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TURKEY

Industrialization and Trade Strategy Mission

Terms of Reference

1. The mission will review the implementation of the January 1980 reforms
and the changes that have occurred in the policy orientation of the Turkish
government. It will analyze the measures taken so far, and proposed to be
taken in the future, in various policy areas which have relevance for
industrial development and international trade in goods and services.

Emphasis will be given to policy actions that may be taken over a period of 4-
5 years in developing a medium—-term industrialization and trade strategy.

The Tasks of the Mission

2. The tasks of the mission will include reconnaissance in regard to
macro-relationships that will provide a framework for the discussion of policy
issues. Estimates will be made of recent and prospective future changes in

macro—economic variables, including the gross national product, employment,

the money supply, govermment receipts and expenditures, exports, imports, and
other items in the balance of payments. Past data and future projections on
output, exports, and imports will be generated in sectoral detail that permits
the consideration of the possible impact of policy changes on industry and
trade.

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

incentives. The review will concern relative incentives to import
substitution and exports, incentives to manufacturing as compared to primary
protection, and the variability of incentives among industries. It will
further exaﬁine the instruments of import protection and export incentives,
with a view to indicating the possibilities for replacing quantitative import

restrictions by tariffs and the appropriate choice of export incentives.



4. A review of investment incentives will be undertaken, covering domestic

as well as foreign investment, with consideration given to the administrative
regulations pertaining to the latter. The possible bias in the incentive
system favoring capital-intensive over labor-intensive activities and large-
scale enterprises over small-and medium-scale firms will also be

investigated. The analysis will further extend to regional incentives and to
obstacles to regional development.

5. The choice of capital-intensive industries and production processes is
affected by the system of income and social security taxation that bears on
industrial development and trade in general. The mission will evaluate the
possible effects of the recent and prospective reforms of these taxes. It
will further examine the proposed reforms of indirect taxes and their
incentive effects.

6. The capital intensity of production is also influenced by the level and
structure of interest rates, which affect the availability of investible funds
and the process of financial intermediation. The mission will analyze

relevant issues in the financial sector including the recent interest rate

reform, the structure and the competitiveness of the banking system, the
sectoral allocation of loans, and the availability of medium-and long-term
financing, with a view to gauging their potential impact on industry and

trade.

7. The mission will review the development of the industrial structure in

Turkey. This will involve an examination of the institutional framework in
which manufacturing industries operate and of the factors affecting the growth
of productivity, such as research and development and labor training.
Information will also be obtained on the development of private and public

industries, including data on output, employment, factor intensity, the



relative importance of domestic and foreign markets, technology, costs, and
profitability. The data will be used to examine the efficiency of private and
public enterprises and to consider the prospects for exports and import
substitution in a comparative advantage framework.

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 training, international subcontracting, and marketing in general.
Attention will further be given to the possibilities for foreign investment
and for Bank projects in these industries.

9. As regards manufacturing enterprises in the public sector, the mission

will focus on the influences that hinder efficient operations in general and
the expansion of exports in particular. This will involve examining existing
incentives and constraints for the SEEs, the system of management, and the
character of interventions by the central authorities.

10. The mission will analyze the development prospects of agro-industries

and the agricultural sector in general, with particular emphasis on export

growth and comparative advantage. Consideration will be given to the
incentives affecting agricultural production and food processing, as well as
to institutional arrangements and the availability of cooperative factors.

The potential contribution of foreign investment in food processing will
further be investigated.

1L« The mission will examine recent trends and prospective developments in
tourism, taking account of Turkey”s comparative advantages in this sector. It
will further examine the potential impact of the sector on the balance of

payments and evaluate its investment requirements. Finally, the possible role



of private and foreign investors and the system of government incentives in

tourism will be assessed.



The Composition of the Mission

1. Bela Balassa, (DRC)

2. Jayanta Roy, (EM2)

3. Seok Hyun Hong, (EM2)

4. Jose da Silva Lopes
(consultant)

5. Sheetal K. Chand, (IMF)
6. Michael 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
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conf irmed
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conf irmed
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conf irmed
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conf imed

confirmed

to be
confirmed



April 30, 1981

Mr. Jacob M. Myerson
OECD

2, rue André-Pascal
Paris~XVIe

France

Dear Mr. Myerson:

As I indicated to you earlier, I am leading a Bank mission to
Turkey in mid May. I will leave Washington on May 15th and return June 6th.

There has been a change in my plans inasmuch as I now plan to come
to Paris at the end of my mission rather than at the beginning. I hope that
this change in dates will be convenient for you. The World Bank's Paris
office will call you to arrange a meeting on June 5th. A copy of my Terms
of Reference is enclosed. Cop#es are sent also to Messrs. Anderson and
Marris whom I would also like to meet on June 5th.

Yours sincerely,

Enclosure " Bela Balassa

ce! Messrs. Marris and Andersen



April 30, 1981

Hotel Scandinavia
27 rue de Tournon
Paris 6
France
Chére Madame:
Je vous prie de bien vouloir me reteanir une chambre du
4 au 6 juin. J'arriveral le 4 juin vers minuit et repartirail le 6 juin
dans la matinde.
En attendant votre réponse, je vous prie de croire, Chére Madame,

4 mes meilleurs sentiments.

fela Balassa

ec: Mras, Ponchon



Travel Office April 30, 1981
Bela Balassa

Hotel Reservations

I will be leading a mission of 13 people to Ankara @&n May 17.
Please reserve a large suite for me where mission meetings could be held.
at the Buyuk Ankara hotel.

BBalassa:inc



April 27, 1981

Monsieur Yves Rerthelot

Directeur de la recherche

Centre de développement de 1'0CDE
94 rue Chardon-Lagache

75016 Paris

France

Dear Yves:

In reference to our telephone conversation I confirm that I am
prepared to undertake the substantive editing on the second volume.with
the copy editing for Fnglish style to be done by someone else and reviewed
by me. While I hope to do this in ten days, I prefer that the contract be
given for twelve days. Incidentally, in the contract I am presently complet-
ing, T am spending more time tham originally expected. This is due to the
fact that piving instructions to the country authors has proved to be a time
consuming task. 1 enclose my comments on the Portugal and Ivory Coast
studies; cormments on the Brazil study will be sent to you within a week.

I further enclose the preface to my book om newly-industrializing
countries, which will be published by Pergamon Press in June. I understand,
however, that your decision on Pergamon Press will depend on théir publishing
a set of books for the Centre, not only our volume.

Yours sincerely,

Enclosures Bela Balassa

ce: My, Barsony

P.S. I do not plen to charge you for extra days worked under the present
contract. However, I wish to aveoid underestimating my time require-
ments under the next contract.



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

April 23, 1981

Mr. Abel Mateus
Research Department
Banco de Portugal

Av. de Republica 57-60
1094 Lisboa Codex
Portugal

Dear Mr. Mateus:

I provide below some comments on the revision of Parts I and II of your
study. These comments supplement my memorandum of April 8, 1981.

I have only a few comments on Chapters I and II of Part I; they are
contained in the enclosure. Chapter III is very interesting but it contains
too many numbers per page. Also, in interpreting the effects of policy
responses, keep in mind that the estimates shown for a particular year refer
to changes as compared to the “1972" average; to obtain year-to-year changes,
differences in the estimates for successive years should be taken.

The conclusions need strengthening. Apart from the use of the various
indicators referred to in Para. 9 of my memo, you should draw the lessons of
the post-Revolutionary experience and indicate your expectations as to policy
responses to the 1979-80 oil shock.

There are too many tables in Part I. Apart from the "standard” table
described in my memo, I suggest that you retain Tables 1, 6, and 7 that
provide interesting additional information and incorporate real exchange rate
calculations made by using production cost data in the exchange rate table.
In presenting the estimates in the "standard” tables, dollar figures without
decimals should be used. 1In all tables, as well as in the text, percentages
should be shown with one decimal.

Part II shows the results of a considerable amount of research but it is
too detailed and contains too many tables. Also, it needs to be reorganiZed
in accordance with the outline contained in my memo. Some general comments on
individual chapters follow.

Chapter 1 is far too long and contains too much data, nor does it belong
in Part II. It should rather come, in a shortened form (3-5 pages), as an
introduction to the entire volume and should include no more than two summary
tables, giving data on changes in aggregate expenditures savings rates, ICOR,
and the sectoral composition of GNP. The section on the post—Revolution
period should be included in the conclusions to Part I.



Chapter 2 does not belong to Part II of the volume either. It could be
included, in a greatly abbreviated form, in the introduction to the entire
volume. In this way, the information relating to the pre-1973 period will
precede the analysis of the post-1973 period. Retain Tables 11 and 12 in a
combined and abbreviated form. In view of space limitations, the other tables
should be omitted. ;

Chapter 3 provides some interesting discussion of the relationship

" between domestic resource cost ratios, private profitability, export
performance, and capital-labor ratios. Provide in a single table the data for
these variables and calculate rank correlation coefficients for each pair.
However, delete all tables providing information on input coefficients. Also,
only direct DRCs should be reported.

It i1s not made clear if the tariffs used in calculating nominal and
effective protection rates pertain to all imports. My understanding is that
lower tariffs apply to imports from the EEC and EFTA. Protection rates for
these imports should be calculated and their relative importance indicated.
Also, in the discussion, more emphasis should be given to changes in
protection rates between 1974 and 1977.

Please check the calculation of the rank correlation coefficient between
ERPs and DRCs. The result seems to be too low in view of the relatively few
ad justments made. But, if the result is correct, more attention should be
given to explaining differences for particular product groups.

Table 3.14 should include information on imports under surcharge in
effect in 1977 that is used in earlier tables. 1In turn, Table 3.15 needs
clarification and the extent of import restrictions on consumer goods should
be discussed in detail in the text. This should be done before the estimates
on effective protection are presented.

In Chapter 4, investment incentives should be discussed before you get to
the allocation of investment. At the same time, the earlier rebate system as
well as the new, integrated system of fiscal and financial incentives should
be criticized from the economic point of view.

On the allocation of investment, delete the detailed tables on the
structure of manufactured investments and replace them by a table indicating
changes over time in the relative importance of public and private investment
and in the sectoral composition of public investment. As regards the Sines
complex, some of the estimates of the internal rate of return are of doubtful
validity and the discussion should also cover the economics of the investment
in steel. At the same time, you should avoid giving the impression that a
gain in foreign exchange is additional to the internal rate of return; the
latter should take account of the scarcity of foreign exchange by including a
shadow exchange rate in the calculations. On the whole a more critical
analysis of the Sines complex is warranted; in this connection I enclose, on a
confidential basis,my comments on an earlier version of the Bank report on
public investment in Portugal.

I further enclose the paper on the three Latin American countries
referred to in my memo. Finally, in a week or so, I will send you our
calculations of policy responses to external shocks in Portugal that provides



estimates until 1978. Our calculations do not include tourism and workers”
remittances. While there may be differences between your and our basic data,
feel free to use your own when you consider them more appropriate.

Finally, I would like to ask you to pay particular attention to English
style. Also, as the volume is destined for a wide audience, great clarity in

the expressions used is necessary.

Yours sincerely,

a0

Enclosures - Bela Balassa

LY

P.S. I was sorry to hear that you are not coming to the Fund after all,



Comments on Portugal Study

Bela Balassa

PART 1
Introduction
p. 1 It i1s not clear what period the growth rates refer to.

I. External Shocks

pe 3 The expression "terms of trade effect™ should be used to refer to the
sum of the pure terms of trade effect and the unbalanced trade or inflation
effect. These effects should be related to the average value of trade and to
GNP, both expressed in "1972" prices.

PP- 3-5 The discussion of terms of trade effects should be clarified and
terms of trade effects for merchandise export trade and for tourism and
workers” remittances separately considered. Indicate further the method of
calculation used for the latter.

PP. 6-7 Discuss volume effects for merchandise exports as well as for tourism
and workers” remittances, indicating the method of calculation used for the
latter.

pe 6 Do not include formulas in text.

p. 7 The effects of the loss of colonies on exports 1s measured by changes
in export market shares and should be discussed at a later point.

p. 7 Changes in the prices of intermediate products should be discussed in
conjunction with temms of trade effects.

IT. Policy Responses to External Shocks

p. 9 Note that additional net external financing is defined as the
difference between the actual and the trend value of the resource gap.

p. 10 All figures should be expressed in million dollars; do not use
decimals. In turn, use one decimal for percentage changes.

p. 13 Give reasons for gains in EEC markets and for losses in EFTA markets
and in the United States.

III. The Policies Applied

p. 16 One cannot speak of spectral analysis in this context.

p. 16 Again, the reference to "the deterioration of the terms of trade and
the pure price effect” is misleading. Also, there should be a transition in
the discussion between changes over time and data for the latest year.

p. 18 Give full citation of your paper.




p. 21 Loss to firms should be expressed in U.S. dollars or as a percentage
of GNP.

P 21 Is 1llegal construction estimated in Portugal?
p. 21 Inventories could not have decreased by 120 percent.
p. 21 Again, the footnote should contain full citation.

P. 22 The reference to distortion associated with a high consumption share
should be clarified.

p. 24 A 3 percent reduction in M, 4is not large.

2
P. 24 The "existing financial distortions” were not discussed earlier.
p. 25 Reference to basic balance should be deleted.

p. 30 Delete comparisons with Latin American countries and references to
Carter.

p- 33 For 1980, actual data should be used.
Conclusions

p. 34 External shocks should be expressed in temms of average figures for
the entire period.

Part II

1. The Seventies and the Sixties: the Balance of Two
Decades of Economic Growth

p- 1 We can hardly speak of a take-off in the early sixties in Portugal
that was already a middle-income country at the time. Rather, reference
should be made to the pre-conditions of rapid econamic growth.

p. 1 I doubt that the increase in real savings is explained by the growth
of financial intermediation.

p. 1 Per capita incomes should be given in the constant prices of a recent
year; data for the early sixties should also be provided.

p. 2 The escudo was not devalued in the first half of the sixties.

p. 5 How was the remainder of the trade deficit covered? Portugal
accumulated reserves in 1972 and 1973.

p- 6 The statement about the decline of competitiveness relates to exports
rather than to imports.

PP 7-8 The low incremental capital-output ratio shows the success of
Portuguese economic policies.



p. 9 The experience of 1970-73 should not be discussed in the section on
the post-Revolutionary period.

p. 10 The question needs to be raised if the emphasis on heavy industry has
not been overdone.

p. 11 Increase in agricultural productivity will also contribute to
employment by creating demand for nonagricultural goods.

-2. Outward-Looking and Inward-Looking Policies: Factors of Industrial Growth

See general comments.

3. Measures of Economic Efficiency, Comparative Advantages
and Costs of Protection

p. 17 No need to provide discussion of general equilibrium and formulas for
estimating DRC.

p. 22 The value of labor”s marginal productivity in agriculture should be
indicated.

P 25 It is not clear why one should calculate with a real rate of
devaluation of 4 percent a year. Also, references to the Chakravarty-Solow
type model should be clarified.

p. 28 Provide the basis for the assumption that the shadow exchange rate
was 20 percent above the official exchange rate in Portugal. This will

require a consideration of the structure of protection.

p. 38 Reference to Schydlowsky and to Bhagwati-Srinivasan should be
omitted. Do not report "Schydlowsky-rates."

p- 46 The protective effects of previous registration should be discussed
in some detail.

4. Investment Incentives Policies in Portugal

p- 53 The last sentence on the page is unfinished.

p- 54 It does.not appear that Portugal would have a comparative advantage
in the production of fertilizers given the high import cost of energy.

p. 65 The drawback system should be described in more detail.




¥r. Yichel Foel, YPP April 27, 155}
Fele Falasea, TRC

Corrents or Jvory Coast Study

1. Your perer provides a pood hasie for Fart I of the study or the Ivery
Coast. Apart fror addins estimates for 1978, it needs 2 more extencive
¢iscuselon of the halence—of-payments effects of external shocks and of the
policy responses to these slocks. Yeou ray pattern your discussion on ry
"Pclicy Tesponees to Txternsl Shocks In felected Latin Arcrican Courtriec,”
wrich discucses the eetimetes in preater detefl end snalyses eech of the four
forrs of policy responses separately.

2 The discussion of the policies eprlied 4s fine but you should provicde
orly a surrary treetrent of irrort protection, export preootion, and
{rvestrert ircentives in Chapter 2 es their deteilec aralvsis belonpre to
Cheptere 5, 6, and 7 in Port IT, At the sare time, ir the leter chaptere, ycu
etoul? pive greater detzil on charree in the incertive syrter than what yeu
have at present, with tehular {nforration provided whenever eveilatle.

2y s noted ir ry memorardun dated April £, there is nec’ for s
corcluding chapter which prevides en overall surmery and evaluatior of the
recsulte. Tn this connectior, it shovld be erphasized that while the
decelerztior of econoric grovtt rerresents an irrediate response to externz)
ctocke, the CI'P provth rate fer the period as a vhole and, in particuler, fer
1076=7¢, becores an indicator of the success of ecoromic policles.

&, Arart fror chanres 4p the incentive sveter vou should arelyre Ir Part
11 ctanpes ir the investrent pregren in response to external shocks. This
11 ke fellove? by deteziled annlyrie of the food rrocescins arnd tertile
sectore.



Cermente on Jvers Cosst Studv

Bela Palasse

Tort 1
e 2 Delete ¢iscuscion of methodelegy.
Da: 3 T{fferencer betwcer pure terrs of trade effcete and wurnbelarced trade

effcete slould te noted.
e S Piecuee export volure effects {r repard te individual cocredities and
conrcldity prours.

.5 Inddcete meanine of actue) to bvpetheticsl retice fcr erperts.

r. £ After 1775, there were no further frport sevines due tc the
deceleration of ecores ic prewth, rather the cpprosite; year-to-yvear cherrer sre
rerpsured by ealculatine differencee betveer estirsted values fer succesrive
FCATS.
e 2 Te Yir! ur the ectiretes of Tatles 1 end 2, ncte shouled be talern of
the dfference betwveer the actual end the trend value of the resource gep.

s 1€ Charrce 4n excherye rates are not jfust "curteziled” but totally
exclude? within the Tranc 7cne.

T 10 Typlain tle opercticn of the Trenc Zone end the role of the FLEAR.
e 11 Fevised date for 187° apd 1°20 ghould be used.
r. 13 Frylain the corposition of the CCAD and the CTTIAC and the rules

under vhich they operate.

p. 14 Arcvicn, not erohusta.
e 14 Ctatercnt en frport lcerncire is unclesr.

Are there sry export svheidies?

e



THE NEWLY-INDUSTRIALIZING COUNTRIES IN
THE WORLD ECONOMY

by

Bela Balassa

Pergamon Press

Oxford « New York - Toronto « Sydney « Paris + Frankfurt



PREFACE

The existence of considerable diversity among developing economies has
been increasingly recognized. Within this group, the newly-industrializing
countries have assumed considerable importance in the world economy over
the last fifteen years. In several industries, they have become competi-
tors of the developed countries in the markets of these countries as well
as in third markets.

This volume of essays places the newly-industrializing countries in
the context of the changing patterns of industrial development and world
trade. The essays examine the interdependence of countries at different
levels of ecohomic development through trade, evaluate the policies fol-
lowed, and consider policy measures that may be taken to exploit the
benefits of international specialization and to attain high rates of econo-
mic growth.

The introductory essay provides an overview of the process of indus-
trial development and alternative development strategies. It is followed
by the essays of Part I that analyze the external shocks suffered by the
newly-industrializing developing countries after 1973 and their policy re-
sponses to these shocks; examine the implications of the trade policies
of the developed countries and of the Tokyo Round of Multilateral Trade
Negotiations for the developing countries; investigate the changing pat-
tern of comparative advantage in manufactured goods and the effects of
these changes on employment in the developed countries; and review recent

and prospective future trends in trade in manufactured goods between de-



veloped and developing countries.

The essays of Part II examine the policies applied by selected newly-
induétrializing countries following the oil crisis and the world recession,
and review their economic plans and projections. Recommendations are further
made on economic policies for the future.

The essay on Greece and two essays each on Korea and Taiwan were pre- |
pared as policy advisory reports for the governments concerned and are pub-
lished with their concurrence. The essays on Brazil, Portugal, Turkey,
and Hungary were written in response‘to invitations by national institutions;
they were originally published in conference volumes or academic journals.

The essays of Part I also first appeared in academic journals while the in-

troductory essay was published in the Princeton Essays of International
Finance. Pefmission for publication to all concerned is gratefully acknow-
ledged.

The author further wishes to express his appreciation to government
officials and economists in the individual countries for their interest and
support and to the World Bank under whose auspices all the essays of the
volume, except the one on Greece, were prepared. However, the essays ex-
press the opinions of the author and should not be interpreted to re-

flect the views of particular governments or the World Bank.

Bela Balassa



Mr. Michel Noel, YPP _ April 27, 1981
Bela Balassa, DRC

Comments on Ivory Coast Study

1. Your paper provides a good basis for Part I of the study on the Ivory
Coast. Apart from adding estimates for 1978, it needs a more extensive
discussion of the balance-of-payments effects of external shocks and of the
policy responses to these shocks. You may pattern vour discussion on my
"Policy Responses to External Shocks in Selected Latin American Countries, "
which discusses the estimates in greater detail and analyses each of the four
forms of policy responses separately.

Z. The discussion of the policies applied is fine but you should provide
only a summary treatment of import protection, export promotiom, and
investment incentivee in Chapter 3 as their detailed analysis belongs to
Chapters 5, 6, and 7 in Part II. At the same time, in the later chapters, you
should give greater detail on changes in the incentive system than what you
have at present, with tabular information provided whenever available.

3. As noted in my memorandum dated April 8, there is need for a
concluding chapter which provides an overall summary and evaluation of the
results. In this comnection, it should be emphasized that while the
deceleration of economic growth represents an immediate response to external
shocke, the GNP growth rate for the period as a whole and, in particular, for
1976=79, becomes an indicator of the success of econmomic policies.

4. Apart from changes in the incentive system you should analyse in Part
IT changee in the investment program in response to external shocks. This
will be followed by detailed analysis of the food processing and textile
sectors.



x Comments on Ivory Coast Study

Bela Ralassa
Pare T
p. 2 Delete discussion of methodology.
p. 3 Differencee between pure terms of trade effects and unbalanced trade
effects should be noted.
p. 3 Discuss export volume effects in regard to individual commodities and
commodity groups.
PeS Indicate meaning of actuval to hypothetical ratios for exports.
p. 6 After 1975, there were no further import savinge due to the

deceleration of economic growth, rather the cpposite; year-to-year changes are
measured by calculating differences between estimated values for successive
years.

p. 8 To link up the estimates of Tables 1 and 2, note should be taken of
the difference between the actual and the trend value of the resource gap.

p. 10 Changes in exchange rates are not just "curtailed™ but totally
excluded within the Franc Zone.

p. 10 Explain the operation of the Franc Zome and the role of the BCFAO.
ps 12 Revised data for 1979 and 1980 should be used.

pe 13 Explain the composition of the CEAO and the CEDEAO and the rules
under which they operate.

p. 14 Arabica, not arobusta.
p. 14 Statement on import licensing is umclear.

p-15 Are there any export subsidies?

-



April 27, 19381

Mr. Cutler
Pergamon Press Ltd.
Fairview Park
Elmsford, ¥ew York

Dear lMr. Cutler:

In reference to our telephone conversation I include a suggested
blurb for the book. If you find it too long you may wish to end the
second sentence with the words "world trade.” You may also wish to make

changes teo improve the style. Bl please check any changes with me.

I further enclose another copy of the photograph that will be
used on the cover. As I mentioned to you on the phone, I am anxlous that
the photo should show the details as this was done in publishing it in the
VWorld Bank Report which I earlier sent you.

Yours sincerely,

Enclosure & Bela Balassa

ce: Mr. Fellogg



THE NEWLY INDUSTRIALIZING COUNTRIES
IN THE WORLD ECONOMY

Bela Balassa

This volume is unique in its focus on the newly-industrializing
countries and in its combination of comparative analysis and
individual country studies. The COMPARATIVE ESSAYS place the
newly-industrializing countries in the context of the changing
patterns of industrial development and world trade, examine the
economic interdependence of countries at different levels of
development, and provide a critical evaluation of the policies

applied{

The COUNTRY ESSAYS analyze the development strategies of BRAZIL,
PORTUGAL, GREECE, TURKEY, HUNGARY, KOREA, and TAIWAN and make
recommendations for future policies. The author, Professor of
Political Economy at the Johns Hopkins University and Consultant
at the World Bank, has wide experience as a policy adviser to

developing countries)including those covered in the volume.

