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Messrs. M. Wolf and O. Havrylyshyn June 26, 1981
Bela Balassa and Roger Bowden, DRC

Systems Analyst/Programmer for our Research Project on Trade RPO 672-32

As we have already indicated to Mr. Havrylyshyn, we will be happy
to share Mr. Rozanski's services with you. At this point we would plan to
contract him for two months following his four month assignment with you.

BBalassa:nc



Mr. John Magee Kieser, PMD June 26, 1981.
Bela Balassa and Graham Pyatt, DRC

Takashi Takayama

; We interviewed Mr, Takayama and also participated at his seminar.
Takayama is a first-rate scholar whose achievements are well-known. The
paper presented at the seminar also showed his skills in dealing with a
difficult problem in an original way.

P Takayama is extremely competent technically and well-motivated.
We have little doubt that he would be an effective researcher on energy
at the Bank. He has general familiarity with the field and possesses
the analytical skill necessary to carry out such a task. We highly
recommend Takayama for a Bank appointment.

ce: Mr. Duloy, DRC

BEalassa:nec



26 juin 1981

France-Aide

28 rue Louis-le-Grand
75002 Paris

France

Messieurs,

Je vous prie de bien voulir m'envoyer des renseignements sur
le modéle Peugeot 505, y compris le délai de livraison au départ de
Parie, ainei que le prix diplomatique pour exportation aux Etats Unis.
En effet, en raison des fonctions que j'oeccupe 3 la Banque Mondiale je
suis autorisé A bénéficiler des privildges diplomatiques en ce qui concerne
1'achat d'un véhicule.

Je vous saurais gré de bien vouloir me faire parvenir les
renseignements demand&s, par voie afriemne, le plus rapidement possible.
A cet effect, je joins 3 la présente lettre deux coupon-réponses
destinés 3 couvrir les frais de port avion pour 1l'envoi de votre réponse.

Veuillez agréer, Messieurs, 1l'expression de mes sentiments
distingués.

Bela Balassa
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DRC Professional Staff June 26, 1981.
Bela Balassa, DRC

World Bank Reprint Series

Please provide me by July 10th, any papers you wish to have
included in the World Bank Reprint Series. I would need fifteen copies
of the papers together with a short note indicating their importance to
the study of economic development in general and for the World Benk in
particular.

BBalassa:ne



TO:
FROM:

SUBJECT:

v -D BANK / INTERNATIONAL FINANCE CORPO ION

OFFICE MEMORANDUM

DRC Professional Staff DATE: June 26, 1981.
®
Bela Balassa, DRC '\,

World Bank Reprint Series

Please provide me by July 10th, any papers you wish to have
included in the World Bank Reprint Series. I would need fifteen copies
of the papers together with a short note indicating their importance to
the study of economic development in general and for the World Bank in
particular.

BBalassa:nc



June 26, 158

s, Xazwke Ogawa
Infoermation Offticer

The Vorld Rank,

Tokyo Office

Fokusaf Suilding, Room 9216,
3=i=1 Marunouchi
Chiyoda~in

Tokyo 100

Japan

Dear Fathy,

Thask you for your letter and the saclosures which reasched me after my
return from & Bank mission to Turkey. ¥ wish te raise twe questions
conceraing the sethodology you have applied.

First, while in your letter of Decembar 10, 1920 {t was stated that you
are "currently subtractisg out wnskilled wage froe the wage HI11," your note
indicates that this hss not bheen done. You suggest that the eotisated
regrassion coefficients using the log~livear form of the equation will not ba
af fected 1f unakilled wages reprasent the same proportiom of the average wage
iz g1l fodustries. This assumption dows not conform to the fects as the ratte
varies from 0.3 to 1.1 across findustries sud it would imply that human
capital, properly defined, s propertional te waskilled labor. The fatlure to
deduct the wnekilled wsge frem the aversge wape thus legds to the
riseetization of the stock of h-‘,uplul and lack of emmmq with
physical cspital :

Second, you otate to have derived the ateck of phystical cespital as o
product of cutput value sud the capital-output ratie. Yeur letter of December
18, 1980 made no wention of thie precedure. Had you done so, Y would have
told yeu that capital stock figures ahould be obtalaed frem industrisl surveys
a8 1t was done for the United Htates to Rorea. lLet ma 4dd here that froe your
note, it is not appavent what sowrces were used in deriving the capitel-output
ratios.

