards
domestic and export markets. The review will extend to the criteria used by
the SPO and the TSKB in selecting investment projects, and the prospective
role of foreign investment in Turkey.

ce: Messrs. Palassa, DRC; Davar, EM2; Dubey, EMNVP; Zaman, FM2;
Berk, EM2; Roy, EM2.

BBalassa:nc



WORL.NK / INTERNATIONAL FINANCE COHPORATIO.

OFFICE MEMORANDUM

DATE:;
Mr. Jose da Silva Lopes, CON May 1, 1981
Bela Balassa, DRC
Terms of Reference: Turkey Mission
I You will arrive in Ankara on May 17, 1981 to participate in the

Industrialization and Trade Strategy Mission. You will be responsible for
questions relating to the financial sector and macroeconomic policies.

2 You will examine the present and the prospective role of the
financial sector in the Turkish economy in encouraging savings, providing
financial intermediation, and contributing to the appropriate choice of
investment. The analysis will cover the structure and the competitiveness of
the banking system, the role of non-bank financial institutions, the bond and
stock markets, and the availability of medium-term and long-term financing.
You will further analyse government policies relating to the financial sector,
including interest rate policy, reserve requirements, selective credits,
preferential interest rates, and the financing of the state economic
enterprises. Your conclusions and recommendations will be incorporated in a
draft report to be prepared by July 6th. As regards credit incentives to
investment, you will provide the relevant material to Mr. Chand for
incorporation in the report on investment incentives.

3. You will further review the macroeconomic policies followed, with
particular attention given to the effects of the measures applied on
inflation. This will involve examining the govermment’s exchange rate,
monetary, fiscal, and wage policies. You will prepare a short draft report on
the subject by July 6th.

cc: Messrs. Davar, EM2; Dubey, EMNVP; Zaman, EM2; Berk, EM2; Roy, EMZ.

BBalassa:nc