SERIOUS STUDENTS of world econmomy cannot afford to be without this

definitive contemporary study of the newly industrializing countries,




TREKEXXBEXMXRATLE CASLE APRIL 27, 1931
TELEX mean 23111 61991

MR. MEWMET GUN CALIKA. WEPAN SECURITIES BROKERASE, CDAKULE IS
MERKEZI ISTIKLAL CADDESI, 256 SEYOGLY, ISTANSUL, TURKEY

JULY FIRSY DATE CONFIREED. SINCERELY, BALASSA

Bela Dalassa
Bela Balassa
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TO:
FROM:

SUBJECT:

WORLD BANK / INTERNATIONAL FINANCE CORPORATION

e nenerrion: QEEICE MEMORANDUM

apageorgiou April 27, 1981

Bela Balassa, DRC "™~ DATE:

JAMAICA: The Manufacturing Sector

1, Your draft report provides some useful information on the Jamaican
manufacturing sector. At the same time, an analysis of export performance
would be necessary. From Table 4, it appears that manufactured exports
outside the CARICOM area hardly changed in dollar terms in recent years and a
decline is shown if we exclude food, beverages, and tobacco (mainly rhum).
The decline is even larger if the data are adjusted for price changes. Thus,
the devaluation does not appear to have led to increases in Jamaica’s non-
CARICOM exports.

2 The latter result would require explanation. You should also deal
with the question of trade diversion from non-CARICOM to CARICOM markets.
Finally, the possibilites of increased exports from existing capacity would
need to be examined. The discussion is rather vague on this point and I doubt
that "the low rate of investment in manufacturing in the seventies has caused
a considerable reduction in the capital stock of manufacturing and thus in
employment" (p. 15).

3 There is some confusion about equilibrium and parity exchange

rates. Adjusting for the difference between the actual and the free trade
exchange rate will reduce rather than increase the estimated extent of
protection. At the same time, the free trade exchange rate has nothing to do
with the parity exchange rate, since the latter shows changes in
competitiveness as compared to a base period.

4, The base period chosen for the calculation of the parity exchange
rate should be one of balance-of-payments equilibrium. The year 1975 will
therefore not be appropriate, given that it was a peak deficit year. Should
you use 1973 instead, it will be apparent that the 1980 exchange rate
appreciated in real terms, thereby reducing Jamaica’s competitiveness. But
you may have to go back to earlier years to find a situation of balance=-of-
payments equilibrium.

e The finding that the competitiveness of Jamaican export: declined as
compared to the early 1970s should be utilized as an argument in favor of
establishing a parallel exchange market. Note further that establishing a
parallel market would have the advantage of simplicity in administration, as
compared to some of the measures you consider. But, free access to imported
inputs should be extended to all exporters even if the parallel market is
instituted.

6. Among the other measures you recommend, the cash subsidy has a
budgetary cost that cannot be taken lightly. Such is not the case for foreign
exchange retention. At the same time, exporters should be given the right to
sell the retained foreign exchange. In countries with foreign exchange and
budgetary difficulties, this has been a favored device to provide subsidy to
exporters without burdening the budget.

cc: Messrs. Gonzalez-Cofino, LC2; A. Meyer, LC2; Westphal, DED

BBalassa:nc



CABLE APRIL 27, 1981
£1991

DR. MUKERREM HIC, ISTANBUL UNMIVERSITY, FACULYY OF ECONONMICS
INSTITUTE OF ECONCMIC DEVELOPRENT, ISTANBUL, TURKEY

COMMEXTS Ol QUESTIONNAIRE SENT OM FRIDAY 24. PLEASE CALL ™
COLLECT FOR DISCUSSIONS ON THE ORGANIZING OF WORK ON THURSDAY
HORNING (202) &76-1991. REGARDS, BALASSA

Bela Belassa

Fela Falasss

Bealassa:ne PRC - Director's Office
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April 24, 1981

Mr. Peter Rashish
Wolfson College
Oxford 0X2 6UD
England

Dear Peter,

The French counter-conference on the U.S., economy will take place
on September 10-11. I am writing today to one of the orgenizars, Christian

Stoffaes asking if vou could participate. He should contact you directly on
this. .

I enclose a copy of the French version of my paper which appeared
in Commentaire. The English version will be delay, I am afraid, due to Dick

Erb's busy schedule. TLast time I saw him, he spoke vaguely about publication
in a few months.

Yours sincerely,

Enclosgre Bela Balassa



- 842620628

MISS ROMDEAU, INTBAFRAD
PARIS, FRANCE 75115

APRIL 24, 1981
61991

STUDY WILL BE AVAILASLE IN JULY,. REGARDS, SALASSA

Bdalassane

Pela Balassa
fela Dalassa

BRC ~ Director’'s Office



April 24, 1981

Professor D. J. Daly

York University

Faculty of Administrative Studies
4700 Kelle Street

Dowvnsview, Ontario M3J 2Ré

Canada

Dear Professor Daly:

I am sorry to say that I do not have estimates on effective rates
reflecting the effects of the Tokyo round. You may, however, write to
Jan Tumlir at GATT who might have prepared such an estimate.

Youre sincerely,

Bela Balassa



April 24, 1981

Monsieur Christian Stoffaes
Ministére de 1'industrie
Centre d'étude et de prévision
101, rue de CGrenelle

75700 Paris

France

Dear Christian,

Thank you for your letter of April lst and the enclosure. I am
glad to see that the date of the Conference has been set for September 10-11,
when my teaching will not have yet started.

I hope that you are not serious in asking for a preliminary draft
of the paper by May lst and for a final draft by July lst, 1981. I would
certainly not be able to complete the French version of the paper for distri-
bution before July. However, I will have it translated into French at the
World Bank.

I think that the program is excellent and you have succeeded in
getting together a responsible group of people. I will miss, however, having
a genuine "supply-Bider.” I enclose a clipping that concerns Norman Ture,
the Under Secretary for Tax and Economic Policy at the Treasury, who would
be an excellent candidate.

You may recall that Peter Rashish was assisting Dick Erb at the
AETI Conference. He is now studying at Oxford and would like to have the
opportunity to participate at the Paris Conference. Peter has done a very
good job at the AEI and I think that he deserves to be given this opportunity.
It would only involve a letter indicating that he 1s free to come to the
Conference. lis address is, Wolfson College, Oxford OX2 6UD, England.

Yours sincerely,

Enclosure Bela Balassa



Mr. David W. Berk, EM2 April 24, 1981
Bela Balassa, DRC

Terms of Reference

I enclose 5 copies of the proposed Terms of Reference to my mission
for sending to the Turkish authorities. In the covering letter please note
that we will be arriving on May 17th, Sunday and would like to have the
first meeting with government officials the next morning. Also individual
appointments for the mission members should be made starting the afternoon

of the same day. I plan to send some additional details on appointment
requirements in a few days.

Enclosures
BBalassa:nc



April 24, 1981

Mr. Antonio C. Lemgruber

Director-Chefe

Centro de Estudos Monetarios
e de Fconomia Internacional

Fundagao Getulio Vargas -

Praia de Botafogo, 190 - 9

CEP. 22250

Rio de Janeiro, RJ

Brazil

Dear Mr. Lemgruber:

I have been delayed with a variety of things and will not pget
to sending you my comments on the revision of your study until next year.
I enclose a2 copy of the paper "Policy Responses to External Shocks in
Selected Latin American Countries” as well as a print-out of our estimate
for Brazil for the years 1974 to 1978. This should permit you to extend
your own estimates until 1978.

With best regards,

Sincerely yours,

Enclosures Bela Balassa



April 24, 1981

Professor Mukerrem Hic

Professer of Economics

Istanbul University

Faculty of Economics

Institute of Economic Development
Istanbul

Turkey

Dear Professor Hic:

Thank you for your letter of April 7th. In the meantime, I have received
comments on your questionnaire from three of my collaborators, all of whom
have experience in devising and utilizing questionnaires for effective
protection-domestic resource cost calculations.

I would like to emphasize that these comments are designed to help you
but you should decide on how you will take account of them. As noted below, I
myself disagree with several of the comments. Also, some of the suggestions
involve obtaining information which might not be necessary in the Turkish
context. Some general comments follow.

1. T tend to agree with the suggestion made by Papageorgiou that a
separate questionnaire be used to obtain information of a non-quantitative
nature. The use of such questionnaires has proved helpful in interpreting the
estimates and preparing the overall analysis and evaluation in studies on
other countries. I enclose a copy of a questionnaire designed for a study of
exporting firms. This explains the detail in Part I. However, many of the
questions in Part II to IX ghould be useful in the Turkish context also.

2. Part VI of the questionnaire inquires about capacity utilization. As
noted in your letter of April 7, this is an important issue for Turkey, given
the situation existing in 1980. In order to avoid overstating demestic
resource costs, it would be necessary to make calculations also by adjusting
for capacity utilization as described in the Methodology I sent you.
Suggestions made in Pursell”s comments should be helpful in this regard.

3. I doubt that exports to the USSR or COMECON would be of importance in
Turkey. Thue, the elaborate adjustment suggested by Papageorgiou and Pursell
may not be necessary.

4. T also wonder if subcontracting is likely to be important in Turkey;
perhaps one could deal with the matter by way of the non-quantitative
questionnaire. Tramsactions within the fim may also represent a special
case.



5. I agree with Papageorgiou and Pursell that your questionnaire may be
overly detailed. 1In fact, all the infomation you plan to collect may not be
necessary for the calculation, and for the interpretation, of incentive and
domestic rescurce cost measures.

6. As regards Table 3.0.0, I agree with Noel that ex factory values
should be used, with the exclusion of indirect taxes, but I doubt that exports
would be reportéd on a cif basis as Pursell suggests. At the same time, T
doubt the need for adding domestic transport cost to the cif import value as
Pursell appears to suggest.

7. 1In Table 4.0.0, international price comparisons require obtaining
detailed technical specifications for individual products as recommended by
Pursell. He is also correct in pointing to the importance of such price
comparisons, and to the difficulties involved. Finally, as Papagecrgiou
suggests, detailed information on incentive could be obtained by the use of
the non-quantitative questionnaire.

8. Comments made by Papageorgiou and Pursell on Tables 5.0.0, 6.0,0 and
7.0.0 are generally correct. I also agree with them that Table 8.0.0 ig
overly lengthy. At the same time, there is need for information on
administration, selling, and financial costs.

9. Table 9.0.0 is very important for revaluing the capital stock of the
firm. This would require obtaining information on the dates of purchase of

capital goods prior to 1970. However, as Pursell suggests, one can hardly ask
for much detail.

The World Bank is financing $53,200 out of the total budget of $76,100 1
prepared last January; the remaining $22,900 is to be provided by the
Govermment. We are suggesting to the Govermment that the Bank establish a
direct contractual relationship with you for the payment of researchers” fees
($30,000), office costs ($4,400), and part of the cost of sampling and
interviewing (£18,800 out of $38,900), with the Covernment financing the
remainder of the cost of sampling and interviewing ($20,100) as well as the

cost of domestic travel ($2,800). I hope that this is agreeable to you.
With best regards,

Sincerely yours,

Bela Ralassa



TO:

FROM:

SUBJECT:

WOR JANK 7/ INTERNATIONAL FINANCE CORPORATIL

OFFICE MEMORANDUM

Turkey Mission Members DATE: April 23, 1981
Bela Balassa, DRC

Arrangements for Mission

1. As you have already been informed, a meeting on the pre-mission

issues paper will be held on Monday, April 27th at 10:30. Immediately
following this meeting, I would like to hold a short meeting of the mission
members to discuss preparations for the mission.

25 We are sending today a description of the tasks of the mission (pp.
5-8 of the pre-issues paper) to the Turkish government. I would further like
to ask the govermment to make arrangements for appointments for the members of
the mission and to provide the necessary data at the time of arrival. Please
give me your requirements next Monday.

3. You should arrive in Turkey on May 17th, Sunday to participate at a
meeting with government officials the next morning. I am asking that
individual appointments be made starting the afternoon of the same day.

4. In preparation for the mission, I suggest that all mission members
read "Turkey: Policies a d Prospects for Growth, 1980." The red cover version
of this report is exhausted and you should obtain the grey cover version
together with the postscript "Turkey: Policies and Prospects for Growth."
Furthermore, I enclose for your reading "Turkey: Second Structural Adjustment
Loan,"” March 20, 1981, and my back-to-office and its supplement, January 22,
1980. Finally, you may also wish to get sectoral reports from the Division
that are available in white cover.

Enclosures
BBalassa:nc



Ms. Virginia Hitchcoeck, IPA April 23, 1981
Bela B8alassa, DRC

Reprint Series

g

I enclose in two copies the following papers for the Reprint Series.
They have all been accepted by the Editorial Sub-Committee.

1. "Growth Policies and the Exchange Rate in Turkey"
2. "Trade in Manufactured Coods: Patterns of Change"

3. "Cambios en la divisién international del trabajo en productos
manufacturadoes"

4. "La Ponda de Tokio y los paises en desarrollo”

I enclose a letter from Meban Securities authorizing the reprinting
of my paper on Turkey. 1 further enclose a letter from the Instituto para la
Integratién de America Latina giving approval for reprinting all recent and
future Spanish translations of my papers published in Integracién Latinocamericana.
I understand that you have a similar blanket approval from World Development
in which my paper listed in 2. above appeared.

As regards your memo of March 26th, I wish te include my “The Newly
Industrializing Countries after the 0il Crisis” in the Reprint Series. Among
the papers using my methodology on policy reactions to external shocks. this
is of greatest interest. 1t will appear in the next issue of the
Weltwirtschaftliches Archiv. Permission for reprinting is enclosed.

Enclosures
BBalassa:nec



BANCO INTERAMERICANO DE DESARROLLO

M!&/ﬂea é j;ffd 2azciore de \_%?&'Zﬁm %&bza

DIRECTOR

Buenos Aires, April 3, 1981

Mr. Bela Balassa

The World Bank

1818 H Street N.W.
Washington, D.C. 20433

Dear Mr. Balassa:

By means of this létter, INTAL/IDB gives
permission for including in the World Bank Reprint
series all our recent and futureSpanish translations of

your papers published in Integraci6én Latinoamericana,
giving due credit to our publication.

Most cordially yours,

Eduardo R. Conesa

ERC/cgv



MEBAN SECURITIES BROKERAGE and FINANCE CORPORATION

Odakule Is Merkezi istiklal Caddesi, 286 Beyoglu-Istanbul/ Turkey
Telephone: 45 86 66-45 5321 Telex: 22685 TRTK TR /22875 ASDI TR

To whom it may concern: 10 April 1981

This is to certify that Pr.Bela Balassa
(currently of the Johns Hopkins University

at Baltimore, Md.) is fully authorized to
reproduce at his discretion in partial or
complete form, his paper : " Growth Policies
and the Exchange Rate in Turkey ", ‘which

was delivered at a conference organized by

us on 20-21 July 1979. Professor Balassa

is similarly granted full discretion to have
the said paper reprinted in any publication
that he deems fit, either in partial or
complete form, with the sole condition that
mention be made of the fact that the paper
was initially delivered at the Meban Conference.

Meban
Securities Brokerage
and Finance Corporatj



Dr. H. Miiller-Groeling

Institut fir Weltwirtschaft 23 Kiel, ¥sx January 5, 1981/mg-ws
+ B s Disternbrooker Weg 120/122
an der Universitat Kiel Senicd: | OATH S48
: Durchwahl 884/App. .2 28
Redaktion ' Anschrift: 2300 Kiel 1, Postiach 4309

Drohtanschrift: Weltwirtschaft Kiel

Professor

Bela Balassa

The World Bank

1818 H Street, N.W.

Washington, D.C. 20433/USA

Dear Professor Balassa,
We grant permission as requested to include your paper

"The Newly-Industrializing Developing Countries
After the 0il Crisis"

in the Reprint Series of the World Bank under the condition
that Weltwirtschaftliches Archiv is Cclearly mentioned as
the source of first publication.

Sincerely yours,

Hubprtus Miiller-Groeél



April 23, 1981

Mr. Abel Mateus
Research Department
Banco de Portugal

Av. de Republica 57-60
1094 Lisboa Codex
Portugal

Dear Mr. Mateus:

I provide below some comments on the revision of Parts T and II of your
study. These comments supplement my memorandum of April 8, 1921,

I have only a few comments on Chapters I and IT of Part T; they are
contained in the enclosure. Chapter IIT is very interesting but it contains
too mary numbers per page. Also, in interpreting the effects of policy
- responses, keep in mind that the estimates shown for a particular vear refer
to changes as compared to the "1972" average; to obtain year-to-year changes,
differences in the estimates for successive years should be taken.

The conclusions need strengthening. Apart from the use of the various
indicators referred to in Para. 2 of my memo, you should draw the lessons of
the post-Revolutionmary experience and indicate your expectations as to policy
responses to the 1979-80 oil shock.

There are too many tables in Part I. Apart from the "standard™ table
deseribed in my memo, I suggest that you retain Tables 1, 6, and 7 that
provide interesting additiomal information and incorporate real exchange rate
calculations made by using production cost data in the exchange rate table.
In presenting the estimates in the "standard” tables, dollar figures without
decimals should be used. In all tables, as well as in the text, percentages
should be shown with one decimal.

Part IT shows the resulte of a considerable amount of research but it is
too detailed and contains too many tables. Also, it needs to be reorganized
in accordance with the outline contained in my meme. Some general comments on
individual chapters follow.

Chapter 1 is far too long and containe too much data, nor does it belong
in Part IX¥. It should rather come, in a2 shortened form (3-5 pages), as an
introduction to the entire volume and should include no more than two summary
tables, giving data on changes in aggregate expenditures savinge rates, ICOR,
and the gectoral composition of CNP. The section on the post—-Revolution
period should be included in the conclusions to Part I,



Chapter 2 does not belong to Part II of the volume either. It could be
included, in a greatly abbrevisted form in the introduction te the entire
volume. In this way, the information relating to the pre-1973 period will
precede the analysis of the post-1973 period. Retain Tables 11 and 12 in a
combined and abbreviated form. In view of space limitations, the other tables
should be omitted.

Chapter 2 provides some interesting discussion of the relatiomship
between domestic resource cost ratios, private profitability, export
performance, and capital-labor ratios. Provide in a single table the data for
these variables and calculate rank correlation coefficients for each pair.
However, delete all tables providing information on input coefficients. Also,
only direct DRCs should be reported.

It is not made clear 1f the tariffs used in calculating nominal and
effective protection rates pertain to all imports. My understanding is that
lower tariffs apply to imports from the FEC and FFTA. Protection rates for
these imports should be calculated and their relative importance indicated.
Also, in the discussion, more emphasis should be given to changes in
protection rates between 1974 and 1977.

Please check the calculation of the ranmk correlation coefficient hetween
ERPs and DRCs. The result seems to be too low in view of the relatively few
ad justments made. But, if the result is correct, more attention should be
- given to explaining differences for particular product groups.

Table 3.14 should include information on imports under surcharge in
effect in 1977 that is used in earlier tables. Tmn turn, Table 3.15 needs
clarification and the extent of import restrictions on consumer goods should
be discussed in detail in the text. This should be done before the estimates
on effective protection are presented.

In Chapter 4, investment incentives should be discussed before you get to
the allocation of investment. At the game time, the earlier rebate system as
well as the new, integrated system of fiscal and financial incentives should
be criticized from the economic point of view.

On the alleocation of investment, delete the detailed tables on the
structure of manufactured investments and replace them by a table indicating
changes over time in the relative importance of public and private investment
and in the sectoral composition of public investment. As regards the Sines
complex, some of the estimates of the internal rate of return are of doubtful
validity and the discussion should also cover the economics of the investment
in steel. At the same time, you should avoid giving the impression that a
gain in foreign exchange is additional to the internal rate of return; the
latter should take account of the scarcity of foreign exchange by including a
shadow exchange rate in the calculations. On the whole a more critical
analysis of the Sines complex is warranted; in this connection T enclose, on a
confidential basis my comments on an earlier version of the Bank report on
public investment in Portugal.

I further enclose the paper on the three Latin American countries
referred to in my memo. Finally, in a week or so, I will send you our
caleculations of poliecy responses to external shocks in Portupal that provides



estimates until 1978. Our calculations do not include tourism and workers”
remittances. While there may be differences between your and our basic data,
feel free to use your own when you consider them more appropriate.

Finally, T would like to ask you to pay particular attention to English
style. Also, as the volume is destined for a wide audience, great clarity in
the expressions used is necessary.

Yours sincerely,

Enclosures Rela RBalassa

P.S. 1 was sorry to hear that you are not coming to the Fund after all.



Comments on Portugal Study

Bela Balassa
PART 1
Introduction
pe 1 It 1s not clear what period the growth rates refer to.
I. External Shocks
pe 3 The expression "terms of trade effect™ should be used to refer to the

sum of the pure terms of trade effect and the unbalanced trade or inflation
effect. These effects should be related to the average value of trade and to
GNP, both expressed in "1972" prices.

pp+ 3=5 The discussion of terms of trade effects should he clarified and
terms of trade effects for merchandise export trade and for tourism and
workers” remittances separately considered. Indicate further the method of
calculation used for the latter.

pp. 6~7 Discuss volume effecte for merchandise exports as well as for tourism
and workers” remittances, indicating the method of calculation used for the
latter.

p. 6 Do not include formulas in text.

pe T The effects of the loss of colonies on exports is measured by changes
in export market shares and should be discussed at a later point.

pe 7 Changes in the prices of intermediate products should be discussed in
conjunction with tems of trade effects.

ITI. Policy Responses to FExternal Shocks

p. 9 Note that additiomal net external financing is defined as the
difference between the actual and the trend value of the resource gap.

p. 10 All figures should be expressed in million dollars; do not use
decimals. In turn, use one decimal for percentage changes.

pe 13 Give reasons for gainms in FEFC markets and for losses in EFTA markets
and in the United States.

ITI. The Policies Applied

p. 16 One cannot speak of spectral analysis in this context.

p. 16 Again, the reference to "the deterioration of the terms of trade and
the pure price effect” is misleading. Also, there should be a tramsition in
the discussion between changes over time and data for the latest year.

p. 18 Give full citation of your paper.



p. 21 Loss to firms should be expressed in U.S. dollars or as a percentage
of GNP.

p. 21 Is illegal construction estimated in Portugal?
pe 21 Inventories could not have decreased by 120 percent.
p. 21 Again, the footnote should contain full citation.

p. 22 The reference to distortion associated with a high consumption share
should be clarified.

pe 24 A 3 percent reduction in Mz is not large.
p. 24 The "existing financial dietortions” were not discussed earlier.
p. 25 Reference to basic balance should be deleted.

p. 30 Delete comparisons with Latin American countries and references to
Carter.

p. 33 For 1980, actual data should be used.
Conclusions |

p. 34 External shocks should be expressed in temms of average figures for
the entire period.

Part II

1. The Seventies and the Sixties: the Balance of Two
Decadee of Fconomic Crowth

ps 1 We can hardly gpeak of a take—~off in the early sixties in Portugal
that was already a middle-income country at the time. Rather, reference
should be made to the pre-~conditions of rapid econemic growth.

p. 1 I doubt that the increase in real savings 1s explained by the growth
of financial intermediation.

p. 1 Per capita incomes should be given in the constant prices of a recent
year; data for the early sixties should also be provided.

p. 2 The escudo was not devalued in the first half of the sixties.

p. 5 How was the remainder of the trade deficit covered? Portugal
accumulated reserves in 1972 and 1973.

p. 6 The statement about the decline of competitiveness relates to exports
rather than to imports.

pp. 7-8 The low incremental capital-output ratio shows the success of
Portuguese economic policies.



p. 9 The experience of 1970-73 ghould not be discuseed in the section on
the post-Revolutionary period.

p. 10 The question needs to be raised if the emphasis on heavy industry has
not been overdone.

p. 11 Increase in agricultural productivity will also contribute to
employment by creating demand for nonagricultural goods.

2, Outward-l.ookin_:‘ and Iwurd-lnetiq Policies: Factors of Industrial Growth

See general comments.

3. Measures of Feonomic Efﬂciaggzl Comparative Adwntsu

and Costs of Protection

ps 17 No need to provide discussion of general equilidrium and formulas for
estimating DRC.

pe 22 The value of labor”s marginal productivity in agriculture should be
indicated.

p. 25 It 18 not clear why one should caleulate with a real rate of
devaluation of 4 percent a year. Also, referemces to the Chakravarty-Solow
type model should be clarified.

p. 28 Provide the basis for the assumption that the shadow exchange rate
was 20 percent above the official exchange rate in Portugal. This will
require a consideration of the structure of protection.

p. 38 Reference to Schydloweky and to Bhagwati~Srinivasan should be
omitted. Do not report "Schydlowsky-rates.”

p. 46 The protective effects of previocus registration should be discussed
in some detail.

4. Investment Incentives Policies in Portm

p. 53 The last sentence on the page is unfinished.

p. 54 It does not appear that Portugal would have a comparative advantage
in the production of fertilizers given the high import cost of energy.

p. 65 The drawback system should be described in more detail.



April 23, 1981

Mr. Abel Mateus
Research Department
Banco de Portugal

Av. de Republica 57-60
1094 Lisboa Codex
Portugal

Dear Mr. Mateus:

I provide below some comments on the revision of Parts I and IT of your
study. These comments supplement my memorandum of April 8, 1981.