The inapprepriatensss of the data may explein the poor econmatric
resulte you have shbtained. This i3 the case, fin perticular, as far n the
phyaieal capital coefficlent is concerned,

These shortconings of the digsertarion will seed te be remedied. The
unekilled wage 1 clesrly incorrset for the clothing end shee industry greup,



comprising industries 2320, 2390, 2410, and 2430, as it exceede the average
wage for sach of these industries. You should also try teo get {nfommation on
unskilled wages for imdustries 2311, 2314, and 2930, vhere thie again exceeds
the average wage.

As regavda the physical capital atoek, you should first find cut how
capital-output ratios have been derived. Once this i¢ known, we can decide
how to procsed further.

I resd your paper with interest. At the same time, it 13 not clear if
the depandent varieble in the aquations refars te expert value or te my
revealed comparative advantage ivdex. The latter would need to be used in
refornulating the independent variables fa the fors of capitsl-lsbor ratios as
I have done 1t in the "Stages Approach’ paper.

With best regards,

fincerely yourse,

Bala Malassa

eei Mesars. Bowden, DRC; Mavrylyshyn, Velf D
¥rs. Richards—=Lloup, OHCD



June 26, 1981.

Professor Tansu Ciller
Bogazici University
Bebeh

Istanbul

Turkey

Dear Tansu,

I have, in the mean time, recalled the name of the Brookings
scholar who would be a good choice for giving a paper at the Conference
you are organizing. His name is Ralph Bryant. Bryant is the author of
a recent book on international monetary problems, '"Money and Monetary
Policy in Interdependent Nations."” You can reach him at the Brookings
Institution, 1775 Massachusette Avenue N.W., Washington, D.C. 20036, U.S.A.

Yours sincerely,

Bela Balassa



Mr. Arvind Virmani, DED June 26, 1981.
Bela Balassa, DRC

Projeet Narratives

In response to your memo of May 22nd, I provide information on
additional publicationsto be included with the abstracts of research
projects 670 35 and 670 87,

Apart from adding these publicatiom the only change relates to
the dates of completion of the project. The date should be given as
July 1982 for 671 35 and December 1981 for 670 81.



June 26, 1981,

Professor Jacob A. Frenkel

National Bureau of Economic Research
1050 Massachusetts Avenue

Cambridge, Massachusetts 02138

Dear Professor Frenkel:

I highly recommend the inclusion of Masahire Kawai's paper
"Trade Hedging, Capital Flows and Speculation in a Rational-Expectations
Model of Forward Exchange,” in the NBER's November Conference on Exchange
Rates and International Macroeconomics. I have read the preliminary
version of the paper and I find it represents a valuable contributien
to literature.

Yours sincerely,

cc: Professor Kawai



Turkey Mission Members June 26, 1981.

Bela Balassa, DRC

Completion Report

Please send your report, typed double spaced in two copies to me,
with an additional copy to Mr. Roy by July 3rd. It would further be useful
if you provide copies to those working in the related areas.

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

June 26, 1981.

Mr. Antonio C. Lemgruber and Mr. Roberto Fendt Jr.,
Director-Chefe Director
- Centro de Estudos Monetarios Fundagao Centro de Estudoes do Comércio Exterior
e de Economia Internacional Av. Rio Branco 120, gr 707
Fundagao Getulio Vargas Rio de Janeiro
Praia de Botafogo, 190 - 9° BRAZIL
CEP. 22250
Rio de Janeiro, RJ
Brazil

Dear Messrs. Lemgruber and Fendt:

I have sent you several telegrams which remained without a
response. I hope, however, that you have received our printout of the
Brazilian estimates.” Should this not be the case, please let me know
by telegram.

May I ask you to complete your studies by August 15th and send
one copy to Ann Richards-Loup and one copy to me at the World Bank.

Yours sincerely,

0

A Bela Balassa

\

\

T



v LD BANK / INTERNATIONAL FINANCE CORPC ‘ION

OFFICE MEMORANDUM

TO: Turkey Mission Members DATE:  June 26, 1981.

FROM: Bela Balassa, DRC

SUBJECT: Completion Report f\,
X

Pleése send your report, typed double spaced in two copies to me,
with an additional copy to Mr. Roy by July 3rd. It would further be useful
if you provide copies to those working in the related areas.