I have only a few comments on Chapters I and II of Part I; they are
contained in the enclosure. Chapter III is very interesting but it contains
too many numbers per page. Also, in interpreting the effects of policy
responses, keep in mind that the estimates shown for a particular year refer
to changes as compared to the "1972" average; to obtain year—to-year changes,
differences in the estimates for successive years should be taken.

The conclusions need strengthening. Apart from the use of the various
indicators referred to in Para. 9 of my memo, you should draw the lessons of
the post-Revolutionary experience and indicate your expectations as to policy
responses to the 1979-80 o0il shock.

There are too many tables in Part I. Apart from the "standard” table
described in my memo, I suggest that you retain Tables 1, 6, and 7 that
provide interesting additional information and incorporate real exchange rate
calculations made by using production cost data in the exchange rate table.
In presenting the estimates in the "standard" tables, dollar figures without
decimals should be used. 1In all tables, as well as in the text, percentages
should be shown with one decimal.

Part II shows the results of a comsiderable amount of research but it is
too detailed and contains too many tables. Also, it needs to be reorganized
in accordance with the outline contained in my memo. Some general comments on
individual chapters follow.

Chapter 1 is far too long and contains too much data, nor does it belong
in Part II. It should rather come, in a shortened form (3-5 pages), as an
introduction to the entire volume and should include no more than two summary

tables, giving data on changes in aggregate expenditures savings rates, ICOR,
and the sectoral composition of CNP. The section on the post-Revolution
period should be included in the conclusions to Part I.



Chapter 2 does not belong to Part II of the volume either. It could be
included, in a greatly abbreviated form,in the introduction to the entire
volume. Tn this way, the information relating to the pre-1973 period will
precede the analysis of the post-1973 period. Retain Tables 11 and 12 in a
combined and abbreviated form. In view of space limitations, the other tables
should be omitted.

Chapter 3 provides some interesting discussion of the relationship
between domestic resource cost ratios, private profitability, export
performance, and capital-labor ratios. Provide in a single table the data for
these variables and calculate rank correlation coefficients for each pair.
However, delete all tables providing information on input coefficients. Also,
only direct DRCs should be reported.

It is not made clear if the tariffs used in calculating nominal and
effective protection rates pertain to all imports. My understanding is that
lower tariffs apply to imports from the EEC and EFTA. Protection rates for
these imports should be calculated and their relative importance indicated.
Also, in the discussion, more emphasis should be given to changes in
protection rates between 1974 and 1977.

Please check the calculation of the rank correlation coefficient between
ERPs and DRCs. The result seems to be too low in view of the relatively few
ad justments made. But, if the result is correct, more attention should be
given to explaining differences for particular product groups.

Table 3.14 should include information on imports under surcharge in
effect in 1977 that 1s used in earlier tables. In turn, Table 3.15 needs
clarification and the extent of import restrictions on consumer goods should
be discussed in detail in the text. This should be done before the estimates
on effective protection are presented.

In Chapter 4, investment incentives should be discussed before you get to
the allocation of investment. At the same time, the earlier rebate system as
well as the new, integrated system of fiscal and financial incentives should
be criticized from the economic point of view.

On the allocation of investment, delete the detailed tables on the
structure of manufactured investments and replace them by a table indicating
changes over time in the relative importance of public and private investment
and in the sectoral composition of public investment. As regards the Sines
complex, some of the estimates of the internal rate of return are of doubtful
validity and the discussion should also cover the economics of the investment
in steel. At the same time, you should avoid giving the impression that a
gain in foreign exchange is additional to the internal rate of return; the
latter should take account of the scarcity of foreign exchange by including a
shadow exchange rate in the calculations. On the whole a more critical
analysis of the Sines complex is warranted; in this connection I enclose, on a
confidential basis,my comments on an earlier version of the Bank report on
public investment in Portugal.

I further enclose the paper on the three Latin American countries
referred to in my memo. Finally, in a week or so, I will send you our
calculations of policy responses to external shocks in Portugal that provides



estimates until 1978. Our calculations do not include tourism and workers”
remittances. While there may be differences between your and our basic data,
feel free to use your own when you consider them more appropriate.

Finally, I would like to ask you to pay particular attention to English
style. Also, as the volume is destined for a wide audience, great clarity in
the expressions used is necessary.

Yours sincerely,

Enclosures Bela Balassa

P.S. I was sorry to hear that you are not coming to the Fund after all.



April 23, 1981

Mr. Luc Fauvel

Secretary General

International Economic Association
Camino al Ajusce No. 20

Apartado Postal 20-671

Mexico 20, D.F.

Mexico

Dear Mr. Fauvel:

Please excume the delay in answering your letter of March 1llth.
My paper will be written in English and translated into French at the
World Bank. The translation might not be finished by June 15th however,
in which case I would send the English language text to participants.
Please let me have the list of names and addresses; there is no need to

reimburse for the cost involved. The Bank will alsc pay my travel cost
to Athens.

Please let me know the exact location of the Conference. May I
add that, due to other obligations, I will be arriving with a delay of two
days. Thie should not cause problems, however, since my paper ie scheduled
for the last day of the Conference.

Yours sincerely,

Bela Balasea



TO:

FROM:

SUBJECT:

PVLIIILU DAINIA 7 TINTERINATTIVINAL FINANLE UURFURALTITIUN

OFrICE MEMORANDUM

Mr. Nicolas Ardito-Barletta, LCNVP DATE:  ppri1 22, 1981
Bela Balassa, DRC

Chile Reportrb\

X

1 The "Current Economic Memorandum on Chile"” reviews economic
developments since the report on "Chile: An Economy in Transition." It
confounds the critics of the earlier report, one of whom expressed the view
that the report "does not succeed, in my judgment, to present a fully
convincing case in support of its central hypothesis [according to which the
Chilean government] has introduced policy changes which have opened the door
to a more rapid and sustained growth in output and employment” (Parvez Has:zn,
"Chile: An Economy in Transition,” March 14, 1979).

2. The present report describes Chile”s achievements in rapidly
increasing output in the major sectors of the economy, including agriculture
that stagnated in the previous decade; expanding nontraditional exports at a-
high rate; establishing a balanced budget and reducing the rate of growth of
the money supply; and attaining improvements in various social indicators in
conjunction with the establishment of a "safety net."” On the negative side,
the rate of unemployment remained above the 1972 level and large profits were
made on the domestic-foreign interest rate differential by those who were able
to borrow abroad, although these profits are over-stated by neglecting the
fact that risk and uncertainty would keep the domestic interest rate above the
world market interest rate even under free capital movements (Para. 78-80).

3= The report is a model of clarity in discussing these and other
issues. It does not, however, offer an explanation for the rapid increase in
real wages in the face of high unemployment and for the relatively high rate
of inflation which, incidentally, declined after 1979. Furthermore, the
report does not provide a synthesis of Chilean economic performance and it
deals rather perfunctorily with the effects of policy measures, such as the
adoption of positive real interest rates, the institution of a land tax, and
the replacement of social security contributions by a self-financed pension
scheme.

4. It would be of considerable interest for the Bank, and for the
development community at large, to provide an overall appraisal of the Chilean
experience and to draw the lessons of this experience. It would also be
desirable to examine in some detail the effects of the various policy schemes
introduced in Chile to improve the workings of the market mechanism, which
have often been recommended in other developing countries as well.

5. The statement made in the report that "GDP growth in 1978/79 was well
in excess of the four percent annual average of the 1960°s"” (Para. 6) does not
fully recognize the changes in Chile”s growth performance. To begin with, GDP
growth averaged 7.5 percent in 1978/79 while the four percent annual average



growth rate in the 1960°s may he exaggerated. Also, GDP growth rates in the
1960s were overstated because price distortions raised the weight given to the
relatively rapidly growing manufacturing sector and a substantial part of
expansion in this sector was oriented towards high-cost, inefficient
activities. Finally, while the world economy was buoyant in the 1960s, the
7.5 percent growth rate in 1978/79 was achieved in a slowly growing world
economy and Chile”s GDP continued to grow at a rate of 6.5 percent in 1980
when the world economy stagnated.

6. The poor "quality" of growth in the 1960s is reflected in the
existence of "outmoded capacity” in the manufacturing sector that is
repeatedly referred to in the report (Paras. 9, 14, 65). One wonders,
however, if these statements sufficiently take account of the installation of
modern capacity in recent years. The latter may also have contributed to the
rapid rise of real wages, although this may have more to do with the indexing
of wages which provides a floor to increases in wages.

7. The report appears to be overly pessimistic as regards exchange rates
and the balance of payments in Chile. While it is true that the exchange rate
appreciated in real terms over the past two years, this followed a
considerable depreciation in the previous few years as indicated in the
earlier report. There is a contrast here with Argentina which did not start
out with an undervalued exchange when it adopted a fixed exchange rate policy.

8. As regards the balance of payments, distinction should be made between
"autonomous” and "accommodating"” items. Apart from trade in goods and
services, private capital flows belong to the first category while public
borrowing abroad for the purpose of financing a deficit resulting from
autonomous items belongs to the second. In Chile”s case, the autonomous flows
gave rise to a surplus in 1980 as increases in reserves exceeded net foreign
borrowing by the public sector.

9. Concerning possible future changes, the of ficial Bank projections
used in the report appear to overestimate prospective increases in petroleum
prices. Rather than the assumed 3 percent annual increase during the 1980s,
indications are that the real price of petroleum may not rise at all and mry
well decline this year and next. It would be desirable to indicate the
implications of alternative petroleum price projections for Chile”s balance of
payments and to note the effects petroleum price increases had on the current
account in 1980.

10. Finally, T find the projected rate of growth of exports, in
particular for manufactured goods, overly low. The projected increase of 8-10
percent a year is below my estimate of 12.5 percent for the developing
countries in the 1980s ("Prospects for Trade in Manufactured Good between
Industrial and Developing Countries, 1978-1990," World Bank Reprint No.

156). At the same time, given the outward-oriented policies applied and its
small market share, Chile should be able to increase its share in the future.



11. Rapid growth of manufactured exports, and efficient import
substitution, cannot be accomplished if the industrial structure is highly
fragmented. One may wonder, therefore, if "increasing concentration of
economic power could ... endanger Chile”s free market strategy"” (Summary and
Conclusions, Para. 10). And, foreign competition does act as a powerful anti-
monopoly device, so that the strengthening of anti-trust regulations may not
be necessary.

cc: Messrs. Lari, LC1; Lerdau, LC2; Glaessner, LCP; Aguirre-Sacasa, LC1;
Pfefferman, LCNVP; Landau, LCNVP; Levy, LC2; Meo, LC1;
Ms. Shirley, LCl; Chernick, PPR; Landell-Mills, PPR;
Leiserson, DED; Hasan, AENVP; Holsen, ASNVP;
Koenig, Lipsky, Robichek (IMF), DRC Senior Staff

BBalassa:nc



April 21, 1981

Professor Paul Streeten
Boston University
Department of Economics
Boston, Massachusetts 02215

Dear Paul,

I enclose in two copies my paper "Structural Adjustment Policies
in Developing Countries.” T would appreciate your early amnswer concerning
your possible interest in publishing it in World Development.

With best regards,

Yours sincerely,

Enclosures Bela Balassa



Mr. David W. Berk, EM2 April 21, 1981
Bela Balassa, DRC

Pre-Mission Issues Paper

I enclose the revised version of the Pre-mission Issues Paper.
It was typed after I left and might contain some errors. I will have
a chance to read it Tuesday night and will call you if any changes are
necessary. Please wait for my call before distributing the memo.

cc: Mr. Dubey, EMNVP

Enclosure

BBalassa:nc
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FROM:

SUBJECT:

WORLD "~ 'IK / INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

Mr. David W. Berk, EM2 DATE:  April 21, 1981

Bela Balassa, DRC?E\

Pre-Mission Issue;\Paper

I enclose the revised version of the Pre-mission Issues Paper.
It was typed after I left and might contain some errors. I will have
a chance to read it Tuesday night and will call you if any changes are
necessary. Please wait for my call before distributing the memo.

cc: Mr. Dubey, EMNVP

Enclosure

BBalassa:nc



TURKEY

Industrialization and Trade Strategy Mission

Pre-Mission Issues Paper

1, Thé mission will review the implementation of the January 1980 reforms
and the changes that have occurred in the policy orientation of the Turkish
government. It will analyze the measures taken so far, and proposed to be
taken in the future, with a view to making recommendations in various policy
areas that have relevance for industrial development and trade in goods and
services

Recent Economic Developments

2. Turkey is a semi-industrialized country, with an estimated per capita
income of $1330. Until recently, its development strategy was oriented
towards import substitution in a market of about 45 million people. As a
result, Turkey has one of the lowest import shares in the gross domestic
product, approximately 9 percent. The share of exports is even lower, 4
percent, reflecting Turkey”s large trade deficit that is only partly financed
by workers” remittances.

3. Turkey responded to the quadrupling of oil prices by borrowing abroad,
which permitted maintaining relatively rapid rates of economic growth in the
mid-seventies. The resulting accumulation of external debt, however, brought
into question Turkey”s creditworthiness. By 1977, borrowing possibilities
were exhausted and the rescheduling of the debt became necessary.

4. The increased foreign exchange stringency due to the lack of
possibilities for further borrowing abroad and the adverse effects of import
substitution-oriented policies on exports, led to a slowdown of economic
growth in 1978, and to virtual stagnation in 1979. At the same time,

inflation accelerated, notwithstanding controls on the prices of commodities



produced by the State Economic Enterprises (SEEs) which were not managed on
the basis of economic principles. Turkey also suffered the effects of
artificially low interest rates, which discouraged savings and the
repatriation of workers” remittances, hindered the process of financial
intermediation, and encouraged capital-intensive activities.

5. The policy reforms instituted in the course of 1980 aimed at opening
the economy and increasing the role of prices and markets. The principal
measures introduced in January 1980 were a large devaluation, accompanied by
increased export incentives and the simplification of import regulations; the
liberalization of foreign investment; and the relaxation of controls on the
prices of most commodities produced by the SEEs. Subsequently, in June 1980,
the rediscount rates of the Central Bank on short-term credits were raised
from 14 percent to 26 percent and interest rates paid to savers, and charged
to borrowers, were freed, although a "gentlemen”s agreement” among banks
limited the extent of increases in the rates.

6. The effects of the reforms were slow in coming. Until September 12,
when the military assumed power, production was disrupted due to the
intensification of violence, the decline in labor discipline, and the spread
of strikes, with 7.7 million work—days lost in the first eight months of 1980
as compared to 1.1 million work-days in the corresponding period of 1979.
Given these circumstances, and the tradition of selling on the highly
protected domestic markets, the private sector did not make the effort
required for vigorous export expansion. Also, increases in prices were not

accompanied by changes in the modus operandi of the SEEs. With the rise in

the cost of oil imports, the balance of trade deteriorated further,

necessitating additional further debt rescheduling.



7. Improvements occurred after September 1980. Exports —- in particular,
manufactured exports —- grew rapidly, foreign direct investment increased, and
domestic savings roée. Furthermore, following a temporary acceleration in
October 1980 when the military announced a 70 percent wage increase, the rise
of prices decelerated.

8. The January 1981 reforms carried further the liberalization process
begun a year earlier. The newly-instituted measures include the
liberalization of imports, involving the abolition of quotas; greater
incentives to exports in the form of credit and tax preferences; the reform of
direct and indirect taxes, aimed at improving the efficiency and the buoyancy
of the tax system; and the increased autonomy of the SEEs. Nevertheless, much
remains to be done to modernize the Turkish economy. This is apparent from
the following review of outstanding problems in various policy areas.

Policy Issues in Particular Areas

9. The abolition of import quotas notwithstanding, a wide range of
products remain subject to import licensing. Also, tariffs are high and tend
to vary to a considerable extent among products at the same level of
transformation as well as between inputs and outputs. Import protection in
the form of licensing and tariffs discriminates against manufactured and
primary exports, and its effects are offset only in part by export incentives,
which are particularly inadequate as far as the exports of machinery and
equipment and construction abroad are concerned.

10. Apart from inadequate incentives, small and inadequately specialized
plants established behind high protection have made the shift to exportation
difficult. Correspondingly, Turkey has not exploited its potential to export
manufactured products to the European Common Market where it enjoys

preferential treatment and to nearby and buoyant Middle Eastern markets.



Vi Overmanning, the inadequate compensation of managers and lack of
discretion in firm decision-making have also hindered exports by the SEEs. At
the same time, the pfOposed reforms have not come to grips with the need to
provide apﬁropriate incentives to export and to compete with private firms

- and, eventually, with imports.

12. Nor has.Turkey utilized its potential for exporting agricultural
products in raw and in processed form. The prices of inputs and outputs are
out of line with world market prices; the investment allocation of the sector
has been low; and there are inadequacies in regard to institutional
arrangements and cooperative factors. These deficiencies concern extension
services, erosion control, storage facilities, agricultural credit, marketing,
as well as transportation and port facilities.

13. Similar considerations apply to tourism, where Turkey”s potential
advantages in terms of natural resources and cultural sites have not been
exploited. Apart from political uncertainty, the lack of infrastructure has
been a constraint to the expansion of tourism. At the same time, the danger
is that, in the absence of an overall plan, decisions on tourism will be made
in a piecemeal fashion.

14. Industrial development, understood in a larger sense to include food
processing, the exportation of goods and services, and efficient import
substitution has also suffered from the existence of an antiquated tax system
in Turkey. The system of income taxes does not provide adequate incentives
for work and risk-taking and social security legislation has raised the cost
of labor to a considerable extent. The January 1981 reforms have improved the
situation but the implications of inflation have not been fully taken into

account. Also, the reform of indirect taxes is yet to be undertaken.



15. Also, real interest rates continue to be negative in Turkey and the
banking system tends to be monopolistic. Correspondingly, financial
intermedigtion does not adequately meet the needs of modern industry. Stock
and bond markets too, are in a rudimentary stage.

The Tasks of the Mission

16. The foregoing discussion may serve as a basis to define the tasks of
the mission in pursuing the general objectives outlined in Para. 1. These
tasks further include reconnaissance in regard to macro-relationships and
industrial structure that will provide a framework for the discussion of
policy issues relating to industrialization and trade strategy.

17 The mission will make estimates of recent and prospective future
changes in macro-economic variables, including the gross national product,
employment, the money supply, government receipts and expenditures, exports,
imports, and other items in the balance of payments. Past data and future
projections on output exports ;nd imports will be generated in sectoral detail
that permits consideration of the possible impact of policy changes on
industry and trade.

18. The mission will review the system of protection and export
incentives. The review will concern relative incentives to import
substitution and exports, incentives to manufacturing as compared to primary
protection, and the variability of incentives among industries. It will
further examine the instruments of import protection and export incentives,
with a view to indicating the possibilities for replacing quantitative import
restrictions by tariffs and the appropriate choice of export incentives.

19. A review of investment incentives will be undertaken, covering domestic
as well as foreign investment, with consideration given to the administrative

regulations pertaining to the latter. The possible bias in the incentive



system favoring capital-intensive over labor-intensive activities and large-
scale enterprises over small-and medium-scale firmms will also be

investigated. The analysis will further extend to regional incentives and to
obstacles‘to regional development.

20. The choice of capital-intensive industries and production processes is
also affected.by the system of income and social security taxation that bears
on industrial development and trade in general. The mission will evaluate the
possible effects of the recent and prospective reforms of these taxes. It
will further examine the proposed reforms of indirect taxes and their
incentive effects.

21, The capital intensity of production is also influenced by the level and
structure of interest rates, which affect the availability of investible funds
and the process of financial intermediation. The mission will analyze the
recent interest rate reform, the structure and the competitiveness of the
banking system, the sectoral allocation of loans, and the availability of
medium-and long-term financing with a view to gauging their potential impact
on industry and trade.

22 The mission will review the institutional framework in which
manufacturing industries operate and examine factors affecting the growth of
productivity, such as research and development and labor training.

Information will also be obtained on the development of private and public
industries, including data on output, employment, factor intensity, the
relative importance of domestic and foreign markets, as well as technology,
costs and profitability. The data will be used to examine the efficiency of
private and public enterprises and to consider the prospects for exports and

import substitution in a comparative advantage framework.



23, 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, sﬁch as scale, product specialization, technology, capital-intensity,
labor training, international subcontracting, and marketing in general.
Attention will further be given to the possibilities for foreign investment
and for Bank projects in their industries.

24. As regards the public sector, the mission will focus on the influences
that hinder efficient operations in general and the expansion of exports in
particular. This will involve examining existing incentives and constraints
for the SEEs, the system of management, and the character of interventions by
the central authorities.

25, The mission will analyze the development prospects of agro-industries
and the agricultural sector in general, with particular emphasis on export
growth and comparative advantage. Consideration will be given to the
incentives affecting agricultural production and food processing, together
with institutional arrangements and the availability of cooperative factors.
The potential contribution of foreign investment in food processing will
further be investigated.

26. The mission will examine recent trends and prospective developments in
tourism, taking account of Turkey”s comparative advantages in this sector. It
will further examine the potential impact of the sector on the balance of
payments and evaluate its investment requirements. Finally, the possible role
of private and foreign investors and the system of govermment incentives in

tourism will be assessed.



The Composition of the Mission

1. Bela Balassa, (DﬁC)

2 Jayanta Roy, (EM2)

3. Seok Hyun Hong, (EM2)

4. Jose da Silva Lopes

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

8. consultant

9. IPD staff member

10. Pasquale Scandizzo, (AGR)

11. G. Swamy (EPD)

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

confirmed

confirmed

confirmed

conf irmed

conf irmed

confirmed

conf i med

to be

conf irmed

to be

confirmed

confirmed

confirmed



12. Isabelle Girardot-Berg agriculture and processed food confirmed
13. David Davis tourism confirmed
14. Bank staff member secretary to be

conf irmed



April 20, 1981

Mr. André Barsony

OFECD Development Center
94 rue Chardon-Lagache
Paris 75016

France

Dear André,

The preface reached me only 2 few days ago. I enclose some
proposed revisions. The revisions aim at eliminating the apparent
conflict between the second and the third paragraphs and giving more
attention to policy responses, the analysis of which represents the
principal contribution of the study.

Aone alse sent me the text of chapters II, III, and 1V. T was
surprised to see that the latter includeg the section "A Perspective of
the Debt Situation” which was not part of the previous version of the
chapter that was sent to me for review. I have some specific comments on
this section but also question its place in the volume as a similar analysis
has not been prepared for the individual countries covered. Let us talk
about this on the phone.

Yours sincerely,

Enclosure Bela Balassa

ce: Ms. Anne Richards TLoup



TURKEY

Industrialization and Trade Strategy Mission

Pre-Mission Issues Paper

1. The mission will review the implementation of the January 1980 reforms
and the changes that have occurred in the policy orientation of the Turkish
government. It will analyze the measures taken so far, and proposed to be
taken in the future, with a view to making recommendations in various policy
areas which have relevance for industrial development and international trade
in goods and services. Emphasis will be given to policy actions that may be
taken over a period of 4-5 years in developing a medium-term industrialization
and trade strategy.

Recent Economic Developments

2. Turkey is a semi-industrialized country, with an estimated per capita
income of $1330. Until recently, its development strategy was oriented
towards import substitution in a market of about 45 million people. As a
result, Turkey has one of the lowest import shares in the gross domestic
product, approximately 9 percent. The share of exports is even lower, 4
percent, reflecting Turkey s large trade deficit that is only partly financed
by workers” remittances.

3. Turkey responded to the quadrupling of oil prices by borrowing abroad,
which permitted maintaining relatively rapid rates of economic growth in the
mid-seventies. The resulting accumulation of external debt, however, brought
into question Turkey”s creditworthiness. By 1977, borrowing possibilities
were exhausted and the rescheduling of the debt became necessary.

4. The increased foreign exchange stringency due to the lack of
possibilities for further borrowing abroad and the adverse effects of import

substitution-oriented policies on exports, led to a slowdown of economic



growth in 1978, and to virtual stagnation in 1979. At the same time,
inflation accelerated, notwithstanding controls on the prices of commodities
produced by the State Economic Enterprises (SEEs) which were not managed on
the basis of economic principles. Turkey also suffered the effects of
artificially low interest rates, which discouraged savings and the
repatriation of workers” remittances, hindered the process of financial
intermediation, and encouraged capital-intensive activities.

55 The policy reforms instituted in the course of 1980 aimed at opening
the economy and increasing the role of prices and markets. The principal
measures introduced in January 1980 were a large devaluation, accompanied by
increased export incentives and the simplification of import regulations; the
liberalization of foreign investment; and the relaxation of controls on the
prices of most commodities produced by the SEEs. Subsequently, in June 1980,
the rediscount rates of the Central Bank on short—-term credits were raised
from 14 percent to 26 percent and interest rates paid to savers, and charged
to borrowers, were freed, although a "gentlemen”s agreement” among banks
limited the extent of increases in the rates.

6. The effects of the reforms were slow in coming. Until September 12,
when the military assumed power, production was disrupted due to the
intensification of violence, the decline in labor discipline, and the spread
of strikes, with 7.7 million work-days lost in the first eight months of 1980
as compared to 1.1 million work-days in the corresponding period of 1979.
Given these circumstances, and the tradition of selling on the highly
protected domestic markets, the private sector did not make the efforts
required for vigorous export expansion. Also, increases in prices were not

accompanied by changes in the modus operandi of the SEEs. With the rise in




the cost of oil imports, the balance of trade deteriorated further,
necessitating additional further debt rescheduling.

7 Improvements occurred after September 1980. Exports —— in particular,
manufactured exports -- grew rapidly, foreign direct investment increased, and
domestic savings rose. Furthermore, following a temporary acceleration in
October 1980 when the military announced a 70 percent wage increase, the rise
of prices decelerated.

8. The January 1981 reforms carried further the liberalization process
begun a year earlier. The newly-instituted measures include the
liberalization of imports, involving the abolition of quotas; greater
incentives to exports in the form of credit and tax preferences; the reform of
direct and indirect taxes, aimed at improving the efficiency and the buoyancy
of the tax system; and the increased autonomy of the SEEs. Nevertheless, much
remains to be done to modernize the Turkish economy. This is apparent from
the following review of outstanding problems in various policy areas.

Policy Issues in Particular Areas

9. The abolition of import quotas notwithstanding, a wide range of
products remain subject to import licensing. Also, tariffs are high and tend
to vary to a considerable extent among products at the same level of
transformation as well as between inputs and outputs. Import protection in
the form of licensing and tariffs discriminates against manufactured and
primary exports, and its effects are offset only in part by export incentives,
which are particularly inadequate as far as the exports of machinery and
equipment and construction abroad are concerned.

10. Apart from inadequate incentives, small and insufficiently specialized
plants established behind high protection have made the shift to exportation

difficult. Correspondingly, Turkey has not exploited its potential to export



manufactured products to the European Common Market where it enjoys
preferential treatment and to nearby and buoyant Middle Eastern markets.

11. Overmanning, the inadequate compensation of managers, and lack of
discretion in firm decision-making have also hindered exports by the SEEs. At
the same time, the proposed SEE reforms have not come to grips with the need
to provide appropriate incentives to export and to compete with private firms
and, eventually, with imports.

12. Nor has Turkey utilized its potential for exporting agricultural
products in raw and in processed form. The prices of inputs and outputs are
out of line with world market prices; the investment allocation of the sector
has been low; and there are inadequacies in regard to institutional
arrangements and cooperative factors. These deficiencies concern extension
services, erosion control, storage facilities, agricultural credit, marketing,
as well as transportation and port facilities.

13. Similar considerations apply to tourism, where Turkey”s potential
advantages in terms of natural resources and cultural sites have not been
exploited. Apart from political uncertainty, the lack of infrastructure has
been a constraint to the expansion of tourism. At the same time, the danger
is that, in the absence of an overall plan, decisions on tourism will be made
in a piecemeal fashion.

14. Industrial development, understood in a larger sense to include food
processing, the exportation of goods and services, and efficient import
substitution has also suffered from the existence of an antiquated tax system
in Turkey. The system of income taxes does ﬁot provide adequate incentives
for work and risk-taking and social security legislation has raised the cost

of labor to a considerable extent. The January 1981 reforms have improved the



situation but the implications of inflation have not been fully taken into
account. Also, the reform of indirect taxes is yet to be undertaken.

15. Finally, real interest rates continue to be negative in Turkey and the
banking system tends to be monopolistic. Correspondingly, financial
intermediation does not adequately meet the needs of modern industry. Stock
and bond markets too, are in a rudimentary stage.

The Tasks of the Mission

16. The foregoing discussion may serve as a basis to define the tasks of
the mission in pursuing the general objectives outlined in Para. 1. These
tasks further include reconnaissance in regard to macro-relationships and
industrial structure that will provide a framework for the discussion of
policy issues relating to industrialization and trade strategy.

17. The mission will make estimates of recent and prospective future
changes in macro-economic variables, including the gross national product,
employment, the money supply, government receipts and expenditures, exports,
imports, and other items in the balance of payments. Past data and future
projections on output, exports, and imports will be generated in sectoral
detail that permits the consideration of the possible impact of policy changes
on industry and trade.

18. The mission will review the system of protection and export
incentives. The review will concern relative incentives to import
substitution and exports, incentives to manufacturing as compared to primary
protection, and the variability of incentives among industries. Tt will
further examine the instruments of import protection and export incentives,
with a view to indicating the possibilities for replacing quantitative import

restrictions by tariffs and the appropriate choice of export incentives.



19. A review of investment incentives will be undertaken, covering domestic
as well as foreign investment, with consideration given to the administrative
regulations pertaining to the latter. The possible bias in the incentive
system favoring capital-intensive over labor-intensive activities and large-
scale enterprises over small-and medium-scale firms will also be

investigated. The analysis will further extend to regional incentives and to
obstacles to regional development.

20. The choice of capital-intensive industries and production processes is
affected by the system of income and social security taxation that bears on
industrial development and trade in general. The mission will evaluate the
possible effects of the recent and prospective reforms of these taxes. It
will further examine the proposed reforms of indirect taxes and their
incentive effects.

21. The capital intensity of production is also influenced by the level and
structure of interest rates, which affect the availability of investible funds
and the process of financial intermediation. The mission will analyze the
recent interest rate reform, the structure and the competitiveness of the
banking system, the sectoral allocation of loans, and the availability of
medium-and long-term financing, with a view to gauging their potential impact
on industry and trade.

22, The mission will review the institutional framework in which
manufacturing industries operate and examine factors affecting the growth of
productivity, such as research and development and labor training.

Information will also be obtained on the development of private and public
industries, including data on output, employment, factor intensity, the
relative importance of domestic and foreign markets, technology, costs, and

profitability. The data will be used to examine the efficiency of private and



public enterprises and to consider the prospects for exports and import
substitution in a comparative advantage framework.

23, 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 training, international subcontracting, and marketing in general.
Attention will further be given to the possibilities for foreign investment
and for Bank projects in these industries.

24, As regards the public sector, the mission will focus on the influences
that hinder efficient operations in general and the expansion of exports in
particular. This will involve examining existing incentives and constraints
for the SEEs, the system of management, and the character of interventions by
the central authorities.

25. The mission will analyze the development prospects of agro-industries
and the agricultural sector in general, with particular emphasis on export
growth and comparative advantage. Consideration will be given to the
incentives affecting agricultural production and food processing, as well as
to institutional arrangements and the availability of cooperative factors.

The potential contribution of foreign investment in food processing will
further be investigated.

26. The mission will examine recent trends and prospective developments in
tourism, taking account of Turkey”s comparative advantages in this sector. It
will further examine the potential impact of the sector on the balance of
payments and evaluate its investment requirements. Finally, the possible role

of private and foreign investors and the system of government incentives in

tourism will be assessed.



The Composition of the Mission

1. Bela Balassa, (DRC) Mission Chief confirmed
2. Jayanta Roy, (EM2) Deputy Mission Chief confirmed
industrial structure
3. Seok Hyun Hong, (EM2) macroeconomics confirmed
4. Jose da Silva Lopes financial sector conf irmed
(consultant)
5. Sheetal K. Chand, (IMF) investment incentives confirmed
6. Michael Noel, (YP) incentives in private industry confirmed
7. Martin Wolf (EPD) incentives in public industry confirmed
8. Turgut Ogmen mineral based chemical exports to be
confirmed
9. H. S. Sethi engineering industries to be
conf irmed
10. Pasquale Scandizzo, (AGR) agricultural exports confirmed
11. G. Swamy (EPD) exports of processed food confirmed
12. Isabelle Girardot-Berg agriculture and processed food confirmed
13. David Davis tourism conf irmed
14. Bank staff member secretary to be

confirmed
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Mr., Jacob Meerman, WANVP April 20, 1981
Bela Balassa, DRC

Halaysia Data

T would like to request that you provide data on the Malaysia project
of publiec expenditure teo Mr. Sconwon Hwon.

BBalassa:nec



Mr. Rene Vaurs, EM2 April 20, 1981

Bela Balassa, DRC

The lettex are fine but you seem to have misunderstood my statement
concerning the first paper. The French version of the paper has now been
xeroxed; a copy is enclosed. Please change the second paragraph accordingly.
Also delete the statement made in the first sentence according to which
these documents would have been prepared recently. In fact, one of them
was written several years ago but the translation was done only now.

Enclosure
BBalassa:nc



April 20, 1981

Mr. Thierry de Montbrial

Directeur

Institut francais des relations internationales
6 rue Ferrus

75014 Paris

France

Dear Thierry:

It is with some delay that I am sending vou my comments on RAMSES
1981. T hope that you find them useful, I discussed several of the comments
with Albert Bressand when he was here.

In the comments, I emphasized pointa of disagreement rather than
agreement. I would like to express, however, my admiration for an excellent
first effort that was accomplished in a very short time.

I am afraid that I have te cancel the seminar we were planning
for June 4th. It sppears now that I will not be able to leave Turkey to
arrive in Paris in time. I will be in touch with you to find another date
when hopefully you will also be there.

With best regards, .

Sincerely yours,

Enclosure Bela Balassa

ec: Mr, Albert Bressand



TO:

FROM:

SUBJECT:

WORLN BANK / INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE:

Robert Cassen, WDR April 20, 1981
Bela Balassa, DRCQF\

WDR 1981 - First Draft

1. This draft shows further progress, although it still has a way to go,

in particular in unifying the discussion of the various topics in the
individual chapters. The following comments concern Chaptewssl, 2/3, 4, 5, and
9'

Chapter 1

2. The chapter has been much improved and I have only a few comments to
make. In Para. 1.3, the comparison of absolute increases in incomes per head
industrialized and in developing countries, measured at exchange rates, is
hardly appropriate and should be replaced by growth rate comparisons. Also,
the reference to industrialization "as the main path to prosperity” should be
followed by a statement emphasizing the need for the expansion of primary
activities. i

3. The statement "After this happened in 1973-74, real oil prices declined
for four years" (Para 1.5) should be preceded by a reference to the
quadrupling of oil prices rather than by the vague phase about "ending the era
of cheap energy.” Also, the rise in oil prices did not come "on top of"
slower growth in the industrial countries but rather contributed to slow
growth. Nor can one speak of a "marked slowdown in the industrial economies
in the 1970s" (Para. 1.23) as these countries attained record growth rates in
1970-73. Finally, the statement according to which "the world economy reacted
badly to the 1973-74 oil price increase” (Para. 1.17) needs clarification.

4, The statement that most non-market economies "have shifted to a
strategy of “intense development,” emphasizing increased efficiency and
improvements in product quality" (Para. 1.29) confuses desiderata and slogans
with actual realization. 1In fact, productivity growth has declined in non-
market economies and there is little evidence of improvements in product
quality. The favorable results for Hungary reflect the impact of reforms
involving the rationalization of prices, the decentralization of decision-
making, and profit incentives to management.

5.4 As to developing countries, the reference to "indirect benefits from
higher oil prices” (Para. 1.30) should be qualified by noting that these
benefits offset only a small part of the o0il price increase. 1In turn, in
contrasting export growth in low-income and middle-income countries, it should
be noted that the former lost, and the latter gained, market shares.

Chapter 2/3

6. Considerable improvements have been made in this chapter as compared to
the earlier draft. However, I miss a substantive analysis of policies in
their effects on economic performance. The proposed reorganization of the
chapter promises improvements in this regard. The following comments pertain



to the text of the chapter as well as to some of the themes of the new
outline.

7 As shown in my "Adjustment to External Shocks in Developing Countries,"”
countries which avoided a bias against exports and adopted realistic exchange
rates and interest rates, exhibited better export performance, lower ICORs,
higher savings rates, and higher rates of economic growth than countries which
biased the incentive system against exports and savings. And, the former
group of countries did better than the latter even in import substitution.
(For an explanation, see p. 15 of my paper.)

8. The report qualifies its discussion of the favorable economic effects
of export orientation by adding that "these factors, though important, have
been complemented in nearly all cases by enhanced domestic resource
mobilization and attention to efficient use of investible funds"™ (Para.
2.49). It should be recognized, however, that export orientation favorably
affects savings and efficiency. For one thing, according to available
evidence a larger share of incomes derived from exports is saved and, in
contributing to economic growth, increases in exports raise the average
savings ratio since the marginal savings ratio exceeds the average. For
another thing, the neutrality of incentives under export orientation
contributes to efficiency in the use of new and existing resources; the ICOR,
incidentally, does not measure "greater efficiency in the deployment of
investible.resources” alone (Para. 2.40).

9. The statement according to which the encouragement of "the movement of
resources towards sectors producing export promoting and import substituting
traded goods ... has to be weighed against the need to conserve energy” (Para.
2.10) is based on a misapprehension. Once policy neutrality, including
realistic exchange rates and energy prices, is adopted, further ad justments
and qualifications concerning energy inputs are necessary. Thus, there is no
need for separate calculations on the grounds that "the extra foreign exchange
[traded goods producing sectors] made available need be offset against the
cost of the extra energy consumed in their production” (Para. 2.10). Doubts
arise also concerning the usefulness of establishing "routine monitoring of
energy intensities in different sectors of the economy"” (Ibid.).

10. I suggest replacing the two-way classification scheme in Table 2.5 by a
scatter diagram that will better indicate the relationship among the relevant
variables. Diagrams showing the relationship between export promotion efforts
and ICORs, on the one hand, and GNP growth rates, on the other, should also be
added. Furthermore, information on the gross debt service ratio should be
complemented by data on the ratio of external debt to GNP.

11 In Tables 2.1, 2.4, and 2.6 note that the source of the estimates is
the forthcoming OECD Development Centre study, "Policy Responses to External
Shocks in Developing Countries” (by Bela Balassa and Andre Barsony) which is
summarized in the last issue of the OECD Outlook. The only exception is the
data for the semi-industrial countries that originate from my "Adjustment to
External Shocks in Developing Countries” (March 19, 1981).

12. The disaggregated estimates for primary producing economies also
originate from the OECD study. At the same time, the results are misquoted,
inasmuch as import substitution accounted for 89 percent of the balance-of-



payments effects of external shocks in less industrialized mineral-based
rather than agriculture-based economies (Para 2.37). This result,
incidentally, largely reflects the effects of extreme foreign exchange
scarcity on imports. In turn, the statement that "the mineral based economies
like Zaire and Zambia faced a difficult period" (Para. 2.36) neglects the fact
that the policies applied by this group of countries contributed to losses in
export market shares that augmented the adverse balance-of-payments effects of
external shocks by over one-half.

13 In the lowest income Sub-Saharan African countries, import substitution
offset 28 percent rather than 45 percent of the balance-of-payments effects of
external shocks (Para. 2.37). At the same time, losses in export market
shares augmented these effects by 67 percent while the OECD recession-induced
export shortfall amounted to only 28 percent.

14, I welcome the use of estimates for individual countries. At the same
time, you may consider citing the results for a larger number of countries
within each group. Also, some of the references to individual countries need
to be modified. In Jamaica, external shocks were aggravated by internal
shocks, leading to virtual bankruptcy (Para. 2.3); in Tanzania, overvalued
exchange rates and inadequate agricultural prices led to substantial losses in
market shares (Para. 2.9); Thailand relied as much on export promotion as on
import substitution in offsetting the balance-of-payments effects of external
shocks (Para. 2.25); Nigeria, Indonesia, and Algeria spent substantial amounts
of financial resources on “white elephants” that cannot be justified under any
investment criteria (Para. 2.59-2.61); and the adverse economic effects of
policy errors in recent years may have compromised reform efforts in China
(Para. 2.84-2,100). For a brief discussion of the recent policy experience of
China, see my memo of April 3rd.

15. The distinction made between "ad justment with growth" and "ad justment
with slowdown" reflects a confusion. Several of the countries that
successfully adjusted to the oil shock, including Chile, Singapore, and
Taiwan, accepted a temporary slowdown and even decline in GNP for the sake of
rapid non-inflationary growth in subsequent years (reculer pour mi el x
sauter). In turn, countries such as Brazil, Turkey and Yugoslavia, which
employed policy measures aimed at maintaining high growth rates after the
quadrupling of oil prices (fuite en avant), experienced a subsequent decline
in the rate of economic growth as the balance-of-payments constraint became
binding. By hindsight, Korea might also have avoided some of the difficulties
experienced in later years if it accepted some slowdown in 1974-75 for the
sake of reducing the rate of inflation.

16. It follows that the distinction made in the new outline between
"adjustment with growth" and "adjustment with deflation" is inappropriate.
While rapid growth has been the result of an outward-oriented strategy, this
has followed an initial slowdown in response to external shocks, with GNP
growth rates averaging 7.3 percent in 1963-73, 5.5 percent in 1973-76 and 9.3
percent in 1976-79 in the outward-oriented economies covered in my paper.

17 . The new outline also calls for a "discussion of the extent to which
production and trade structure (a) made for vulnerability to external shocks,
and (b) limited the range of adjustment policy options ..." In this
connection, note that, in a statistical investigation of twenty-four



countries, it has been found that reliance on export promotion could not be
explained by intercountry differences in the extent of external shocks, market
size, incomes per head, or the composition of exports ("Adjustment to External
Shocks in Developing Countries,"” p. 18).

Chapter 4

18. The GDP projections for the industrialized countries are on the low
side; the high case may well be regarded as the most likely outcome. With
efforts made to increase productivity in the major industrialized countries,
they should do better than the report assumes. At the same time, comparisons
with "the record of the early 70s" (Para. 4.6) are misleading as the period
includes the biggest postwar boom as well as the biggest postwar recession.
In turn, the projected 4.5 percent growth rate for non—market economies is
much too high; these countries encounter increasing difficulties due to the
inflexibility of economic management and the energy constraint (recent
projections for the Soviet Union are around 3 percent).

19. As noted in my comments on Draft O, the low case for the manufactured
exports of the developing countries, 5.1 percent between 1980 and 1990,
borders on the ridiculous. Not only did the growth in the volume of these
exports exceed the projected high case of 12.2 percent in both 1978 and 1979,
but a 18 percent rise in their dollar value cited in the latest GATT report
may translate into a 10 percent volume increase in 1980 when the
industrialized countries hardly grew at all. Furthermore, the report appears
to be overly pessimistic as regards the prospects for private capital flows to
the developing countries.

20. The report is also overly pessimistic as far as the prospects for
energy prices are concerned. While I unsuccessfully objected to the
assumption made in the 1979 WDR that the real price of energy would remain at
its average 1975-78 level during the 1980s, following a doubling in real terms
between 1978 and 1980 it is unrealistic to project a further rise of 34
percent (3 percent a year) during this period. In fact, conservation efforts,
together with the rise in non-OPEC production, are reducing demand for OPEC
oil, leading to a reconsideration of pricing strategy by the OPEC countries.

Chapter 6

21. The discussion in Section II continues to suffer from taking 1970
rather than 1973 as the base year. 1In particular, one cannot use data for a
period including the world boom of 1972-73 to indicate the extent to which the
oil-importing developing countries covered their share in the increased oil
bill by exports (Para. 6.11). The choice of this period also conflicts with
the analysis of Chapter 2 that examines the post-1973 situation.

22. Notwithstanding its obvious merits, the statistical analysis of trade
expansion appears overly long for most WDR readers and may find a better place
in an Annex. In turn, the discussion of industrial country policies
concerning developing country exports would need expansion and clarification.

23 A case in point is the overall impact of import restrictions. While in
Para. 6.32 it is correctly stated that "industrial country trade restrictions
were generally aimed at other industrial countries,” according to Table 6.5



the share of restricted imports from the developing countries is double of
that from the other industrial countries. The results of Table 6.5 are
puzzling and clarity is not served by the use of the expression "restrictions”
in the column headings and "scrutiny” in the title of the table; these
expressions have rather different connotations and it is difficult to believe
that 58 percent of the exports of the oil-importing developing countries would
be restricted in the industrialized countries. Para. 6.37 further adds to the
confusion as regards the restrictive effects of import restrictions.

24, Section III provides an excellent description of outward-oriented
policies. It should be noted, however, that while these policies were applied
consistently in Korea (at least until 1978), such was not the case in

Brazil. For a discussion of the policies followed both before and after 1973
see my "The Newly-Industrializing Developing Countries after the 0il Crisis,”
World Bank Staff Working Paper No. 437.

25. The discussion of adjustment in the industrialized countries is
excellent. The section on international cooperation, however, has little to
say on the subject; it should discuss the scope as well as the modalities of
cooperation in some detail. As regards the former, the need for a safeguard
code and for negotiations on trade in services should receive attention. As
to the latter, the role of the GATT in the process of consultations and
conflict resolution in general, and in the implementation of the rules
established under theTokyo Round in particular deserves examination. Finally,
under specific areas of policy concern, one should include the Multifiber
Arrangement and the use of export limitations in addition to tariff
escalation.

Chapter 9

26. The introductory sections of this chapter provide a cogent, though
standard, discussion of economic interdependence between the North and the
South. Para. 9.7, however, overstates the effects of protection in the
industrialized countries on world economic growth. Also, in the subsequent
paragraphs, the importance of the international enviromment as compared to
that of developing country policies is overstated. In particular, the lack of
ad justment to external shocks after 1973 in many of the less developed
countries, and the need for such adjustment in the future, would need to be
emphasized.

27. One may also query the statement that the inability of the oil-
importing developing countries "to limit their oil imports in the 1970s [is] a
sign that their oil rise was already largely restricted to essential purposes"”
(Para. 9.13). And, the questionable statement that these countries cannot
"significantly reduce the energy intensity of production" (Para. 9.13) lessens
the import of the recommendations that they "make the best possible use of
energy"” (Ibid.).

28. The discussion of trade related issues correctly emphasizes the need to
improve developing country policies. As far as the trade policies of the
developed countries are concerned, more attention would need to be given to
the use of non-tariff restrictions. Finally, it cannot be claimed that
"commodity agreements between consumers and producers .. could yield
considerable benefits to low-income countries” (Para. 9.23).



29, Figure 9.1 provides a useful overview of adjustment mechanisms. Its
components would need to receive more attention, however, than is the case in
the chapter at present. Also, a better balance needs to be established in the
chapter as to the importance of international and domestic policy issues.

cc: Mr. Chenery, VPD; WDR Core Group

BBalassa:nc



Le 17 avril 1991

Yonsieur Hamze Mohieddine
Secrétaire Cénéral

Ministdre du Plen et des Finences
Place de le Momnaie

Tunis, Tunisie

Honsieur le Secrétaire Cédnéral,

Je voudrais vous remercier pour 1'excellent sccueil que vous
svez bien voulu me réserver lore de me récente wiesion & Tunis., I'ai
particulidrement apprécié les contacts trde fructueux que j'ei pu avoir
avec vous-mime et voe collsboreteurs, sur le systdme et les politicues
d'incitetion dconomicue en Tunisie.

Je me permets de joindre 3 cette lettre deux documents oue §'aei
publif€e, Le premier, intitulé "Incitations et performence 2 1'exportation
dee pays en vole de développement”, compare les pays oul ont sufvi une
politiove de repliement sur eux-slmes avee ceux qui ont chelei wne
stratéoie orientde vers 1'extérieur. Le second document, intitulé
"fvolution de la structure des échanges des produits industriels entre
pays industriels et paye en voie de développement®™, snalyse les projections
Juscu'en 1990 des exportstions de biens industriels provenant des peys en
veie de développement,

En espérant avoir le pleisir de veus rencontrer d nouveau, je voue
prie d'sorder, Monsieur le Secrdtaire Cénfral, 1'expression de me considération

distinguée,

Bela Palases
Professeur ¢'Ceonomie Politioue
Conseiller & la Pancue Mondiele



Le 16 avril 1981

Son Fxeellence Mansour Moallw

Ministre du Plan et des Finances

Place de la Monnaie

Tunis, Tunisie \

Yoneieur le Ministre,

Je voudrais vous remercier pour 1'excellent secueil que vous
avez bien voulu me réserver lors de ma récente misseion d Tunis, J'ai
particulidrement apprécié les contacts tede fructueux oue J'ai pu aveir
svec vous-m@me ob vos collsborateurs, sur le systdee ot les politicues
d'incitetion dconomioue en Tunfeie. Ces conlecte m'oni pernie de ddve-
lopper un certain nombre de recosmandations cue j'ei résumées dens une
note aul vous @ 6té remise eprds mon départ de Tunis, Bien cue trde
prélimineire, j'espdre cue cstte note » pe voue Bire de quelove ubiiité,

Je me permeta de joindre b cette letire deux documents que j'ai
publife. Le premier, intitulé "Incitations et performsnce & 1'exportation
des paye en vele de développement®”, compere les puys cui ont suivi une
mntmdcmlhmtmmhumquwtmaMW
stratéoie orientée vers 1'extérieur, le second document , intitulé
"Fvolution de le structure des dchanges des produite industriels entre
pays industriele et peys en voie de développement™, analyse les prejections
Jusou'en 1990 des exportetions de biens indusiriels provenant des peys en
veie de développement .,

Je suis, bien olr, 2 votre disposition pour Loute sssistance
cue vous fugeriez utile de me demender. Fn espérant evoir le pleisir de
veus rencontrer b nouvesu, je vous prie d'agréerMonsieur le Ministre,
1'expression de ma haute coneidération,

Pela Palassa
Professeur d'fconomie Politicue
Censeiller d la Panque Mondisle



Le 16 avril 1981

Son Fxcellence Abdelaziz Lasren
Ministre de 1'Feconomie Nationale
Vinistdre de 1'Teonemie Nationale
Tunis, Tunieie

Honsieur le Ministre,

Je voudreis vous remercier pour 1'excellent accueil que vous
avez bien voulu me réserver lors de ma récente mission 2 Tunia, J'ai
particulidrement spprécid les contacts trds frectueux que j'ei pu aveir
avec vous-n@me et vos collsborateurs, sur le systime et les politioues
d'incitation édconomique en Tunisie. Ces contacts m'ont permis de déve-
lopper un certain nombre de recommendations gue 1'al résumdes dens wme
note aui vous a €L€ remiee aprds mon départ de Tunis. Rien que Lrds
préliminaire, {'espdre cue cette note a pu vous Btre de cvelque utilité,

Je me permets de joindre » cette letire deux documents cve j'el
publiés, Le premier, intituléd ™ Incitations et performence b 1'exportstion
des paye en vole de développement™, compere lee pays oui ont suivi une
politicve de repliement sur eux-emes averc ceux oui ont choisi une
stretégle orientfe vers 1'extérieur, Lle second document, intitulé
"Fvolution de la structure des échanges des produite industriels entre
pays industriels et pays en veoie de développement™, analyse lee projectione
Juseu'en 1990 des exportations de biens industiriels provenant des pays en
voie de développement,

: Je suis, bien sbr, 2 vetre disposition pour toute eseistence
ove vous juceriez utile de me demender. Un egpérent aveir le pleisir de
voue rencontrer B nouveeu, je vous prie ¢'scréer, Moneieur le Ministre,
1'expression de ma haute considération.