BBalassa:nc



Mrs. Jane Carroll,IPA June 25, 1981,
Bela Balassa, DRC

Development Strategies in Semi-Industrial Economies

1. The papers referred to in Chapters 4 and 8 were both published
by World Development that automatically gives the World Bank reprint
rights. I am, nevertheless, writing them separately for permission.

3 I return Appendix Table 3.2, in which the full footnote reference,
with “average" added, should be used. The tables of Chapter 8 are being
retyped by Mr. Westphal's secretary who will provide them to you directly,
Tables 6.11, 6.12, and 6.13 will be retyped within a week.

Enclosure
BBalassa:nc



Mr. J. Merriam (IPA) June 25, 1981

John H. Duloy, DRC

Receipt of News Summaries

With reference to Mr. Bell’s memo of March 9, 1981, Mr Balassa did
receive the News Summaries for about a month and now he no longer gets the
summaries. Would you please have his name put back on the list.



Mr. John H. Duloy, DRC June 25, 1981,
Bela Balassa, DRC

Economie Reform in Hungarz

You may recall that, at the Chinese~US Conference on Alternative
Strategies for Economic Development, held in November 1980, I was asked
to make a presentation on economic reform in Hungary. (This was in addi-
tion to my paper on industrial development strategies that had been included
in the program.) My presentation proved to be of considerable interest to
the Chinese participants and I am now asked to write a paper on the subject
for inclusion in the Proceedings of the Conference. The Proceedings will
be published simultaneously in English and in Chinese. The outline of the
volume is enclosed.

It will take me about 3 to 4 days to complete the paper on the
Hungarian reform. I further plan to go to Budapest to clarify some points
and to get additional information. I would do so on my way to the Conference
of the International Economie Association, to be held in Athens, where I am
pPresenting my paper on "Adjustment to External Shocks in Developing Eaonomies."

Enclosure
BBalassa:nc



RESEARCHER: TERMS OF REFERENCE

The researcher will carry out economic analysis of internatiomal
trade patterns and trends, utilizing econometric and programming techniques

in the framework of the research project "Changes in the Pattern of Comparative

Advantage in Manufactured Goods" (RPO 672- ). She is expected to work largely

independently under the supervision of Messrs. Bela BalassanddRBggerBBwddnn.



June 24, 1981.

Hertz International
660 Madison Avenue
New York City, New York 10021

Dear Sir:

As a World Bank staff member, I am entitled to a discount on
HERTZ rentals. Please let me know what the discount is in Hungary and
let me have a list of rental cars available there.

Yours sincerely,

Bela Balassa



Mr. Peter E. Wright, VPD June 24, 1981.

Bela Balassa, DRC

Staff Working Paper

This is a slightly revised version of the paper submitted with
the May 12th memo.

Enclosure
BBalassa:ne



June 24, 1981.

Professor Ivan T. Berend

Karl Marx University of Economics
1093 Budapest

Dimitrov tér 8

Hungary

Dear Ivan,

Please excuse my writing in English but this will ensure that the
letter goes out today.

Many thanks for your letter of May 2lst which reached me after my
return from a three week trip to Turkey. I apologize for not having answered
your previous letter. I would be extremely happy if a collection of my papers
would appear in Hungarian. May I suggest that you consider having the essays
contained in my forthcoming book tramslated. The book is entitled "The Newly-
Industrializing Countries in the World Economy'" and it will be published by
Pergamon Press within a few weeks., As the enclosed deseription indicates the
book contains nine general essays as well as nine country essays including one

on Hungary. Apart from the Hungarian essay they were all written in the years
1978 to 1980,

In your letter you did not make mention of the results of your conver-
sations at the Woodrow Wilson Center. Carol and I very much hope that we will
see you and your wife here in Washington next year. In the mean time, I will
be going to Budapest the first three days of September and Carol will accompany
me. Please let me know if you plan to be there at this time.

Yours sincerely,

Enclosure Bela Balassa



June 24, 1981.

Avis International
900 01d Country Road
Garden City, New York 11530

Dear Sir:

As a World Bank staff member, I am entitled to a 25 percent
discount on AVIS rentals in Europe. Last January, I rented an AVIS car
in Budapest, Hungary where the discount was not honored. I will again
be travelling to Hungary in August and would like to inquire as to how
I could obtain the discount. g

Yours sincerely,

Bela Balassa



June 24, 1981.