Pele Palesse
Professeur d'feonomie Politioue
Congeiller 2 la Pancue Mondigle
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FROM:

SUBJECT:

WORLD BANK / INTERNATIONAL FINANCE CORFORATION

OFFICE MEMORANDUM

Mr. Vinod Dubey, EMNVP DATE: April 16, 1981.
Bela Balassa, DRC

Meeting on Draft Pre-Mission Issues Paper

I enclose a draft version of "Turkey: Industrial Development
Strategy and Policy Review Mission. Pre-Mission Issues Paper" for our
meeting on Monday, April 20th at 12 o'clock. The Meeting will take place
in Mr. Dubey's office.

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

Enclosure
BBalassa:nc



Draft

TURKEY

Industrial Development Strategy and Policy Review Mission

Pre-Mission Issues Paper

i The mission will review the implementation of the January 1980 reforms
and the changes that have occurred in the policy orientation of the Turkish
government. It will analyze the measures taken so far, and proposed to be
taken in the future, with a view to making recommendations in various policy
areas. The mission report will also provide the background for the Third
Structural Adjustment Loan to Turkey.

Recent Economic Developments

2. Turkey is a semi-industrialized country, with an estimated per capita
income of $1330. Until recently, its economic development strategy was
oriented towards import substitution in a market of about 45 million people.
As a result, Turkey has one of the lowest import shares in the gross domestic
product, approximately 9 percent. The share of exports is even lower, 4
percent, reflecting Turkey”s large trade deficit that is only partly financed
by workers” remittances.

3 Turkey responded to the quadrupling of oil prices by borrowing abroad,
which permitted maintaining relatively rapid rates of economic growth in the
mid-seventies. The resulting accumulation of external debt, however, brought
into question Turkey”s creditworthiness. By 1977, borrowing possibilities
ceased and the rescheduling of the debt became necessary.

4. The increased foreign exchange stringency due to the lack of
possibilities for external borrowing and the adverse effects of import
substitution-oriented policies on exports, led to a slowdown of economic
growth in 1978, and to virtual stagnation in 1979. At the same time,

inflation accelerated, notwithstanding controls on the prices of commodities



produced by the State Economic Enterprises (SEEs) which were not managed on
the basis of economic principles. Turkey also suffered the effects of
artificially low interest rates, which discouraged savings and the
repatriation of workers” remittances hindered the process of financial
intermediation and encouraged capital-intensive activities.

5. The policy reforms instituted in the course of 1980 aimed at opening
the economy and increasing the role of prices and markets. The principal
measures introduced in January 1980 were a large devaluation, accompanied by
increased export incentives and the simplification of import regulations; the
liberalization of foreign investment; and the relaxation of controls on the
prices of most commodities produced by the SEEs. Subsequently, in June 1980,
the rediscount rates of the Central Bank on short-term credits were raised
from 14 percent to 26 percent and interest rates paid to savers, and charged
to borrowers, were freed, although a "gentlemen”s agreement"” among banks
limited the extent of increases in the rates. |

6. The effects of the reforms were slow in coming. Until September 12,
when the military assumed power, production was disrupted due to the
intensification of violence, the decline in labor discipline, and the spread
of strikes, with 7.7 million work-days lost in the first eight months of 1980
as compared to 1.1 million work-days in the corresponding period of 1979.
Given these circumstances, and the tradition of selling on protected domestic
markets, the private sector did not make the effort required for vigorous
export expansion. Also, increases in prices were not accompanied by changes

in the modus operandi of the SEEs. With the rise in the cost of oil imports,

the balance of trade deteriorated further, additional further debt

rescheduling.

7. Improvements occurred after September 1980. Exports =- in particular,



manufactured exports - grew rapidly, foreign direct investment increased, and
domestic savings rose. Furthermore, following a temporary acceleration in
October 1980 when the military announced a 70 percent wage increase, the rise
of prices decelerated.

8. The January 1981 reforms carried further the liberalization process
begun a year earlier. The newly-instituted measures include the
liberalization of imports, involving the abolition of quotas; greater
incentives to exports in the form of credit and tax preferences; the reform of
direct and indirect taxes, aimed at improving the efficiency and the buoyancy
of the tax system; and the increased autonomy of the SEEs. Nevertheless, much
remains to be done to modernize the Turkish economy. This is apparent from
the following review of outstanding problems in various policy areas.

Policy Issues in Particular Areas

9. The abolition of import quotas notwithstanding, a wide range of
products remain subject to import licensing. Also, tariffs are high and tend
to vary to a considerable extent among products at the same level of
transformation as well as between inputs and outputs. Import protection in
the form of licensing and tariffs discriminates against manufactured and
primary exports and against primary production in general. 1Its effects are
only partially offset by export incentives, which are particularly inadequate
as far as the exports of machinery and equipment and construction abroad are
concerned.

10. The tax system in Turkey is antiquated. It does not provide sufficient
incentives for work and risk-taking and revenues have not kept up with
incomes. The January 1981 reforms have improved the situation but the

implications of inflation have not been fully taken into account. Also, the

reform of indirect taxes is yet to be undertaken.



1% Real interest rates continue to be negative in Turkey with adverse
effects on savings, workers” remittances and the capital intensity of
industry. Furthermore, the banking system tends to be monopolistic, and
financial intermediation does not adequately meet the needs of a modern
economy. Stock and bond markets are also in a rudimentary stage.

12. At the same time, Turkey has not exploited its potential to export
manufactured products to the European Common Market where it enjoys
preferential treatment and to nearby and buoyant Middle Eastern markets. As
far as the private sector is concerned, small and inadequately specialized
plants established behind high protection barriers have made exportation
difficult.

1:3% In turn, the SEEs continue to be plégued by overmanning and the
inadequate compensation of their managers. Furthermore, the proposed reforms
have not come to grips with the need to provide appropriate incentives for the
SEEs to export and to compete with private firms and, eventually, with
imports.

14. Nor has Turkey utilized its potential for exporting agricultural
products in raw and in processed form. The prices of inputs and outputs are
out of line with world market prices; the investment allocation of the sector
has been low; and there are inadequacies in regard to institutional
arrangements and cooperative factors. These deficiencies concern extension
services, erosion control, storage facilities, agricultural credit, marketing,
as well as transportation and port facilities.

15. Similar considerations apply to tourism, where Turkey”s potential
advantages in terms of natural resources and cultural sites have not been
exploited. Apart from political uncertainty, the lack of infrastructure has

been a constraint to the expansion of tourism. At the same time, the danger



exists that, in the absence of an overall plan, decisions on tourism will be
made in a piecemeal fashion.

The Tasks of the Mission

16. The foregoing discussion may serve as a basis to define the tasks of
the mission in pursuing the general objectives outlined in Para. 1. The
mission”s tasks will further include reconnaissance in regard to macro-
relationships and industrial structure that provide a framework for the
discussion of policy issues. These tasks will be briefly described below.

17. The mission will make estimates of recent and prospective future
changes in macro-economic variables, including the gross national product,
sectoral output and employment, the money supply, government receipts and
expenditures, and the balance of payments, both to provide a better
understanding of the economic effects of the reforms and to support work on
future policies. The projections will be made by using an expanded version of
the standard Bank model or, alternatively, by utilizing a revised version of
the Dervis-Robinson-Celasun macro model.

18. The mission will review the system of protection and export

incentives. The review will concern the treatment of import substitution and
exports, relative incentives to manufacturing and primary protection, and the
variability of incentives among industries. It will further deal with the
instruments of import protection and export incentives, including the question
of replacing quantitative import restrictions by tariffs and the choice among
tax and credit incentives to exports.

19. A review of investment incentives will be undertaken, covering domestic
as well as foreign investment, with consideration given to the administrative
regulations pertaining to the latter. The bias in the incentive system

favoring capital-intensive industries and production methods as well as large-



scale industry will also be investigated. The analysis will further extend to
regional incentives and to obstacles to regional development.

20. The choice of capital-intensive industries and production processes is
further affected by the system of income and social security taxation. The
mission will review the economic effects of recent and prospective reforms of
these taxes. It will further examine prospective reforms of indirect taxes
and their incentives effects.

21. The capital intensity of production is also influenced by the level and
structure of interest rates, which further affect domestic savings, the
repatriation of workers”™ remittances and the process of financial
intermediation. The mission will analyze the effects of the recent interest
rate reform, the structure and the competitiveness of the banking system, the
sectoral allocation of loans, and the availability of medium—-and long-term
financing.

22. In the manufacturing sector, information will be obtained on the
development of private and public industries, including data on output,
employment, capital investment, the relative importance of domestic and
foreign markets, as well as costs and profitability. The data will be used to
examine the efficiency of private and public enterprises in a comparative
framework

23+ Among manufacturing industries, the mission will examine in some detail
the prospects for the expansion of engineering and mineral-based chemicals in
Turkey. This will involve a consideration of factors, such as scale,
technology, worker training, and marketing, with further attention given to
the possibilities for foreign investment and for Bank projects.

24, In the public sector, the mission will focus on the influences that

hinder efficient operations in general and the expansion of exports in



particular. This will involve examining existing incentives and constraint
for the SEEs, the system of management applied, and the institutional
framework in which the SEEs operate.

25. The mission will analyze the development prospects of the agricultural
sector, with particular emphasis to export growth and comparative advantage.
Consideration will be given to the incentives affecting agriculture as well as
to institutional arrangements and the availability of cooperative factors.

The export possibilities for food processing and the potential contribution of
foreign investment in this sector will also be investigated.

26. The mission will examine recent trends and prospective developments in
tourism, taking account of Turkey”s comparative advantages in this sector. It
will further examine the potential impact of the sector on the national
economy and evaluate its investment requirements. Finally, the possible role

of private and foreign investors and the system of govermment incentives in

tourism will be assessed.



The Composition of the Mission

1. Bela Balassa, (DRC)

2. Jayanta Roy, (EM2)

3. Seok Hyun Hong, (EM2)

4. Jose da Silva Lopes
(consultant)

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

8. consultant

9. IPD staff member

10. Pasquale Scandizzo, (AGR)
11. G. Swamy (EPD)
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Mr. Vinod Dubey, EMNVP April 16, 1981.

Bela BPalassa, DRC

Meeting on Draft Pre-Mission Issues Paper

I enclose a draft version of "Turkey: Industrial Development
Strategy and Policy Review Mission. Pre-Mission Issues Paper' for our

meeting on Monday, April 20th at 12 o'clock. The Meeting will take place
in Mr. Dubey's office.

ce: Messrs. Davar/Berk, EM2; Hume, EMP; Roy, EM2: Zaman, EM2.

Enclosure
BBalassa:ne



Turkey Mission Members April 16, 1981.

Bela Ralassa

Meeting on Draft Pre-Mission Issues Paper

I enclose a draft version of "Turkey: Industrial Development
Strategy and Policy Review Mission. Pre-Mission Issues Paper.” Your
comments by Friday, April 17th cob would be appreciated.

Enclosure
BBalassa:nc



Mr. Rene Vaurs, EM2 April 13, 1981

Bela Balassa, DRC

4 enelosé sugeested text of a letter to he addressed to the two
ministers and to ¥r. Hemza. You may wish to clear the text of the letter
with Mr. El NMaaroufi.

I further enclose for your information the two papers that would
be sent out: the first of these is availabtle in an English version only, as
the Freunch version is being xeroxed.

Enclosures
BBalassa:nc

Enclosed: Reprint No. 59 "Export Incentives and Export Performance in
Developing Countries: A Comparative Analysis"

"Evolution de la structure des echanges de produits
manufactures entre pays industriels et pays en
developpement"



Dear

It was a pleasure meeting you and I very much enjoyed the discussions I
had with you and your collaborators. These discussions permitted me to
develop my ideas as regards incentive policies in Tunisia that have been
expressed in my advisory report. I hope that you will find the report useful,

As agreed, 1 enclose my papers on "Incitatioms et performance a
1”exportation dans les pays en developpement” and "Evolution de la structure
des echanges de produlte manufectures entre pays industriels et pays en
developpement.” The former examines the experience of develeping countries
following outward-oriented and inward-oriented policies in the period up to
1973; the latter provides projections for the manufactured exports of the
developing countries until 1990, I hope that you will find these papers
useful.

Please let me know 1if I can be of further assistance.

With best regards,

Sincerely yours,

Bela Balassa



TO:

FROM:

SUBJECT:

WORLD BANK / INTERNATIONAL FINANCE CORPORATIO}M

OFFICE MEMORANDUM

Files DATE:  april 13, 1981
Bela Balassa

RAMSES 1981

1. On my way to Tunisia last month, I met with Thierry de Montbrial, director
of the major French institute of international relations and rapporteur of a
recent report for the Trilateral Commission. De Montbrial asked me to comment
on his institute”s recent "world economic report.” My comments on the report
are enclosed.

2. While my comments emphasize its weaknesses, the report 1s commendable as a
first effort. I have since had the visit of the main author of the report,
who agrees with several of my criticisms and plans to make corresponding
changes in next year”s edition, for which an English language publication is
also planned. It may be added that RAMSES received a very favorable review in

Le Monde.

3. The report often cites the Bank and expresses appreciation of its work.

It is noted that "in the somber picture of aid, the efforts of the World Bank
stand out by the dynamism and the imagination they display” (p. 92). Also,
"the World Bank gives evidence of promising ideas, in particular in attempting
to establish a new mechanism for financing the accelerated development of
energy in the countries of the Third World™ (p. 89).

cc: Messrs. Stern, VPO; Qureshi, CEX; Benjenk, VPE; Merriam, IPA; Steckhan, Paris

DPS Directors, DRC Senior Staff, Chief Economists.
Mrs. Boskey, IRD

Enclosure
BBalassa:nc



RAMSES 1981: Cooperation ou Guerre Economique )
Rapport annual mondial sur le systéme economique et les strategies,
Institut Frangais des Relations Internationales,
Paris, Economica, 1981

Thierry de Montbrial, the Director of the Institut Frangais des Relations
Internationales, states in the Preface that the objective of the report is "to
present the public with a broad annual synthesis of the principal aspects of
the international economy, examined simultaneously from the political and from
the economic point of view."” The report aims to do in the economic area what
the Strategic Survey, published by the International Institute of Strategic
Studies, does in the area of military security.

The present report, the first in a series, deals with the years 1979 and
1980. At the same time, according to Robert Bressand, the principal author of
the report, "The analysis of the economic difficulties characterising the last
two years could not be separated from an analysis of the basic trends --
political and strategic as well as economic -- that the world community has
experienced since the beginning of the seventies" (p. 1).

1. Economie et géopolitique

In the chapter on economics and geopolitics, it is suggested that "the
Soviet intervention in Afghanistan and the threats directed at Poland seem to
indicate the end of détente as generally understood” (p. 8). It is claimed,
however, that East and West have become increasingly interdependent
economically, with the East being dependent on Western food supplies and
technology and the West becoming vulnerable because of the spread of
"compensation” agreements, the increased indebtedness of the countries of the
Soviet bloc, and their rising share in the energy supply of Western Europe.
It is concluded that "for the East as well as for the West, security by

independence does not seem to be possible any more [and] one would need to



explore the possibility of equilibrium in interdependence...™ (p. 36).

The emphasis on increased economic interdependence between the East and
the West in general, and on the (economic) vulnerability of the West in
particula?, is much overdrawn in the report. Recent projections by the
International Food Policy Research Institute do not foresee major increases in
Soviet food imports and the East could also reduce reliance on Western
technology,albeit at a cost in terms of the rate of economic growth. More
importantly, the economic vulnerability of the West is greatly overstated.

To begin with, compensation agreements, calling for loan repayments in
kind by the countries of the East, represent a small proportion of imports,
not to speak of production, in the West. At the same time, shipments under
such agreements reduce the financial obligations of the East which, at any
rate, hardly exceed the debt of a single developing country, Brazil. Finally,
West Germany is reconsidering plans for increasing imports of natural gas from
the Soviet Union.

The report further claims that "East-West tensions, internal
destabilization, and regional conflicts represent a threat to petroleum
supply” from the Middle East (p. 37). In particular, “"Saudi Arabia that, more
than any other OPEC country, has taken account of the interest of consumers,
and has showed itself to be sensitive to the requirements of interdependence,
is in danger of becoming more and more isolated [and] the energy-security
relationship in the long term appears to be largely determined bf the danger
of insufficient supply” (p. 47).

These fears appear exaggerated. Saudi Arabia did replace much of the
petroleum lost as a result of the Iraq-Iran war and the world petroleum market
is increasingly characterized by oversupply, with the spot price in Rotterdam

falling substantially below the level shown in the graph on p. 57 of the



report. This fact, in turn, has strengthened the hands of Saudi Arabia in
negotiations within OPEC. Considering further the prospective effects of
measures taken by the developed countries on oil consumption and the emergence
of new producers, it does not appear likely that shortages would occur for
some time to come. (For an extremely optimistic view on the oil prices see S.
Fred Singer, "A Crisis -- for OPEC," New York Times, March 31, 1981.)

Finally, notwithstanding the Iraq-Iran war, it is doubtful if one could
speak of "the end of an era of relative stability in the Arab world" (p. 49)
as Arab countries have shown a remarkable gift for accommodation. In fact,
with the recent sales of military equipment to Iraq and improved relationships
with Sudan, Egypt may again play a stabilizing role.

2. Les Economies de 170Ouest, du Sud et de 1°Est en état de choc permanent

The thesis that the economies of the North, the South, and the East are
"in the state of a permanent shock™ also appears exaggerated. If the
preceding analysis is correct, and the 1973-74 and 1979-80 o0il shocks will not
be repeated, there will be time for adjustment to the second oil shock.

At the same time, it is correct to say that “"the present crisis is a
“crisis of restructuring”; it forces the countries of the West to carry out
investments aimed at raising productivity levels and to modernize their
productive apparatus” (p. 67). This is a response to the changing structure
of comparative advantage, with the developed countries increasingly
specializing in high-technology products, that will have beneficial effects
for the long—-term growth of the world economy.

Restructuring will be helped by the fact that, in contrast with the
situation existing after the 1973-74 oil shock, the cost of the oil price
increase is not borne exclusively by profits, so that there is less of an

(unfavorable) effect on investment. Also, the developed countries are now



willing to accept continuing balance-of-payments deficits whereas in 1975 they
eliminated their collective deficit .by applying deflationary policies in
unison. In particular, Germany and Japan are applying expansionary measures,
however timid, notwithstanding their balance-of-payments deficits, while in
1975 the policies followed led to large surpluses in the two countries.

According to the report, "there is little chance that the international
economic environment would permit financing the deficit that the Third World
would experience if it attempted to preserve a high rate of economic growth”
(p. 86). It is further suggested that "“the economic risk” of insufficient
recycling is that developing countries very much in debt would see their
growth rate reduced to only 4 percent (the middle hypothesis of the Morgan
Guarantee Bank) and even to 1 percent (the low variant)” (Ibid.)

This appraisal of the situation of developing countries appears overly
pessimistic. Nevertheless, the report is correct in pointing to the need for
international action as commercial banks are becoming increasingly concerned
about the risks involved in lending to developing countries that have
substantial debt obligations.

At the same time, it should be recognized that the accumulation of
external debt has occurred largely in countries which have failed to use the
proceeds of foreign borrowing productively. These countries would need to
increase exports and to efficiently replace imports, so as to improve their
balance of payments position. Increased exports and import replacement, in
turn, would permit maintaining high rates of economic growth.

3. Les rapports entre puissances €conomiques en 1978/1980

In examining the changing relationships among economic power centers, the
report speaks of the establishment of a system of multiple reserve currencies

(p. 142). While this view is supported by evidence on the diversification of



currency holdings by monetary institutions, the recent strength of the U.S.
dollar, and the weakness of the German mark, point to the conclusion that the
role of the dollar in the international monetary system will increase again.
Corresponding, the need for a substitution facility is reduced.

The report correctly states that "apart from the very significant success
realized by certain developing countries, the most important battles for the
sharing of the world market take place among the three giants” (p. 162); 1i.e.,
the United States, the European Common Market, and Japan. It adds, however,
that the developing countries are becoming increasingly important markets for
the developed nations (p. 164).

As regards the measures affecting imports from the developing countries,
the report overstates the importance of the General System of Preferences by
implicitly assuming that imports under GSP would not have otherwise occurred
(p. 175) and by disregarding the limits imposed on GSP imports. Also, it
misreads the implications of the use of export limitations in the place of
Article 9 of GATT, in contending that this entails replacing unilateral
measures by multilateral actionms (p. 176). Thus, the objective of the
developed countries has been to escape the constraints of Article 19 through
the use of export limitations which, rather than being negotiated, have
generally been imposed on the developing countries. Finally, while correctly
interpreting the achievements of the Tokyo Round negotiations, the report errs
in excluding the possibilities for such negotiations in the fut;re (ps 181).

The report notes the increased emphasis given to improving productivity
and to restructuring industries in the developed countries. At the same time,
it is inappropriate to regard Korea as an example of the “challengers” in
difficulty” (p. 186), since Korea has lost market shares to other newly-

industrializing countries as a result of the policies pursued by the former



President Park. These policies entailed expanding highly capital-intensive
heavy industries at the expense of labor-intensive traditional export
industries and failing to offset cost increases by a devaluation.

4. Le gestion politique de 1”intérdependence

The report describes the failures of "global negotiations" between the
North and the South. At the same time, in considering the establishment of
the Common Fund as a positive achievement, it neglects to note that the
financing of the Fund is too small to enable it to take effective action in
the markets of any major primary commodity. In turn, market forces rather
than the opposition of the United States, contributed to the failure of

PANCAFE (p. 221). Nor can one expect that producer cartels would be

"supported economically, that is financially, by the industrial countries” (p.

222). More generally, the report does not consider the implications of the

election of President Reagan for the future of North-South relationships.



Files April 13, 1981
Bela Balassa

RAMSES 1981

l. On my way to Tunisia laet month, I met with Thierry de Montbrial, director
- of the major French inmstitute of international relations and rapporteur of a
recent report for the Trilateral Commission. De Montbrial asked me to comment
on his institute”s recent "world economic report.” My comments on the report
are enclosed.

2. tUhile my comments emphasize its weaknesses, the report is commendable as a
first effort. 1 have since had the visit of the main author of the report,
who agrees with several of my criticisms and plans to make corresponding
changes in next year”s edition, for which an English language publication is
also planned. It may be added that RAMSFES received a very favorable review in
Le Monde.

3. The report often cites the Bank and expresses appreciation of its work.

It is noted that "in the somber picture of aid, the efforts of the World Bank
stand out by the dynamism and the imagination they display” (p. 92). Also,
"the World Bank gives evidence of promising ideas, in particular in attempting
to establish a new mechanism for financing the accelerated development of
energy in the countries of the Third World™ (p. 89).

ec: Messrs. Stern, VPO; Qureshi, CEX; Renjenk, VPE; Merriam, IPA; Steckhan, Parie

DPS Directors, DRC Senior Staff, Chief Economists.
Mrs. Boskey, IRD

Enclesure
BBalassa:nc



April 13, 1981

Dr. Hubertus Miiller-Groeling

Institut fiir Weltwirtschaft an der
Universitédt Kiel

2300 Kiel 1

Postfach 4309

Germany

Dear Dr. Miiller-Groeling:

Thank you for your letter of April 3rd. I would indeed have
been very happy to participate at the reception  honoring Professor
Giersch but I am afraid I will not be able to come to Kiel on May 1lth.