Mr. Anders Richter

Editorial Director

The Johns Hopkins University Press
Baltimore, Maryland 21218

Dear Mr. Richter:

This 1s in reply to your letter of June 18th. I will comment on
Parts I to III first and will come to Part IV afterwards.

Parts 1 to III provide an excellent selection of papems that not
only summarize recent thinking on vagzious problems in development economics
but often go beyond this. The papers should be read by all development
economists and be used in courses on economic development. I would expect
that the volume would have even better sales than the Adelman-Thorbecke
book you published some fifteen years ago.

In turn, I doubt the usefulness of including the Chinese contribu-
tions in the volume. I found these rather ideological, apparently being
written for outside audience. The papemss by some of the same people written
for home consumption are much more critical of the economic policies followed
than the papers presented at the Conference. I would like to add that the
papers written on China by Americans I did not find of great interest either.
I hope that this will be helpful,

With best regards,

Yours sincerely,

Bela Balassa

P.8. I object to the subheading "Sectoral Policies" in Part I of the volume.

The Ranis paper, as well as my own, deal with general issues of develop-
ment strategy.



June 24, 1981.

Professor Mark Blaug
University of London
Institute of Education
Research Unit in the Economics of Education
56 Gordon Square
London WC1H ONT
England

Dear Mark,

Please excuse the delay in sending you the requested
bibliography. I have been extremely busy in recent months and your
reminder arrived just as I was leaving for a long trip abroad. I

hope, however, that I am not too late.

Yours sincerely,

Enclosure Bela Balassa



Mr. R. Barker - Personal Travel June 24, 1981,
Bela Balassa

Family Travel

1. I would like to ask you to make reservations for my wife, Carol
Balassa, and my children, Mara (10 years old) and Gabor (8 years old) for the
flights listed in the enclosure. My wife has already reserved the outgoing
flight directly with TWA but the remainder of the flight plan has changed.

p Last year, T had an APEX ticket for my wife and half-price tickets
for my children. I presume that we can have the same this year, unless
there is a cheaper solution (my wife has already reserved the APEX) .

3; I will be travelling with my family on Bank business and I am
simultaneously submitting an official travel request.

Enclosure
BBalassa:nc

<



011 Havrylyshyn and Martin Wolf, "Trade Among Developing Countries: Theory,
Policy Issues, and Principal Trends," World Bank, Economic Analysis and
Projections Department, International Trade & Capital Flows Division,
Working Paper No. 1981-2, February 1981.

This paper examines the changing patterns of trade among developing
countries in products other than fuels. The results reported in the paper are
based on data for 33 countries that account for three-fifths of developing
country exports of these commodities to one another. The countries of
destination have been grouped as follows: developed countries (DCs)
central ly~planned economies (CPEg), developing countries other than the
capital-surplus o1l exports (LDCs), and the capital-surplus oil exporters
(CSCe). The latter group has been defined to include Iran, Iraq, Kuwait,
Libya, Catar, Saudi Arabia, and the United Arab Emirates.

Changing Shares of the LDCs in the Exports of Developing Countries

As shown in Table 1, the average share of the LDCs in the nonfuel exports
of developing countries remained stationary at 22 percent between 1963 and
1973. Considerable differences are shown, however, among major commodity
groups. While the LDC share in developing country exports rose from 16
percent in 1963 to 20 percent in 1_%73 in regard to nonfuel primary products,
this share declined from 40 percent to 25 percent in the case of manufactured
goods .

The results are explained by the inereased importance of intra-Latin
American trade in food as well as by the success of the newly-industrializing
countries and, in particular, the Far Eastern countries in expanding their

export of manufactured goods to the developed cowntries. The latter

conclusion applies in particular to capital goods where the share of the LDCs



in developing country exports declined by about one~half between 1963 and
1973, with commensurate 1nereaa§u in the share of the DCa.if

The manufactured exports of the developing countries to the DCs and to
the LDCs grew at equal rates between 1973 and 1977, leaving the LDC share in
these exports unchanged at 25 percent But, the LDCs increased their share in
the nonfuel primary exports of the developing countries from 20 percent in
1973 to 23 percent in 1977, raising their share in the total nonfuel exports
of the developing countries from 22 percent to 24 percent.

Notwithstanding the increased importance of the developed countries as
markets for the manufactured exports of the developing countries since 1963,
these goods continue to account for a larger share of developing country
exports to LDCs than to DCs. Retween 1963 and 1971, the share of mamufactured
goods in the nonfuel exports of the developing countries increased from 41
percent to 51 percent in LDC markets and from 17 percent to 38 percent in IC
markets. These trends continued afterwards, with the share of manufactured
goods in exports to LDCs reaching 54 percent and to DCs 50 percent in 1977
(Table 2).

Changing Shares of the CSCs in the Exports of Developing Countries

The capital surplus oil exporters emerged as important markets for the
developing countries only after 1973. The CSCs accounted for 2 percent of
developing country exports in 1973; this share reached 5 percent in 1975 and
remained at this level in 1977 (Table 3). Larger than average increases are
shown for manufactured goods, from 2 percent in 1973 to 7 percent in 1977,

with Asian countries and CGreece accounting for much of the increase.

1/ 1In Table 1, the narrow definition of capital goods includes machinery and
equipment; the broader definition also comprises consumer durables, such as
automobiles.



By 1977, the CS5Cs provided markets for 15 percent of the mamfactured
exports of India while the corresponding figures were 13 percent for Korea, 22
percent for Pakistan, and 18 percent for Greece. The CSCs played an even more
important role in the exports of capital goods by these countries, accounting
for 22 percent of such exports in the case of India, 22 percent for Korea, 13
percent for Pakistan, and 13 percent for Greece in 1977, In the same year,
the average for all developing countries was 9 percent as compared to 4
percent in 1973,

The increase of the CSC share in the exports of food and heverages by
developing countries was smaller, from 2 percent in 1973 to 4 percent in 1977,
and their share in industrial materials remained below 1 percent. However,
the CSCs provided an important market for Pakistani exports of food and
beverages, accounting for 41 percent of thaai exports in 1977. The
corresponding share reached 10 percent only in the case of India and Tunisia,
Conclusion

Having remained constant in the preceding decade, the shares of the LICs
and CSCs in the nonfuel exports of the developing countries increased after
1973. In exports to the LICs, tho,é,ncrean occurred in nonfuel primary
products. In turn, the share of the LDCs in the manufactured exports of
developing countries remained stationary, after having declined between 1963
and 1973.

The CSCs assumed importance as markets for the developing countries after
1973. Their share increased to a considerable extent in the exports of
manufactured goods, and, in particular of capital goods. A smaller rise is
shown for nonfuel primary products.

Nonetheless, the developed cmtrigs contimed to provide important

“outlets for the developing countries, accounting for 64 percent of their



exporta of food and beverages and for 61 percent of manufactured exports in
1977. But these countries absorbed only 38 percent of developing country
exports of capital goods, with LDCs accounting for 43 percent and CSCs for 9

percent of the total,
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Table 1:  TRADE AMONG DEVELOPING COUNTRIES AS SHARE OF THEIR TOTAL EXPORTS

(Parcent)

. 1963 - 1968 1971 1973 1975 1977
Food and Beverages 16 19 18 19 21 23
Non-food Agriculture 18 24 . 26 25 27 29
Metals and Minerals 11 9 10 11 1:1: 12
Total Non-Fuel Primary 16 . 18 20 20 23
Manufactures 40 30 27 25 28 257
TOTAL Non-Fuel 22 23 22 <22 24 24
Capital Goods - Broad 66 53 &4 38 45 38
Capital Goods — Narrow 63 55 48 43 49 43

Source: Computations based on CATT trade data tapes, prepared by Systems

Division, EPD.

Definitions are given in Appendix B.

wise indicated, sources for all tables are the same.

Unless other-—

e A T TR Ly ST
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Table 2! COMMODITY COMPOSTION OF EXPORTS FROM DEVELOPINGvCOUNTRfES IN
SELECTED YEARS

Percent Exports from LDCs
To LDCs To DCs To LDCs To DCs To LDCs To DCs

cew i aw= =w==1l s = 191}~
Food & Beverages 36.8 52.8 29.8 39.9 32.3 35.1
Non-Food Agriculture 16.5 19.8 1.5 - 11.3 9.9 7.8
Metals & Minerals 4,0 - 9.8 3.8 10.0 2l 6.3
Manufactures 41.0 17.1 50.7 37.9 S54.4 49.9

Total Non-Fuels . 100.0 100.0  100.0  100.0  100.0 100.0
‘Capital Goods - Broad g.g® = gm- —15.8 5.2 20.4 9.4
Capital Goods - Narrow 1.7 _ 2.6 12.6 33 15.8 5.3