As regards your questions I provide the following informationm.
(a) The title of the Samuelson article is "Economist Paul Samuelson Charts

Global Shifts"; it is on page 20 of World Business Weekly, December 1,
1980.

(b) The Zimmerman paper is a printed publiecation of the World Bank that is
not part of any of the Bank series.

Yours sincerely,

Bela Balassa



April 13, 1981.

Prof. Dr. Miikerrem Hi¢
Istanbul University °
Europe and Middle East Economice
and Social Relations Research Institute
Istanbul
Turkey

Dear Professor Hic:

I am happy to revort that the Research Committee has approved
finaneing the Research Project on-incentive and protection in Turkey.
An official letter to this effeet will be sent to SPO shortly.

I was glad to learn from your letters of March 12th and March 22nd
that the project is progressing. I have asked two of my colleagues to review
your proposed questionnaire. T expect to receive their comments within a week.

With best regards,

Yours sincerely,

Bela Balassa



/ April 13, 1981.

Professor Custav Ranis

Yale University

Department of Economics
Feonomic Growth Center

Box 1987, Yale Station

New Haven, Connecticut 06520

Dear Cus,

I enclose in two copies a slightly revised version of my contribu-
tion to the Reynolds Festschrift.

Yours sincerely,

Enclosures Bela Balassa

Enclosed: '"The Policy Experience of Twelve Less Developed Countries, 1973-1979"



April 13, 1981.

Mr., John H. Dunning
University of Reading
Department of Economics
Vhiteknights

Reading

BGE 2AA

England

Dear John:

I am afraid that T have not been able to obtain a favorable
responge as regards the possibility of your spending some time working
at the World Bank. I am sorry for this as I would have liked te have
continuing contact with you here. I hope, however, that we will have
the chance to meet before loang.

With best regards,

Sincerely yours,

g

Bela Balases



April 13, 1981

Dr. Mancur Olson
President—-Elect

Southern Economic Association
University of Maryland
Department of Economics
College Park 20742

Maryland

Dear Manecur,
Thank you for your invitation to organize an Invited Sesssion
at the November meetings of the thern Economic Association. I am afraid

that I have accumulated so cannot accept your invitation. I am
sorry for this but I hope that you will understand my reasons.

Yours sincerely,

Bela Balassa



April 13, 1981.

Mr. Geoffrey Shepherd
SERC

Mantell Building

The University of Sussex
Brighton BN1 9BF

England

Dear Geoff,
T am afraid that May 18th would not be a good time for your
arrival. 1 am leading a large Bank mission to Turkey that would

begin on May 18th and last for three weeks. T wonder if you could
rather come a week earlier or three weeks later.

Yours sincerely,

Bela Balassa



WOR' 3ANK / INTERNATIONAL FINANCE CORPORATI?

OFFICE MEMORANDUM

DATE:
Files April 9, 1981
Bela Balassa, DRC{\4
Advisory Mission to Tunis, March 23-29, 1981
1. At the request of Mr. Stern, I went to Tunisia to advise the govermment

on the policy orientation of the VIth Plan (1982-86). In the course of my
visit, I met with the Minister of Planning and Finance, the Minister of
National Economy and the Minister of Social Affairs, with other government
officials and with several representatives of the private sector. Mr. Rene
Vaurs accompanied me at the meetings.

2. During my visit, I prepared an advisory report, entitled "Quelques
considérations sur le systfme d”incitations en Tunisie,” various elements of
which were discussed at my meetings. A copy of the advisory report is
enclosed.

cc: Messrs. Stern, VPO; Please, VPO; Tolbert, IDF;
Chaufournier, EMNVP; Bart, EM2; Picciotto, EMP; Zaidan, EMP;
EL Maaroufi, EM2; Dubey, EMNVP; Asfour, EM2; Bachmann, EM2;
Hume, EMP; Vaurs, EM2;
DPS Directors, DRC Senior Staff,
Landell-Mills,PPR; Westphal, DED

Enclosure
BBalassa:nc



QUELQUES CONSTDERATIONS SUR LE SYSTEME
D'INCITATIONS EN TUNISIE

BELA BALASSA
PROFESSEUR D'ECONOMIE POLITIQUE
CONSETLLER PRINCIPAL A LA BANQUE MONDIALE

INTRODUCTION

La Tunisadie a eu une excellente performance Z2conomique,
en narticulier parmi Les pays du Maghreb, pendant La période qudi
a sdudvd Le quadruplement du paix du pétrole en 1973-74 et La alcessioy
mondiale de 1974-75. La Tundisie a augmenté sa part dans L'exponta-
tion des produdizts manufactunriers en provenance des paysd en voie de
ddveloppement dans des proportions Aimportantes tandis que La part
des pays du Maghreb a diminué. ELLe a augmenti Aon faux d'Zpargne
comme Les autres pays du Maghreb mais, malgré quelques Linves-
tissements hautement capitalistiques dans Les entreprises manugac-
tunires publiques, elle a su Zviter L'augmentation imwortante du
coefficient de capital qu'on a observé dans Les auires pays du Ma-
ghreb. Adinsi, La Tunisdie a accliliri sa croissance &conomique &
L'instan de L'Egypte qud a béndf{icii du fLux de capitaux Zitrangens
et de L'augmentation importante des nrecettes du Canal de Suez Zan-
dis qu'un 4LZchissement est intervenu en ALgénie et au Maroc.

L'augmentation du volume et du prix du pétrole -xporti
a contribui d'une fagon non-négligeable 2 La croissance Economique
tundsdienne., Les nrevenus piétrolierns ont peamis une augmentation im-
portante de L'épargne nationale, des importaitions et des dipenses
oubliques. Ces dernilres ont 223 utilisdes en partie voar subven-
tionnen La consommation de centains nrodudits et comblen Le di-
ficit des entrepnrises publiques.



Pondant La prochaine déicennie, fa Tunisie va connailtre
un 4Lichissement de La croissance de La production pétrolilre tan-
dis que La consommation va continuer & augmenter a un nythme 2lLe-
vé malgr? Les mesdures de consexvation qu'on pourralt introdudinre.
De plus, aprls L'augmentation récente du prix du pétrole, 4L ne
{aut pas thop compien dur des augmentations importantes de son
prix réel.

Le nalentissement de fLa crnoissance des revenus péirclierns
en teames ndels et Leun dventuelle diminution auront des effels
défavorables sunr La balance des paiements, Le budget et L'Epanrgne
nationale. Afin de sauvegarder un taux de croissance gconomique 2&-
Leve pour satisfaire Les besoins et Les exigences du neuple tundi-
sien, 4if senait nécessairne de prendre des mesures pour amélfiorer
La balance des paiements, dvitern un dZficit budgitaire, et mainte-
nin L'%vargne @ un taux ELevé, tout en favorisant son utilisation
productive.

L'amélioration de La balance des palements nécessiteralit
une augmentation nette des exportations ainsi que fa substitution
des impontations. Mais cette derndre 2tani Limitle pan 2'exigudi-
+3 du marché tunisien, efle devrait itre Lile, du modins en paritdie,
i £'augmentation des expontations afin de pouvoir exploitern fes
Sconomies d'échelle dans La production manufacturilre.

La Tunisie ayant une 4iscaliti tn2s ELevie parmi Les
pays en voie de ddveloppement, on ne devradil pas envisager une aug?
mentation de La pant des impozs dans Le revenu national. Pour Zvi-
ten un dEf{icit budgitainre, iL sena alors nicessainre de réduine Les
dénenses, en rarticulier les subventions a La consommation et aux
entreprisdes publfiques.

Finalement, maintenir un taux d'Zipargne ZLevi demande un
e§4ont supplimentaine pour encourager £'Zpargne privie ainsi que
L'3tablissement de circuits 4inanciers poun que ceite Zpargne 304k
utilisée d'une 4fagon productive.

La nefisation de ces objfectifs dans Le but de poursudivre
Les grandes onientations du 6&me Plan, notamment La régionalisation
et La criation d'emplodi, nlcessitera une révisdion du systime d'in-
eltation actuel. Cette ndvision devradlt componter des mesunes con-
cennant Le code d'investissement, Les expontations, La protection
industrnielle, Le contrdle des prix et Les subventions, Les enire-
prides publiques, et Le systime financier.
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LE CODE D'INVESTISSEMEANT

La £oi d'aodz 197. relative aux Linvesitissements dans Les
industries manufactunidres a conitribul 2 L'esson rapide des Linves-
tissements dansd ce secfeun.

Les dispositions de La Loi econcernant L'&chelonnement de
L'exondration de 2'impdt sur Les bZnéfices de L'entreprise selon ZLe
nomone d'emploi cndé a {avoris? Les grandes enireprises donit Les
e4fectiss sont nlus importants sans favordisen C'emplodi. ELLe a pu
meme avoir des efjets nijastes sun L'emplod, 2tant donni que Zes
grandes entrepnises sont giniralement plus capitalistiques que Zes
petites et Le codt de crdation dz R'emploi en termes de cavital 4in-
vesti est plus &Levi.

De méme, L£'exemntion des droits de douane sur L£'{importa-
tion des biens d'lquipement a encouraq? £ utilisation des mithodes
capitalistiques, ainsi que L'Etablissement d'indusiries candialis-
tiques au dzpens de L'emploi. Les charges sociales ZLevies ont eu
des e4fiels semblables.

La 204 de 197< accorde des avantages considirables 2 Toul
investissement agnéé sousd 4{oame d'exonlration d'impots et de
droits de douane. Par contre, Zes avantages supplimentalres pouxr
Les expontations et pour 2a négionalisation soni minimes ; LLs com-
portent L'exoniration de L'impot sux Les bZnd3{ices pour une annie
Supplimentaire aprds La pliriode de eing ans prfvue pouxr tous ZLes
investissements agrnéls., EL quoique Les projets régionaux ont pu
béndficien de La bondijicaticn du taux d'Lintéret fusqu'a 5 % et
d'une subvention d'investissement jusqu'l 10 %, dans €es cas ofl
ces disposditions ont 243 appliquies elLles n'ont pas compens?® Les
insuffisances des négions difavorisies en matilre d'inifrastructune
physique et sociale. Ainsi,Lles Linvestissements dans Les rigions dé-
favorisies se sont situis en grand partie sun Le pérnimiine de £a
capitale.

Finalement, Les dispositions de La Loi de 1974 soni Las
mémes pour Les branches industriellas ztraditionnalles 2t poun Les
branches nouvellezs. Etant donni que Les branches industrnielles Zra-
di{tionnelles bZnéf{icient de conditions plus 4favorcbles dies 2 Leun
antinionditd par napport aux nouvelles branches, ces deaniirnes sont
défavonisies. Cecd est, en varticulier, Le cas pour Les industries
de biens d'Zquipement oui se Zrouvent dicouragles par La jrancndide
de droit sun Les Zquinements imwortis. 1L est nronosi de modifien
Les disposditions de La Loi de 1977 afin d'encouragern, Les exporta-
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tions,Les nouvelles branches irdustnielles, L'emplodi, et La négdio-
nalisation, nofanment oan fo8 M28ULA2E SULVAALLS

Premdiremonegnt

L'exondration d2a deodits de douane sur 2'imporitation des
biens 4'dzuinement devrait itre adbofdle sauf pour 22y Lndustnies ex-
voriatnices et Les nouvel’es branches Lindustrielles. Cependant, pour
afl2igen Le codt {inancier nour €'enirentise, £Le ovalement des drodlts
de douane Jdevrait Btne dchefonni sun wune piniodes de dix ans pax 2'oc-
znoi A'un ensdit @ un tawx d'intdndt neamal. Cette disposition pern-
motinaitr d'acconden une exoniration aux eatrennises qud seralt fone-
tion 42 2a naxt exvontie de Zewn wroductlion annuelle.

Doukd2menent :

L'exontration da 2'impdt sun Les bAniflices de Zientreprise
dovnait dtne acsordde nour oing and awx Lavestissements daas Z23
aouvelles orannhes Lndustrielfes I concurrence e 50 3. Les dinvesids-
sements dans L28 afgdons dijavorisies recavaaleat use exonitatlion
supplimentadire, allant de 30 % 2 59 %, dans toutfes Les draANIAZS Li-
dustrielles. Cn outrz, 2a Jdisposition de Za Lol ffaslissant ua Laux
niduit de 2'impdt sun L2s Hinifdices Lmputis aux expeoataiions, nout
L2as entreprises 2xportairices i pantin d'un seudl mindlaum de 20 G
de Zeun produation, devrail Etre éfandue & ZLoule giirepaise saad
seudll mlnLaun,

TrhoiAaL3mement

Dans Le Huit de riduine 2'attrair de La capitfale ainsi que
d'sviten 2a fragmenzation excessive de 2'indusirde manddaciurilre,
2'objectif de ndgionalisation de £'industrie devaait ifre noursuivdie
nan 2'3taplissenent dz2 zones industrielles assoriies d'équdipemeni s0-
ciaux. A 2'instar de La zone {ndustrnie’le de Gabls, ces zones do-
vrnaient revétin un caraciire spielalisi. Cecd est 2z cas, en narticu-

2ien, poun Les industnies micaniques et Flaetrniouzs qui nicessitent

Pa disvonibilit? d'activitis 2i3es en amont et en aval.

LES EXPORTATIONS :

Les expontations des nroduits manufacturndierns oni connuw un
esson rmemarquabfe ea Tunisdie. En mime temps, dans une grarde mesunre,
Led entheprises exportatrices ne sont pas intigndes au Lissu Andus -
thiel tundisien ot elles ont cnd? une valeur ajoutie nationale asdsez
{aible. Ceei rZsulte des avantages accondis parn 2a loi d'avadl 1972
aux entrneprises qui exportent 100 % de Leun production par comparai-
son avee Les entreprises qui n'expoatent qu'une partie de feurn pro-
duction et qud bZnificient de La Zoi de 1974,
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Tandis que La Loi de 1972 prévoit L'exoniration totale de
L'impot surn Les be.wf{ices nendant une wériode de dix ans, La ZLoi de
1974 n'accorde qu'une niduction parntielle de cet impdt et pour Les
entrnepnises néalisant a L'exportation un pourcentage minimum de Leux
chifgre d'agfaire. Le dépassement de ce seuil est aussi ndcessainre
pour Les entreprises soumises a4 La Lol de 1974 bénéficient de L'ad-
mission temporaire pour Lagquelle elles doivent obtenir une caution
d un codt ZLevi. Ces mirws entrepnises rencontrent des difficultis ad-
ministratives considirables, avee des délais d'un an minimum, 84
elles veulent se senvin du drawback dans Le cas ol elles n'avaient
pas privu d'exporten,

L'égalisation des avantages A L'exportation poun Les entre-
prises soumised aux Lodis de 1972 et 197+ sernait confoame 2 L'in-
Zeret national. Les devises procurdes dans Les deux cas ont La méme u-
ZLLLLE poun La collectivit?, e Z'exportation parntielle a L'avantage
supplimentaire de contribuer & L'intigration industrielle dans Lédco-
romie rationale. Pour La méme naison, il {faudnait simplifien Les con-
diiions actuelles en ce qui conceane Les transactions entre Les entre-
prises stoumdises 2 Lo Zod de 1972 et 2 fa o4 de 1974. Enfin, il 4fau}
drait assurer L'exonération Zotale des Zcoxes <indirectes ravied aux
stades antindieuns de La producition. Cet objeczti{ sera atteint, une
fodls €'intEgration des Zaxes indirectes ot L'itablissement d'une seule
Zaxe sur La valeun afoutie achevis. Enture Zemps, 1 L'instar d'autres
prays comme Le Mexdique, L€ faudrait éitublin des détaxes donfaitaires
rour £a zaxe I La production non nemboursle sur Les produits inteamé-
diaines aindi que pour La Zaxe sun Les prestaticns de services basdes
sur des normes Erablies poun chaque industrie. Suivant £'exemple de La
Thoilande, on devradii aussi Gteblis des nonrmes nour fe rembounsement
des dredts de douane rau?s aux divers stades antinieuns de Pa produck.
tion Leoccle des vrcduits intemmidiaines,

A L'Aindtan d'autres pavs, comme La Grlee, Taiwan, et La
Thatlarde, on devrair encouranen i'itabiissew=ent des s00i3t8s commen-
clates d'exportation qud prospecteraient de nouveaux marchia pour Les
produdts traddtionnels de La Tunisie et ¢'effonceralient de trouver des
marchds ooun £es nouveaux produlis. La divensdiiication des débouch?s
et des produdlts exporitis nevét une {mportance particulitre, &tant don-
né Les Limdiations Lmposies sur £L'exvortation tunisienne de fLa confec-
z{on en France ex La nécessiti d'encourager L'exportaiion pan Les pe-
CATeS el mouennes enimewrisesd.

. Suivant L'exempfe des autres vave, {f faudrait ccconder Les
Meres QuarnZeges aux 4ccilils commerciales d'exportation cu'cux pro-

dunieuns aui expoatent directerent. TP r'y a res de rolscn pour une
Lepesiiicn supplimentaine dans Fe nheriien cas et fusqu'd nrdsent, cet-
te Lmpesdiiion s'es? avinfe un chatacle mafeusr & fa enlation de Asoeld-
24 commencdales d'expontation. Les entreprises commerciales ainsi

acu £Les exportateurs dinects devraleni se voix acconder ded fdacild-
L24 voun La prosrection des marchis u comprdid £'itablissement d'agen-

ceA & owdtranger. lne asadscance sinanciire & La panticivation aux
COLROA LT AGLONS L QUL MAABLUNA Ce LACANCCTLON SOAOAT AUSLAL souhai-

LabLe .
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Ces mesures de caractire 4iscal devradlent 2tre assornties
de 2'améliornation de La roliticgue de ecnddit et L'itablissement d'un
systime d'assurance § cnédit a L'exportation. Cn devrait alligen
Les conditions de orddinancement, prolonaen %228 délais de 2'escomnte
2 plus de 90 jfouns, et Ztablin une {Laciliti nour des crlidits a moyen
tenme. Ces necommandaticns scni basies sun L'exnérdience des pays de
L'Extrneme-Ondient. La deandilre recommandation revéet une imporiance
particulidre pour encourager L'exnortation des biens d'Zoudlpement.

L'assurance cnddit voun ndisquz politique et nisque commen-
alLal, atilisde vanr 224 pays en voie de dZveloprnement exportatours de
produdlts manufacturizns, encourage 2a prospection de nouvzaux marchés
2t L'axoontailion dans Pes pays 01 Les conditions politiques no sont pa
staoles. Leur Lntroduetion 23t sounaditable pour fes eraZdits I moyen
toame mais aussl pour Les crldits a2 count Zeame.

Poun que £es mesunes {iscalfes et Le cridit aient Les cf{iets
escompitis, (L faudralr maintenir un taux de change réaliste. Ceci aéd-
cessdite d'iviter Fas fLuctuations nar nrandport aux devises da2s orin-
einaux marchis ftundsians 2t en panticulizn, 2'anordedlation 4du dinan
tunisdien, 22 qui 2 3tZ observi afcemmeni. En priparanit ces aiustements,
2248 consfquances dz La ~3cenife augmentation des salaires devralient
2ir2 aussd vrises en consddiration.

uw
g
4

On devradit en méme temns éviten un endettement excessif, ce
qui maintiendrailt Le taux de change 4 un ndvaau inf{lénicun cu taux de
enange d'Zquilibre a4 long teame et ndecessditeradt le namboursement des
emnrunisd 2 un taux de change diprieié. Noteamment wune baisse des reve-
nus de niZirnolfe eninradlnera une divrécistion de 22 monnadie #unisienne.

LA PROTECTION TNDUSTRIELLE

Le maintiendd’'un taux de chanage rialiste 24% aussi néces-
saire wour La voursudite d'une nolitique de niotection rationnelle. La
nilce maitresse de cette nolitique devrait Ztrne Ze systime douaniexn.
Cecd demanderadlt 2a Libinalisation des resitrictions quantitatives a
L'importation qui consdtituent actuellement Les principales mesures de
protection en Turndisdie.

Les nestrnictions quantitatives 2 L'imwontation ont aid? a
L'etablissement des onrnandes industrnies actuellfes mals ces industries
alsormals tradiZionnelles ne nicessditen? nfus La protection "ahsolue”
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que ces restrictions orocurznt, Cuolque La comwaraison des prix

nour Les produirs relativement simvles aurall pu veametinre d'E-
viter 2a satisfaction des besoins nationaux avee des prodults 2o-
caux excessivement cherns, ecs comparalsdons rancontrent des diffi-
cultis pratigues dans 22 czsd de nrodudlts Aoovhisztiquis, ol La &n-
cifdicationstechnique varie de 4acon conasidinrable poun Les mimes pro-
dudlts., Dans centains cas, La disronibifité d'un vrodult Lececal sem-
blable mais n'ayont pas foutes Les caractiristinues ZLecnniques disir
nies a donni 2ieu a des difsicultzs poun obtenirn La Licence d'im-
nortation pour Lec produdlt requdls. Cecld explique Le remplacement des
redtrictions quanititatives & L'imnortation par des droits de douane
auw couns du divaleppement industaicl dand fe28 auilred pays. Dans Le
cas de La Tunisdie, Lo processus de 2ibéralisation pounraii 2tre Fia-
27 swi oune pixlode de cing ans, ea commengani nar led neiiines pre-
midnes e 224 auwtnes produdlts Linteamédiainres. déanmoins, on poul-
nalt proLigen Zes nounveaux produdits par des resirictions quaniita-
tives a L'importation pendant une période 2imitée tandis qu'ils as-
surent Leurs marchés.

Le templacemens de La proiectdicn par des rnesirictlons gquan-
Lltasives & L'lmponkation par une proleelicn parn des drodlis de doua-
ne ndcessLlencdit La aiforme du sygiime douanden. En £'atsence d'un
plan bien congu, ce sysidme 8'est développld de facoin ad-hoc en rié-
poide aux demandes des enireprencuris. Pour assuren sa colifrence ef
son efficacdiié, on devralr prendre aen ccmpte Les relaitions d'échan-
ge 4iniersectonielles et évaluer Le Zaur de piaciecticn effective sun
La valeur ajcutée.

Dans La nifcrme, on devraadt Zuditer des vardetions dmpor-
Zontes des Laux de profection effective et ntdudire 2Ze *aux moyen.
Actuellement, plusdieurs vrodudlts binZfdicient d'un taux de »rotec-
tion de plus de 200 ¢ e d'eautres ont une nrotection eflective né-
aative die aux drodits de douane E2evis sun 2es nrodudits inteamidiad-
res par rappert aw produl {inal. Méanmoins, La protecition des biens
d'Squiftement devralft nesten modeste pour Zuifer 2'cugrentation ax-
cessdve du prix de frevdent mads ausdd L'Itabidlssement d'une Aindud-
thie méeanique et Zlecirnique ne produdsant gue necur un marchd na-
ticnal exdgu et donc % une fchetle insuffisante. Pourn encourager Le
développement parallile de La preduction de 2'industriec mécandque
et ilecinique poun Le marché naticnal et pecun L'exportation, on de-
vradit appliquer des mesunred de promotion au Lieu de <= de prozec-

Zlon. Celles-cd Aincluncnt Les Aincitations 4 L'investissement di-
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enites olus taut, des erbdits prifénenilels, adlnsd que L'exont-
nation d2 drcits de douane sSurn Pos srodudl?s intenmidiaihres.,

L2 r3visicn du systime douander peameiira de 4faire jace
au dumpding en {ntrodudlsant des taxes anti-dumpning ou des paix mindi-
nunm 1 L2'imnoaZation. En meme fLemns, 2'utilisaition des drodlts de doua-
ne au 2{cu de restrictions quaniitatives a 2'immorntation entrainz-
nait unz réduction des »naix en encourageant 2a concurreacz 2ntre
onoduits Locaux 2t Lmvworntis ainsl qu'entre vroduits importis,

CONTROLE DES PRIX ET SUBVENTIONS :

Dans Ca siturtion actuelle, 2a 2imdiiation da2s (imaontations
1 tandance 1 auzmenten Lo prdx des produdts imoontés ce qud béni-
ficle douvent aux expcrtateuns Etrangens. Ean outre, elle nenmet Le
maintien de prix élevés vour Les nrodudits Locaux qui ne sont pas
concurrencis par Les impontations. Le contrdle des prix ne peut pas
Aindluencer Les prix des produits étrangens el ses e4dfets sur Les pro-
dudits Locaux az manquant onas d'ambiquitid,

D'aboad, €'honologation des prix peame?r 1 2'eatrennise Jde
13aundnan 828 coidds mime 2¢cesséfs, et d'obtaadin das b3Eai{ices nao-
nortionaels 2 428 codts, Adlasd, 48 y a Bau 4'inaitations 1 2'am3lio-
nrtion de La nroductivitld 2t 1 2a concurrzince., Aussi, 22 souci de
simplijication d2s procddures 12 2a vart des autoritis a'iacdie pas
2os antrepadses A amélionren 21 qualité des marchandises voun 2es-
quelles elles ae peuvent pas ontenin un vaix plus 32evd.

Le passage onivu de 2'homologation 1 2'autn-nomologation,
avae La diteamination des manges b3ud{iciaines nar Pos autornitss,
vermettralt ute meilleure satisfaction des besoins navr mwaz gamme
nlus Zroanduc do nnoduits. Nlaumoins, 2o aro0blZme domeurz qua 2'a-
milionation de %a oroductiviii se trouve didcounragie nan 2n 4ait
qu'288e 12 n2ul nas entradnen unz augmentation d4es manies biadfi-
claines, a2 qud 28t nicessaine wour que 2'entrenwnise accente Le
nisqua, Adnsi la coneunrence ot 2248 4onces du manchi menant 1 une
amilioration de la productivizd ot Adu adveau de vie ne peuvent nas
convanablemnent jouer,

La Zibiralisation d28 prix nourradit comnencar narn Les
produits ol LI y a un nombre e 2voducteurs suf{isan? pounr assitrex
la concurrziace. Mans ces cas, on pountadlt avsliquer 22 2ibanti aon-
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thilie des rnix, avee notiiicaiion des changements de pALX aux au-
toniids, ce qui est actuellement le cad poux Lo cudn, Le verne et ZLes
ditengents,

Au cas ol il oxidte une situation d2 monopofe ou d'olZigopole
sun Lo marchd national, fa Zibisalisaticn des prdix deviait 3tre priéel-
dizpar La 2ib¥ralisation cdes restnictions quapntitaiives a L{'dimporia-
tion. lUne fois ce processus Leamdnl, La concurrence gzhaneire pouria
effeerivement Liniier 2'augmeniation des onix aesd wrodudts Locaux 24
nendre Ze concabie de Leuns piadx superflu.

On On wournait sventucllement 2imiten Ze conirole 2 un pe-
+it nombre des produits de atende censormaticn. Hals, ce contrdic ne
dovnait ni hEndiicien cuy citadins aux dipens des cgriculfzurs, nd
ontrainer des suhventicns excessives. T£ est nanticuliZrement imponr-
tant qu'on &tablisse des prix almunirateurns peux Les petits et mo-
wens agriculteuns. De cette fagon, on wournrait amiliorer fa situa-
tion dans Les réaions difavomisies, augmenten La demande de fa part
des agriculZeurs pour Les produlits Lndusiriels, ef enccuragen L'aug-
mentaticn de <a prcduciion agricole.

Le neeonstiturion des troupecuy qui a dudvd La Liblrelisa-
2ien du nrix de Pa viende ovire irdique des roAsdb{LitT4 d'augmen-
tazior de fa wreduction. Tes rfsulia*s serblablos pourraient etre
obterus pan La LAibiralisction du prix de 2a viande bovdine. En méme
temps, cn devrair supradimer Les subverntions aux aliments conceninés
qui scnt consommateurs de devises et dicouragent L'utifisation des
réturaged & un codi plus Zconcmique.

LES ENTREPRTEES PUBLICUES :

Plusieurs cafigornies de subveniions soni accordées qux en-
thepnises publfiques. Ces entrennises soni scumdises un contxole ad-
mindsiratif, ce qud entaine L'interveniion vresque quofidienne a2
L'Zzat dens Leun: gesidicn . En méme temps, malghl Les nessources 44i-
nanckines mises & Leur disvosiition, un nombge Limporntant de ces enire-
prnises ont un 4aible niveau de productiv.il

a
5
£

12 serait sovhaitable de nemplacer fe f4inancemenrt des ertre-
prisdes prubliques nar L'Etat parn un {inancement var l2s banques, com-
me cela a 3ti vnrnoposé. Des neprnisentants des banques devrazient {alre
parntie du Consedil d'Administration de ces entrenaises afin de s'as-
sunen que Les gonds sodent blen uillisiés,
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& out Ze Consail contdlenne des Ad-
emps pledsn ayant Leua butrezau dans

InEés pan celle-cd. 12 est douteux que ces
dispositions puilsdsent ectivenent favoadsen Le hut d'assuren Lle
bon fonectioanament de 2'entrepadse. FL2es douneraient Lieu 3 une
duplication et 2 des confliis avee £e Dinacteur GZninal de L'entre-
prise eX ne reprlsenteralent pas une Sonne utilisation des talaats
de gestionnaire exisztants.
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MZanmodns, L2 senadi souhalitacle c'inclure des experis
indZoendants dand Le Consedl 'Administraricn avec Les neprisentants
ac L'Etat.

Le Dinecteur GZneral devralil Eine nesponsable devant 22
Congedl d'Admindisiration qui assumenadt Zes fonctiond exercies van
Le Mindstlre de Tutelle. Avant de dEcider des néformes néczssaines,
e gouvernement pourrail utilement examinen 2'expiaiance des entre-
prisdes publiques autrichdiennes oudi sont insirées dans une Zconomie de
marchd aindi que L'expirience de La néforme Bcovomigue hencirodise gud
a 2tabli Le prdincdipe du profit noun fes entreprises wubliques. A
L'instan de {'Autriche et de Ca Honondie, o3 entrennises vubliques
Lundisiennes devaaient subin fa concurtevce {(rtdnieune 2t extiniounc.

Enfin Les petites enitrneprnises publiques et Les entreprises
bubliques dans Les Lindustries traditionnelles pourraiznit itne priva-
£estes, On devradt aussd ftevodn Le ndle et 224 fonctions des entrepad-
des publiques dans L'agrdicultune dont a2 productivitd est %eside 1 un
{atble ndveau.

LES MARCHES FINAMNCIERS :

Devnuis La prgnaration d'une tude par La Banque Centrale
en 1977, Z2s Zaux d'intinet ont tZ nalavés ot une nouveile augmen-
faition a &tZ dZcdidia noun Le len Avadil., N3anmoins, ces augnentations
ond 2£% 4infirieunesaa L'accnoissement 4u taux 4'injlaticn, 2t L24
Taux d'intiret néels ont diminus.

Quodique 28 Zaux d'intirdt 13els ont 3t vwoaitids au dibut
des annles soixante-dix, La comwensation {nsuf{iisante do f'aca?l3ra-
tion de E'inflation parn Le nellvement des taux 4'intindt nominaux Les
a rendus n€gatifs. Cet itat 4z choses davait 3tne modi{ian -4 I
courager L'irvangne au divens de L'augmentation rapide de 2a aconsom-
mation, des achats Lmmobiliers, at do 2'auto-invastissaemant 2ans 2¢s
entrepnises 24 faible nentabilit? 2t noux dZcouragen Les investisse-

ments capitalistiques.
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En nanticulier, on Jevaai? auamentar e faux Al {ntivat
% Pong tenmz et exoafaex fout {ntialt aay? peur L2s banguas de
L'imnct sun L2 reveinu,

L'augmentation des taux a'intirlrt deviadi eire eczompa-
gnie par une réiionme des marchis 4dinanciens. Cet objecidd senalt
peus {acilement ndalisé pan L'augmentaiion des Laux Jd'iafrll sur
Les oblioations Jd'Etot ainsi que pan £'exonirazion des revenus de
ces oblications et des dividerdes de £'iwpdt sun e revenu. En ou-
tre, des charcomerts insdtituticnnels sernnient nlcessaikes noun di-

velerner Lo manch® des actions et des obligatiors.

I

La nédorme des marchiés kinancders seradt complémentadire de
la Ribkénabisation des échances ei de 2a {Lbérnaxisaiion des prix, el
peametinadit un fLux de capiiaux vers les seccfeuns ox Le taux de ren-
cement est Le medilfeun. Néanmoins, Le champ d'action des craiddiis
prifinenidiels devnaii itre maintenu et méme ELongd, notammeaZ pour
Llexportaticn ainsi cue peurn L'rgriculture ef rpeoun £'dindvsinie m7-
cendque el TReetricue. Mans ces ASecteuns, L'Tiablisserent do ban-
cued spledalisdes rourncdit cugrenter 2o dispendbildifte des enidits
et asauner Leur ulildsation efficece.

COMCLUSICON :

'¢biectdif da2 eette roie 2 IAE de nxroroser une rEfcxme ded
incdtaticons Sconomiques peur Les ncndre comnatibles avec Les exd-
gences d'une Zecnomdie qud devient nius complexe et plus sowhisfiquie.
Ceta nicessdte £'ELangissement du champ d'aceldon des forces du mak-
chi ef une afducticn de 2'uiilisaticn des centrlles aamindsinatilis.
Les mesurnes proposies se nenjorcent mutuellement &lfant donnie L'inZen-
dipendance de La formaiion des prix,cde La prefectdier incusirdiclle,
et des ddisposditions siscales of jLinancdires,

P

]

Ces necommandarLovs tienmnernt compte dui fL8chisremert du
de crodsdance des nevenus pitrolfiens, ce qud nécessirena un
¢ accru peour diveiopner les exportations, aucrenser L'Zparane,
et aldusine Les dipenses publiques. ELLes visent cussi Lo criciion de
branches industricllas nouvelles, Le divelonperient agriccle, lLa xé-
glonalisation, et L'augmentaiior de L'emplodl.
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MR. MEMMET GUN CALIXA, MEBAN SECURITIES BROKERSAGE, ODAXULE
IS MERKEZY ISTINLAL CADDESI, 286 REYOSLY, ISTANBUL, TURKEY

PLAR TO ARRIVE I ISTANBUL ON JUNE 30 IN THE EABLY AFTERNOON
FOR MAKING PRESENTATION THE MEXT HORNING. BO NOT SEE
PIFFICULTIES IM OSTAINING PERMISSION FOR PARTICIPATION AT
THE CONFEREMCE IM A PRIVATE CAPACITY, PLEASE SEND INVITATION
TO DPELIVER PAPER ON THE POLICY EXPERIENCE OF OEVELOPING
COURTRIES IN THE POST 1973 PERIOD, REGARDS, BALASSA

bela Balassa
tela Salasse

Bialassa:ng BRC -~ Director's Office
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MR. MEMRET GUN CALIKA, MEGAN SECURITIES SROKERAGE, ODAKULE IS
MERKEZI ISTIKLAL CADDESI, 286 BEYOGLU, ISTAMSUL, TURKEY

WILL CALL oM THURSDAY FeR FUNTHER DISCUSSION OF PROPOSED
SEMINAR, REGARDS, DALASSA

fela Balassa
ffela Balasse

fBalassa:nc
DRC ~ Director’s Office
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Ms. Aon W. Hammond, PMD April 6, 1981.
Bela Balassa, DRC

Dr. Bela Csikos-Nagy's visit

As agreed on the telephone, I enclose Dr. Csikos-Nagy's curriculum
vitae. Given his eminent: status, he shoumd receive the highest possible fee
for his lecture.

Enclosure
BBalassa:nc
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OFFICE MEMORANDUM

Mr. S. Shahid Husain, AENVP DATE: April 3, 1981
Bela Balassa, DRC

CHINA: Socialist Economic Developments. Main Report

Overall Evaluation

3 i This report is very much superior to the earlier report on another
socialist country, Romania. It critically evaluates official data on economic
performance, submits the methods of central planning applied to a searching
review, and makes recommendations for future policy changes. The report”s
shortcomings may be largely traced to haste in aiming at early completion; the
interests of China and of the Bank would be served if sufficient time were
allotted for revisions.

2 China has obviously made great strides in assuring the basic needs of
its population. However, the official data overstates China“s growth
performance, and the adjustments made in the report are not sufficient to
redress the balance. This is in part because in making ad justments use has
been made of the highly distorted price structure of India and in part because
the adjustments do not concern non-price forms of overstatement.

3. The report does not give sufficient attention to the twists and turns
of Chinese policy making, which have affected economic performance to a
considerable extent. Apart from the Great Leap Forward and the Cultural
Revolution, attention would need to be given to changes in recent years,
including the 1978 investment spree, the 1979 retrenchment, the increased
equipment orders of 1980, and an even more far-reaching retrenchment in
1981. According to press reports, the contractionary measures applied will
now extend to public current expenditures, with adverse effects on
employment. Also, the re-centralization that has followed may conceivably
jeopardize the prospects for meaningful reform for some time to come.

&y The statement in the report, according to which "the reform measures of
the past two years have indeed made macroeconomic ad justment more difficult”
(Para. 5.82), tends to disguise the fact that the crisis has been due to
macroeconomic imbalances generated by excessive investment and wage increases,
neither of which is a necessary concomitant of the reform. The
recommendations, too, should concern themselves both with re-establishing
macroeconomic equilibrium and pursuing reform efforts. As to the latter, the
interdependence of prices, incentives and the decentralization of decision-
making would need to receive greater emphasis. Not only are appropriate
prices and incentives indispensable for successful decentralization, but
decentralization is a pre-condition for the establishment of rational prices.

5. Shadow prices offer only a partial and imperfect substitute for actual
transaction prices in their effects on resources allocation. Also, the
"extension of planning, both aggregate and sectoral” (Para. 5.88) may conflict
with the need for decentralization, when the distinction made between central
planning and administrative control fails to comsider that the former
necessarily leads to the latter. One should further recognize the danger in
half-way houses between planning and decentralization, and note that the
pricing, incentives, decentralization "trilogy” may make an important



contribution towards increased efficiency in investment and in energy use, a
better balance between supply and demand, and the expansion of exports.
Finally, consideration should be given to the potential contribution of joint
ventures with foreign firms to these objectives.

6. Several of these points have been made at various places in the

report. But the report remains somewhat of a jigsaw puzzle, elements of which
can be found in different chapters that also often overlap. An effort at
revising and pruning the report would bring considerable dividends. Comments
on the individual chapters follow.

1. The Chinese Inheritance

7 In providing the historical background, this chapter provides a useful
introduction to the report. Some of the statements, however, require
reconsideration. To begin with, the claim made as regards "the existence in
late Sung China (i.e. between 1000 and 1300) of the essential concept of the
industrial revolution” (Para. 1.16) is rather exaggerated. Also, it is
difficult to accept the view that homogeneity and centralization stood in the
way of industrial development in China (Para. 1.27). Thus, references to its
"tradition of unity and cohension” (Para 1.26) neglects the historical
importance of regional power centers in China. This neglect is apparent, in
particular, in comparisons with Japan, and the statement that "even the
centralized feudalism of Tokugawa Japan permitted a considerable degree of
local autonomy" (Para. 1.27) creates an erroneous impression. At the same
time, references to Japan”s "historical practice of borrowing technology from
abroad” (Para 1.29) disregards the long period of Japanese isolation. Nor can
rapid progress in Japan be explained by the role of the state in economic
development alone.

8. There are some further ambiguities in the chapter as regards
agricultural development. If indeed "by the nineteenth century at the latest,
virtually all arable areas in China proper were being farmed" (Para. 1.22),
the area under cultivation could not have been increasing during the twentieth
century. It is also doubtful that "one can speak of advanced and
sophisticated farm practices” (Ibid.), when "traditional agriculture in China
had reached equilibrium at a very low level of output” (Ibid.).

2. The Economic System

9. While practically the entire first chapter is devoted to developments
until 1949, little space is given to policy changes between 1949 and the mid-
1950s (Paras. 1.30-1.31) or between the mid-1950s and the the late 1970s
(Paras. 2.01-2.04). Yet, the present economic situation in China can only be
imperfectly understood without a knowledge of the quite radical policy turns
during the preceding two decades.

10. In particular, the claim that "China”s economic management is, by
international standards, extraordinarly centralized and characterized by
strict vertical control"” (p.30) appears to conflict with references to "a
complete breakdown of the central planning system (Para. 2.02) during the
period of the Great Leap Forward and "the breakdown of central management”
(Para. 2.03) during the Cultural Revolution, and with the statement that
"central planning has clearly been practiced only infrequently in China”



(Para. 2.05). One may also query the statement that "the response of units at
the bottom to change in policy at the top is remarkably quick and uniform”
(Para. 2.07).

195 The report tends to understate the importance of the provincial and
country authorities in the process of decision-making in China. For one
thing, there have been repeated efforts at regionalization since 1949. For
another thing, notwithstanding budgetary control at the center, the provinces
have found ways to assert their autonomy. Most recently, this was the case as
provinces and cities disregarded instructions from the top to limit new
investment.

12. The section on price determination needs improvement. In discussing
the cost-plus character of prices (Para. 2.30), the lack of an allowance for
the cost of capital should be emphasized. In turn, references to "theoretical
concern about “equal value exchange” and practical concern about rural living
standards" (Para. 2.31) disguise the fact that the internal temms of trade has
strongly disfavored agriculture. Thus, in comparison with India and other
developing countries, "industrial relative prices are unusually high in China”
(Para. A.17). The distortions are even greater if comparisons are made with
world market prices, since industrial protection has raised relative
industrial prices in India and in other developing countries to a considerable
extent. This explains the profits made in exporting agricultural goods and
the substantial losses suffered in exporting manufactured products (Para.
2.33).

13, In the discussion of the agricultural sector, more attention should be
given to farming on private plots that represents 30 percent of total
agricultural output produced on 5-7 percent of the land. The high
productivity of private plots reflects the responsiveness of farmers to price
incentives and has obvious implications for the system of decision-making in
agriculture. In particular, questions arise about the validity of the
statement according to which "the state-managed marketing and supply system,
the control of prices and the tight-knit organizational structure of the
commune together constitute an almost uniquely powerful apparatus for
agricultural planning” (Para. 2.50) in China.

14. As regards industry, doubts arise about the claim according to which
"what distinguishes these enterprise plans and targets from those common in
businesses in other countries is the degree of external [i.e. central/
influences and the amount of detail involved" (Para. 2.54). One may also
wonder if "the enterprise”s management has a hand in the formulation of its
plan" (Para. 2.55). At any rate, the discussion of the planning system could
be usefully expanded.

3. Growth and Poverty Reduction

15. The discussion of development strategy is rather cursory and tends
towards overstatements. To begin with, it cannot be said that "China has been
denied access to most Western markets, capital and technology"” (Para. 3.03);
apart from the U.S. embargo, its comparative isolation was the result of
govermment policy. Also, references to "land scarcity” and the attaimment of
"the easiest advances in intensive cultivation" appear to conflict with the
statement on the use of "out-of-date technology" (Para. 3.04). Finally, the



claim that "local resources and technology have contributed to
industrialization through the establishment of commune enterprises” (Para.
3.06) disregards the waste involved in e.g. the establishment of backyard
steel furnaces.

16. Further doubts arise about the reliability of data on growth rates, the
sectoral composition of output, and the level of per capita incomes in

China. As it is well-known, the valuation procedures applied and the
production of unsaleable commodities exaggerate the rate of growth of output
in centrally planned economies. The 28 percent ad justment in the relative
prices of industry as compared to agriculture (Para. A.32) represents only a
partial remedy as price distortions may exceed this figure several times.

Finally, China=India comparisons of per capita incomes are of doubtful
validity.

17. In evaluating the performance of the Chinese economy, the high
incremental capital output ratio, and increases in this ratio over time,
deserve particular attention. Successful developing countries operated with
ICORs about one-half of that of China. And, references to "the fact that
aggregate ICORs have tended to rise in most other developing countries
suggests that increased inefficiency is unlikely to be the whole explanation”
(Para. 3.40) tend to understate the importance of this problem in China.

18. Returns to factors in industry will appear even lower if world market
prices rather than the highly distorted prices of India are used in ad justing
the official figures. At the same time, making ad justment for the existence
of large distortions in price relationships as between industrial and :
agricultural products would lead to the conclusion that urban-rural income
inequalities are considerably greater in China than in low-income or middle-
income developing countries.

19. Comparisons of rural and overall income inequalities with middle-income
countries are limited to Thailand, Philippines, and Colombia in the report.
China would appear in a less favorable light if Korea or Taiwan were chosen as
standards of comparison. And, overall income inequalities would appear

considerably greater if ad justment were made for distortions in relative
prices.

4, Sectoral Development and Problems

20. Increases in per capita agricultural output of 1.0 percent a year
between 1952 and 1979 exceed the performance of low-income developing
countries. Questions have recently been raised, however, about the validity
of the data, and statements by Chinese officials have been cited to the effect
that output figures have been overstated. Net output per worker may then have
changed little in China as compared to average increases of 1 percent a year
in low-income developing countries. Such a conclusion should temper
statements made about “"substantial progress in agricultural development”
(Para. 4.20) and "impressive technical progress and substantial degree of
modernization in agriculture" (Para. 4.21).

21 Reported industrial output levels are exaggerated by reason of price
distortions existing in China. For reasons mentioned earlier, growth rates of
industrial output are also overstated, so that total factor productivity may



have declined rather than stagnating since 1957 as the report suggests. At
the same time, the claim that "almost the entire range of modern industries
has been set up"” (Para. 4.32) neglects considerations of quality and levels of
technology, which have contributed to low efficiency.

22. The findings of low efficiency as well as information made available
recently appear to conflict with statements such as "Chinese enterprises show
admirable attention to quality and great skill in workmanship" (Para 4.48),
"management appears to maintain close touch with workers” concerns and keeps
them well apprised of enterprise objectives and production methods” (Para.
4.48); and "managers in industry at all levels appear dedicated, energetic and
remarkably able” (Para. 4.51). At the same time, the statement that
"unsatisfactory results can be commonly traced to a dependence on supplies
from a different ministry or organizational unit that places its own
objectives ahead of those of its outside customers, or to some other failure
in coordination, or conflict in objectives, among separate units"” (Para. 4.50)
tends to minimize the firm“s own responsibility for its shortcomings.

5. Adjustment and Reform

23. The report correctly notes some of the deficiencies of the system of
central planning as practiced in China and elsewhere. It may be added that
"poor product quality, shortages of many items and excess supply of others”
(Para. 5.9) apply not only to consumer goods sectors but also to sectors
producing capital goods and intermediate products. This has to do with the
lack of interest on the part of enterprises to cater to the users” needs,
referred to earlier in the report.

24. While the report notes that "the state economy is in effect a giant
bureaucracy /and/ it suffers from many of the problems of bureaucractic
behavior” (Para. 5.10), it suggests that "control is not tight enough to
prevent enterprises from maximizing their demand on planners and supply
agencies for material inputs and equipment without adequate consideration of
cost"” (Para. 5.10). The latter statement, and some other statements in the
report, imply that greater centralization would remedy some of the defects of
the Chinese economic system. Yet, in the absence of instant information and a
giant computer operated by Superman, greater centralization is bound to lead
to contradictory plan orders, with the enterprise expending its energies on
fulfilling some and dodging others.

25. As in the case of the Soviet Union, attempts made "at devolution of
administrative control to locéal government have ... accentuated an already
strong regional tendency toward autarchy” (Para. 5.11) At the same time,
regionalization is bound to lead to inefficiencies as long as prices do not
reflect resource scarcities. Nevertheless, proposals for the regional
decentralization of decision-making continue to be made in China and they
would need to be dealt with in more detail in the report.

26. The description of the reforms is generally correct but the demand that
"together they constitute the biggest innovation since completion of socialist
transformation in the 1950s8" (Para. 5.21) is much exaggerated. The retention
of 10 percent of profits on the average (Para. 5.25) will not make much of a
difference; freedom of purchase from other sources (Para. 5.31) will matter
little as long as supply shortages predominate; the establishment of bilateral



relationships (Para. 5.32) tends to reinforce local autarchy; the retaining of
foreign exchange may not provide much of an inducement to the firm as long as
it "remains subject to local or central government approval” (Para. 5.34); the
extent of freeing the prices of manufactured goods is more limited than the
report seems to indicate (Para. 5.36); the imposition of interest rates of %
to 3 percent (Para. 5.37) has been offset several times by the acceleration of
inflation, leading to substantially negative real interest rates; and even if
"the relative profitability of the various crops, markets and investment
opportunities become the most important factors in decision making" (Para.
5.43), efficiency will be assured only if prices express resource scarcities.

205 At the same time, recent reports point to a tendency towards
recentralization through a tightening of central planning, rigid price and
wage setting, and the lack of extension of profit retention schemes to
additional enterprises. Some of the recommendations of the report also call
for greater centralization. The increased use of material balances (Para.
5.92), for example, would reduce the flexibility of the economic system.

Also, one may query the distinction made between central planning and
administrative control (Para. 5.89), since the former necessarily leads to the
latter. Finally, the "extension of planning, both aggregate and sectoral”
(Para. 5.88) is bound to conflict with the objectives of decentralization.

28. The recommendations made in the report reflect a touching faith in
shadow prices (Para. 5.48, 5.55, and 5.62) without providing any indication of
how shadow prices could be derived, given the existing price distortionms in
China. 1In turn, apart from its other defects, the use of average cost pricing
will not give appropriate results as long as the relative prices of capital
and labor are greatly out of line. In particular, interest rates should be
considered not only in choosing among investment alternatives but also as a
costing device.

29. The statement that "widespread decontrol of prices is probably ruled
out by a strong political aversion to consumer price rises” (Para. 5.49)
neglects the separation of producer and consumer prices in socialist countries
in general and in China in particular. (This is, however, noted in Para.
5.55). Also, the warning that "price changes aimed at improving efficiency
should not be made at the cost of adverse changes in the income distribution”
(Para. 5.54) does not consider the fact that the existing system of price
strongly discriminates against the poor in rural areas. At the same time, the
differential treatment of areas of different land quality may be achieved
through the traditional procedure of land rents.

30. While it is true that, in the event of the immediate decontrol of
prices, "the resulting pattern of windfall gains and losses would partly
reflect the many other rigidities in the system™ (Para. 5.49), one should
emphasize the benefits of the use of rational prices in ensuring the
responsiveness of supply to demand, avoiding inventory accumulation, providing
for the better use of inputs, including capital and energy, and contributing
to the efficient allocation of investment funds. More generally, the
interdependence of pricing, incentives, and the decentralization of decision-
making needs greater emphasis.

3l. The report makes reference to the need "for carefully planned and
gradual changes in the price system” (Para. 5.54) and suggests that "a trial



and error approach that combines continuing elements of direct planning with
gradually increased use of price ad justments seems necessary”" (Para. 5.53).
Piecemeal reform, however, has been shown to be ineffective in other socialist
countries. At the same time, one may doubt the validity of the statement that
"the collective system and the well-established hierarchy of planning controls
facilitates such a mixed approach and indeed, in certain respects, confers
some advantages that few other countries enjoy” (Para. 5.53)

32 A crucial issue neglected in the report is the choice between the use
of world market prices and of market-clearing prices under autarchy. Some
suggestions on the former are made in my back-to-office memo of November 24,
1980, on the U.S.-China Conference on Alternative Strategies for Economic
Development, that is enclosed. Any further recommendations would require a
better knowledge of the situation existing in China.

33. One may wonder if "the reform measures of the past two years have
indeed made macro-economic adjustment more difficult” (Para. 5.82). It would
rather seem that the macro—economic imbalances have been generated by
excessive investments and wage increases, neither of which is a necessary
ingredient of the reform. At the same time, the incorrect decisions made by
the government have made reforms more difficult to carry out and the recent

measures of re-centralization will strengthen the hand of the opponents of the
reform.

34, The report could serve the interests of the reform by pointing to the
adverse effects of policy errors in recent years. The report is surprisingly
mild at this point, although the errors made are well-known from numerous é
press accounts. It should also be noted that excessive investments have
contributed to wage and price increases by disturbing macro—economic
balances. At the same time, the cited 7 percent increase in the urban cost of
living between 1978 and 1980 much underestimates the extent of actual price
increases; the reported increase was 6 percent for 1980 alone and Hong-Kong
observers estimate the true increase at 10-15 percent. Finally, the re-
establishment of price control only treats the surface of the problem and may
exacerbate China”s present economic difficulties.

6. Prospects and Options in the 1980s

35. As regards agriculture, excessive emphasis is given in the report to
the need for expanding the production of staple foods. If the example of
other countries can serve as a guide, a 3.5-4.0 percent growth of per capita
consumption would entail not only a less than proportional increase in demand
for agricultural products but a shift towards higher-value products within
agriculture. For production to respond to the changing structure of demand,
there is need for price incentives since compulsion is a notoriously
inadequate means for this purpose. Also, on the example of other socialist
countries, greater emphasis would need to be placed on household plots, which
are not referred to in the recommendations of the report.

36.. The report correctly notes that the most serious new constraint for
economic growth is domestic energy production (Para. 6.02). Indeed, the
production of crude oil may decline below the 90 million ton level projected
for 1985 (Para. 6.51). Also, notwithstanding the successes of the last year,
conservation efforts may fall short of the projections. At the same time,



conservation would require the appropriate pricing of emergy that is not the
case today. But, it is not sufficient to raise prices, if the incentive
structure is not modified and decision-making is not decentralized.

7. Prospects for Foreign Trade and Capital

37. The trilogy of pricing, incentives, and decentralization is of
considerable relevance to foreign trade as well. Thus, China cannot hope to
approach the high projection for the exports of manufactured goods without a
change in the incentive system. In fact, information available on the
experience of Hong Kong firms in Southern China indicates that it may even be
difficult to reach the moderate projection of 10 percent under the present
system of decision-making.

38. Finally, in concentrating on foreign borrowing, the report neglects the
issue of direct foreign investment in the form of joint ventures that has
received considerable attention in recent years. While one needs to avoid the
excesses of recent years, foreign direct investment may make an important
contribution to technological progress, increased energy production, and
manufactured exports.

cc: Recipients of Mr. S. Shahid Husain”s memo of March 17, 1981.
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U.S.=-China Conference on Alternative Strategies for Economic
Development, November 21-24 (Racine, Wisconsin)

The Conference Program

1. Due to conflicting obligations, my participation at the Conference
was limited to five of the eight sessions. Nevertheless, the nearly
three days I spent in Racine permitted me to have detailed discussions
with several of the Chinese participants. Some reflections on these
discussions, and on the Conference itself follow.

2. Altogether twenty-five papers were presented at the Conference,
eighteen by American and British economists and seven by Chinese econom=
ists. The only change in the enclosed program was that I was asked to
make a second presentation, in addition to the onme included in the
program, on the economic reform in Hungary. This topic proved to be of
considerable interest to the Chinese participants who raised questionms
about the possible relevance of the Hungarian reform to China.

3. There were far too many papers for a four day Conference. The
Chinese participants, most of whom had little familiarity with Western
economic thought and analysis, faced particular difficulties; several of
them complained to me that they were unable to read a number of papers
and could not always follow the short (20 minute) presentations. These
difficulties were aggravated by the fact that there were some highly
abstract, methodological papers,the authors of which addressed
themselves to their Westernm fellow economists and did not attempt to
communicate to the Chinese participants, for whom the concepts used and
the methods applied were unfamiliar. The discussion of these papers was
also largely an "in-group” affair. The Chinese economists, however,
vigorously participated in the discussionms of the papers on issues, such
as rural development and trade policy, which were of interest to them.

Contributions by Chinese Participants

4, The Chinese papers were largely historical and descriptive in
character. They were written for a Western audience and sidestepped
some of the controversial issues. With a few exceptions, the papers
also showed a limited understanding of the actual practice of planning
and the implications of the modifications under discussion. This fact
reflects the comparative isolation of academic economists in China from
government decision—making.

S. 1 learned more from private conversations with Chinese participants
than from the papers and the formal discussions at the Conference.
Conversations with Dr. Liu Suinian, the Deputy Director of the Institute
of Economics of the State Planning Commission, the only nonacademic
participant at the Conference, were especially useful. I further
benefited from discussions with Dong Fureng, Deputy Director of the



Institute of Economics and of the Chinese Academy of Sciences and Teng Weizao,
Vice President of Nankai University, who appeared to be the most knowledgeable
about the practice of planning in China among the academic participants. Dong
showed considerable comprehension of the experience and the practical problems
with decentralization in Hungary and Yugoslavia; Teng displayed a good
understanding of the import substitution-export promotion controversy and its
implications for China.

6. Also, of greater interest than the papers presented at the Conference were
the translations of articles written for Chinese consumption. These articles
give an indication of the ongoing controversy that was also referred to in
private discussions. The article by Liang Wensen and Tien Jianghai,
"Relations between Read justing, Restructuring Discussed,” gives priority to
the former, involving centralized decision-making, over the latter, entailing
the decentralization of decision making. In turn, the enclosed article by Liu
Suinian, "Tentative Schemes for Economic Restructuring Evaluated,” takes a
position in favor of the restructuring of the system of economic management.

7. After describing the principal problems of the existing economic
management system, Liu describes three tentative schemes for restructuring
this system. The first reaffirms the central role of planning and would
involve only a limited degree of decentralization of decision—-making; the
second would entail decentralizing the management of the economy to
provincial, municipal, and regional authorities; and the third would rely to a
considerable extent on self-management of the enterprise. After a discussion
of the relative merits of these schemes, Liu comes out strongly in favor of
the third one. At the same time, in private conversation, he indicated to me
that there is considerable opposition to this alternative on the part of
unnamed "higher-ups.”

8. The discussion of the relationship between planned regulations and market
regulation in Liu”s paper is of particular interest. The article emphasizes

the need for the use of indirect methods, such as taxation and the financial

system, in the place of the direct methods of command planning. It does not

consider, however, the requirements of decentralized decision-making and, in

particular, the establishment of a rational system of prices.

9. This comment also applies to Chinese literature I am familiar with. While
attention has been given to the need for profit incentives, such incentives
will not appropriately serve the interests of the national economy in the
absence of rational pricing. In private conversations, however, Liu and
others I spoke with readily admitted that pricing is the crucial issue in the
decentralization of economic management. The following discussion draws on
the discussions I had with them on the issue of prigcing. '

Establishing a Rational Price System

11. Some steps toward a more rational system of prices are being
contemplated, including the imposition of interest charges on working capital
and of amortization and interest payments on fixed capital. A further issue
is the relevance for China of world market prices, which increasingly provide
the basis for the system of producer prices in Hungary.



12. In view of the differences between the two countries as regards size and
the extent of separation from world markets, one cannot recommend that China
follow Hungary in adopting world market price relatiomships. However, the
current separation of producer prices received by exporters from the f.o.b.
price actually paid for exports does not provide an inducement to the firm to
obtain high prices abroad, and the introduction of profit incentives would
promote specialization according to domestic rather than international prices.

13. This problem may be dealt with by equating producer prices to export
prices. At the same time, imported inputs used in export production should be
valued at the price actually paid, lest unrealistically low import prices
induce firms to export overly import-intensive commodities The described
procedure may also be applied to the domestic suppliers of exporting firms
whose cost is affected by the pricing of imported inputs. Finally, efficiency
would be served if the imports of machinery and intermediate products were
sold at world market prices.

14. The implementation of the described scheme would necessitate adopting a
realistic exchange rate in the place of the present rate that is apparently to
a considerable extent overvalued. Should a devaluation encounter political
difficulties, an export subsidy—-import tariff scheme could be applied. Apart
from providing appropriate incentives to exporters, one would end thereby the
present underpricing of imported machinery and intermediate products, which
may have contributed to excess demand for imports on the part of Chinese
firms.

15. The described scheme could be implemented over time, with additional
subsidies granted to high-cost exports during a transitional peried. In
emphasizing the transitional nature of these measures, the scheme would make
exporters sensitive to foreign prices and thereby contribute to the objective
of minimizing the domestic cost of earning foreign exchange. (Calculatioms of
the domestic cost of foreign exchange could be usefully made even prior to the
introduction of the use of world market prices as it had been done in Hungary
prior to the 1978 reform.)

15. World market prices may not be used in the case of commodities produced
for domestic markets, however. Apart from the difficulties involved in
ascertaining the relevant world market prices in the presence of differences
in quality, specifications and other product characteristics, it could not be
assured that domestic demand and supply be equated at these prices. Under the
conditions existing in China, a more appropriate solution would be to
establish prices that equate demand and supply domestically, so as to avoid
shortages and surpluses in individual commodities. With the establishment of
market relationships among firms, these prices would tend to reflect scarcity
relationships in the Chinese economy.

16. At the same time, as Helen Hughes suggested, in evaluating new investments
undertaken centrally it would be desirable also to make calculations at world
market prices, so as to provide an indication of the efficiency of exporting
and of import substituting activities. This procedure may be extended to
{nvestment firms that obtain funds from the govermment or from banks for new
investment.



17. 1In the further development of the described scheme, one would need to
examine issues relating to the role of central decision-making and of market
relations in setting producer prices; the relationship between producer and
consumer prices; as well as the modalities of the practical application of the
scheme. This would, however, require more detailed knowledge of the economic
situation in China and of the comnstraints under which decisions are made.

ce: Messrs. Husain, AENVP; Kirmani, AEP; Jaycox, AEA; Koch=Weser, AEP;
Hasan, AENVP; Hawkins, AEA; Bussink, AEA; Lim, AEA; Keesing, DED; Wood, !
DPS Directors, DRC Senior Staff, Westphal, DED; Robinson DED
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CABLE APRIL 3, 1981
61991

FR. SUK TAI SuH, XDIPROJECY
SEQUL , KOREA

1. VAS HAPPY TO HEAR OF YOUR OSTAINIRE GOOD RESULTS WITH New
EXPORT INCENTIVE VARIABLE EXCLUDING INDIRECT TAX. SUGEESY
THAT YOU COMTINUE USING THIS MEASURE. 2. PLEASE SEND WAGE
DATA FOR THE FOURTH QUARTER OF 1980 BY RETURN TELEGRAR. 3.
UMIT LABOR COSY INDEX FOR THIRD QUARTER OF 1980 SEEMS TO BE
Id IRPOR. WE OGTATIN 209.9. REGARDS. BALASSA

Bela Balassa

Bels Palassa

BBalassa 'ne PRC ~ Director's Office



CABLE APRIL 3, 1981
61991

N3. MOON. P

OXFORD, ERGLAND

TOO LATE TO WRITE THREATENINGE LETYER AT THIS TIRE AS ALTER-~
MATIVE PUBLISHER COWLD WOT BE FOUND. RECGARDS, BALASSA

BELA BALASSA
BELA BALASSA

EBalassa ne BRC -~ Director’s Office



cABLE APRIL 3, 1981
Fedagunny 41591

WS. OGAWA, INTBAFRAD

HORLD BANK TOKYC OFFICE, TOKYO, JAPAN

APRIL 20 DATE IS FIME. LOOKING FORWARD TO SEEING YOU. RESARDS
BALASSA

fiels Balassa
Bels 2alassa
BBalassa: ne PRC ~ Director’'s Office
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Br. Albert Wohlstetter
2805 Woodstock Road
Los Angeles, California 90046

Dear Dr. Wohlstetter:
Thank you for your letter of March 1llth. I saw Professor Celasun
in January and he gave me a copy of his paper. T enclose, on a personal

basie, a back-to-office report I wrote following my return from Turkey. I
will be leading a large World Bank mission there in May.

With best regards,

Sincerely yours,

Enclosure Bela Balassa



Recent Economic Developments in Turkey

Bela Balassa
The 1980 Policy Reforms

1. The policy reforms instituted in the course of 1980 aimed at increasing
the role of prices and markets, and the extent of outward orientation in the
Turkish economy. The principal measures introduced in January 1980 to pursue
these objectives were the relaxation of controls on the prices of most commod-
ities produced by the state economic enterprises (SEEs), a large devaluation,
accompanied by increased export incentives and simplification in import regul-
ations, and the liberalization of foreign investments. In June 1980, the
Central Bank rediscount rate was substantially raised and limitations on
interest rates removed.

2. The relaxation of controls on SEE prices extended to most products, with
the resulting price increases ranging from 45 percent for gasoline to 300
percent for paper and 400 percent for fertilizer. Apart from reducing price
distortions among goods sold domestically, increases in these prices sharply
reduced the deficit of the SEEs which, being financed from the govermment
budget, had importantly contributed to monetary expansion.

3. On January 25th, the exchange rate was devalued from TL47 to TL70 to the
U.S. dollar, thereby increasing the profitability of exports and import
substitution. On the export side, the devaluation was complemented by credit
perferences, customs duty exemptions on imported inputs, and the automatic
provision of licenses for the importation of inputs used directly or indirect-
ly in export production. On the import side, the principal change was the
streamlining of the operation of the import regime that involved greatly
reducing the waiting time for licenses, and for foreign exchange allocations
once the licenses had been granted.

4. The simplification of the administration of export and import regimes has -
brought benefits by lowering the cost of doing business with the government,
and that of doing business in general, and by reinforcing the operation of the
market mechanism. The simplification of procedures has been particularly
important in the case of foreign investment, where all relevant measures have
been consolidated in one department and the time needed for decisions has been
reduced from several years to one month. Furthermore, some previously of f-
limit sectors, such as agriculture, mining, and banking, have been opened to
foreign investment.

5. In June 1980, the rediscount rates of the Central Bank on short-term
credits were raised from 14 percent to 26 percent and interest rates paid to
savers, and charged to borrowers, were freed. While interest rates on two-
year savings deposits increased from 20 percent to 33 percent and on short
term credits from 21 percent to 32 percent, real interest rates continued to
be negative as a result of a "gentlemen”s agreement” among banks; it is only
recently that there has been some competition among banks through added
"sweeterfers” to savers. Competition will increase further as a result of the
establishmént of three foreign banks in Turkey.



The Effects of the 1970 Reforms

6. For a variety of reasons, the effects of the reforms were slow in

coming. To begin with, increases in prices were not accompanied by changes in
the modus operandi of the state economic enterprises. Furthemmore, the priv-
ate sector had long been used to producing for domestic markets behind high
protection and while the profitability of domestic sales declined with the
recession, vigorous export expansion has required a change in attitude. Last
but not least, until September 12 when the military assumed power, production
was disrupted as a result of intensifying violence, declining labor discipl-
ine, and increases in strikes, with 7.7 million work-days lost in the first
eight months of 1980 as compared to 1.1 million work—-days in 1979.

7. These considerations largely explain that the dollar value of exports in
the first eight months of 1980 was only 6 percent above that for the corres-
ponding 1979 period. The situation changed in the following months, with 1980
exports exceeding the 1979 level by 21 percent in September, 33 percent in
October, 53 percent in November, and 141 percent in December when exports
surpassed $0.5 billion, with the annual total approaching $2.9 billion. The
improvements have been even larger in manufactured exports that exceeded the
corresponding 1979 figures by 54 percent in the September-November period as
compared to 4 percent in January-August. While commodity details are not yet
available for December, available information indicates that much of the
expansion occurred in manufactured goods. Product groups with the largest
increases include textiles, processed food, and chemicals, with the Middle
East being an increasingly important market as Turkey has benefited from the
Iran—Iraq war. :

8. Foreign direct investment also picked up in the second half of 1980. For
the year as a whole, the net inflow amounted to $97 million, raising the
cumulative total from $228 million at the end of 1979 to $325 million at the
end of 1980. This result contrasts with yearly net inflows of =10 to +15
million dollars in the 1974-1979 period.

9. 1In response to the rise in interest rates, time deposits increased by 36
percent between July and November 1980, after rising by 7 percent between
January and June. While some of this increase may be attributed to shifts
among financial assets, the bulk is likely to represent genuine savings as
strongly negative real interest rates had induced people to invest in consumer
durables. The higher interest rates, then, have contributed to reductions in
inflationary pressures.

10. Preliminary data show December to December increases of 80-90 percent in
wholesale prices and 60-70 percent in the Istanbul cost=of-living, depending
on whether use is made of the indices of the Istanbul Chamber of Commerce or
the Ministry of Commerce. These results were much affected, however, by the
rise in prices in February 1980, following the January devaluation and in-
creases in SEE prices, that exceeded 20 percent on the wholesale, and 10
percent on the retail, level. Notwithstanding a temporary acceleration in
October 1980 after the military announced a 70 percent wage increase in cases
when agreements in collective contracts had not been reached, price increases
in the February-December 1980 period were little more than one-half of that in
the corresponding period in 1979. And, if recent trends continued, February



to February increases in wholesale as well as in consumer prices would be in
the 45-50 percent range.

11. Furthermore, according to some sources, wage increases will be limited to
50 percent for the year 198l. This figure would be rationalized on the basis
of an officially postulated 40 percent price increase in 1981 and of reduc-
tions in the tax burden of employees under the new tax legislation. General
Fvren i1s reported to have said that the tax burden on employees would decline
from 60-65 percent to 40 percent, with further decreases to 30-35 percent
planned. While these figures do not allow for increases in indirect taxes,
according to newspaper reports "referring to amendment on income tax, General
Evren said that a great difference will appear between the collective bargain-
ing agreement of last year and of this year, due to advantage brought in favor
of employees"” (speech of January 15, 1981). At the same time, one may assume
that the Supreme Arbitration Council, which has the final say in wage bargain-
ing, will carry out the govermment”s wishes.

12. There are several disquieting signs, however. Some price increases have
apparently been postponed from last year; restaurant prices, for example, were
raised by 25-30 percent in January 1981 after a freeze lasting for several
months. Increases in some SEE prices have been postponed, too. This, in
turn, has contributed to the rise in the budget deficit, leading to the accel-
eration of the growth of the money supply that was held back in the first half
of 1980, when SEE prices were fully adjusted. Thus, after increases of 21
percent in the first, and 24 percent in the second, half of 1979, increases
were 15 percent and, according to preliminary figures, 30 percent in the
corresponding periods of 1980.

The January 1981 Reforms

13. The January 1981 reforms carry further the liberalization process begun a
year earlier. The principal measures include the liberalization of the import
regime, export incentives, the reform of the tax system, and SEE reform.

These will be taken up in the following,with consideration given to possible
future changes.

14. The liberalization of the import regime described in the memorandum on
"Study on Restructuring the Existing Protection and Incentive System in
Turkey,"” represents a first step towards the reform of the system of protec—
tion and incentives in Turkey. Such a reform should concentrate on reducing
import protection, lest exports be again neglected as improvements in business
conditions lead to higher profitability of domestic sales that continue to be
highly protected. One may envisage the elimination of import licensing and
reductions in tariffs, to be carried out over a period of several years, that
may be made a condition of a SAL III.

15. 1Incentives to exports have been increased by raising the share of export
loans in lending by commercial banks, reducing interest rates on export-
oriented investments, and granting tax benefits to exporters. It would fur-
ther be desirable to provide pre-export credits in full rather than in instal-
ments, irrespective of the amount involved, to complement export credits by an
export guarantee scheme, to provide letters of guarantee for Turkish construc-
tion firms abroad, and to establish an export development bank.
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16. The reform of the tax system includes reducing the punitively high margin-
al income tax rates, increasing the taxation of farmers and other self-employ-
ed, and instituting a value added tax at uniform rates in the place of the
production taxes that show considerable variations in rates. These changes
will improve the efficiency and the bouyancy of the tax system. Further
changes would be necessary in order to encourage the expansion of agricultural
production and to ensure that increases in tax revenues match the rise in
government expenditures.

17. Increases in SEE prices would further reduce the budget deficit. While
increases in these prices have a short—term inflationary effect, the budget
deficit financed from money creation has a larger impact on inflation through
the operation of the money multiplier while borrowing in financial markets
syphons off funds from private investment. The availability of funds for
private investment is also affected by decisions on SEE investments that are
discussed in the back-to-office report of Messrs. Sadove and Roy, dated Jan-
uary 9, 1981.

18. Questions of SEE pricing and investments lead to the issue of SEE re-
form. The reform proposals under review by the Council of Ministers envisage
increasing the independence of the SEEs through the choice of their management
by a Board of Directors, in which independent directors, drawn from the ranks
of experts, professors, etc., would be in a majority. While these changes
would represent a considerable improvement over the present situation, the
proposed structure would be rather heavy; SEE fimms in the manufacturing
sector would be supervised by the Boards of eleven trusts, organized along
industrial lines, which would in turn be supervised by a super-Board, estab-
lished for all manufacturing industries in a newly-constituted ministry, that
would appoint managers on the recommendations of the Board of Directors of the
particular trust. Apart from simplifying the proposed organizational set-up,
it would be desirable to ensure that firmms within a trust will compete with
each other and that firm managers have the freedom to set prices and to vary
the size of their labor force, which would not be the case under the

proposal. Finally, one may raise the possibility that some inefficient SEEs
be closed down or sold to private interests.

BBalassa:nc
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April 3, 1981

Professor Reghinos D. Theocharis

Center of Planning and Economic Research
22, Hippokratous Street

Athens 144

Greece

Dear Professor Theocharis:

Thank you for your letter of March 3rd. I was waiting for a
response from the administration before replying. I am sorry to say that
the reply was negative. I understand that this would make it difficult
for you to provide an additional fee to Mr. Panourgias.

With best regards,
Sincerely yours,
r— I,ffh\\\
\ Yl

Bela Balassa

cc: Mr. Voloudakis



CABLE APRIL 2, 1981

BR. EDUARDD COWESA, BIRECTOR, INTER-ANERICAN DEVELOPMENT BANK
CASILLA DE CORREQ 39, SUCURSAL 1. 1401 WAENOS ALRES, ARGENTINA

PLEASE SEND LETTER GIVING PERMISSION FOR INCLUDING IN THE
WORLD BANK REPRINT SERIES ALL WY RECENT AND FUTURE PAPERS
PUBLISHED IN INTEGRACION LATINOAMERICANA REGARDS, BALASSA

Bels Palassa
Bela Salassa

oBalassa ne oRC ~ Director’'s Office



MR, MEMMET GUA CALIKA. MESAN SECURITIES BROKERAGE, ODAKULE T8
FERKEZI ISTIXLAL CADDESY, 286 PEYOGLU, ISYANBUL, TURKEY

THIS IS TC ASK PERNISSION TO INCLUDE IM THE WORLD BANK
REPEINT SERIES QUOTE THE ROLE OF EXCHANGE RATE POLICY IN
ACHIEVING THE OUTWARD ORIENTATION OF THE TURKISH ECONOMY
UNGUOTE PUSLISHED BY YOU. REGARDS, BALASSA

fola Dalesss

felz Balasse

Eftalasse :n¢ BRC -~ Director’s Office