Fuels 45.0 28.0 50.4 30.6 22.3 19.1

AT e T A
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Table 3: SHARE OF MAJCR MARKETS IN DEVELOPING COUNTRY EXPORTS
BY MAIN COMMODITY GROUP, 1/ SELECTED YEARS:

-

LDC CcSC ' DC ~

1973‘ 1975 1977 1973 . 1975 1977 1973 1975 1977
Food and Beverages 19 21 23 2 6 4 72 63 64
Manufactures 25 28 25 2 6 7 66 58 61
Capital Coods '
(Narrow) 43 49 43 4 7 9 44 36 38

Total Non-Fuel 22 24 24 2 5 5 68 62 63 .

il Non-food agriculture and metals & minerals had less than 1% shares throughout the
periods, and in fact these declined somewhat. In total exports to CSCs, these'two
categories had a weight of only 4.7% in 1977.



Mres. Shirley Boskey, IRD and Mr. John E. Merriam, IPA June 23, 1981
Bela Balassa, DRC

Participation at Conferences and Publication of Papers

I plan to present the following papers at international conferences over
the next several months. The papers will subsequently be published in the
proceedings of the conferences. Your clearance is requested.

1. "Les tendances actuelles de la specialisation internationale de la
production mamufacturiere," to be presented at the Conference on
"Internationalisation et autonomie de decision : les choix francais," in
Bordeaux on June 29-30. The Cerman version of this paper will be published in
the Procedings of the Conference on De-industrialization held in Vienna in
January 1981; the English version will appear in a Festschrift honoring
Herbert CGiersch.

2. "The Policy Experience of Newly Industrializing Countries After 1973

and the Case of Turkey," to be presented at the Conference on Turkish Exchange
Rate Policy in Istanbul on July 1-2., (The text of the paper has been cleared

by EMENA as per enclosed memo from Mr. Dubey.)

A "Adjustment to External Shocks in Developing Econamies," to be
presented at the Conference of the International Economic Association in
Athens on September 1-5., (This is a background paper to WDRIV and is
scheduled to appear as a Bank Staff Working Paper.)

4, "Shifting Patterns of World Trade and Competition,” to be presented
at the 27th Congress of the International Chamber of Commerce in Manila on
November 23-26. (This paper has been prepared in a private capacity at the
request of the ICC who will bear the cost of travel.)

ec: Messrs. Chenery, Waide, VPD; Duloy, Pyatt, DRC

Enclosures
BBalassa:nc



WURLD BANK 7 INTERNATIONAL FINANCE CORPORATION

C-FICE MEMORANDuUM

TO: Prof. Bela Balassa DATE: June 18, 1981

FROM: Viycﬁ)ubey V%

SUBJECT: Istanbul Seminar

I have reviewed your paper "The Policy Experience of Newly
Industrializing Economies After 1973 and the Case of Turkey," and
particularly the last section as you requested. I have no objection

to its presentation to the Istanbul Seminar.

.

cc: Messrs. Bart, Davar, Zaman (o/1)

VD:11



June 23, 1981.

Professor Lance Taylor

Department of Economics

Massachusetts Institute of Technology
Cambridge, Massachusetts 02139

Dear Lance,

I am happy to accept your invitation to contribute to the volume
honoring Hollis. I do not have a title yet, but it will be in the trade
and development area. Please let me know when you need the title of the
paper.

Yours sincerely,

Bela Balassa



June 23, 1981.

Dr. Donald G. Morrison

Director

Centre for Social Science
Computation and Research

Savery Hall 145, DK-45

University of Washington

Seattle, Washington 98195

Dear Dr. Morrison:
We should have reports on the Western Africa project lager
this year. We will send them to you when they become available.

Yours sincerely,

Bela Balassa



June 23, 1981.

The 1Economist Bookshop
Mail Order Department
The 01ld Piano Factory
43 Gloucester Crescent
London NW1 7DL
England
Dear Sir:
Please send me the following:

Computers and Eeonomic Planning: The Soviet Fxperience by Martin Cave
(Cambridge: Cambridge University Press, 1980, pp. xi + 224 £11.50).

Trade Relations; Commereial Poliey; Intermational Economic Integration by
Alexander J. Yeats.

Please send me your bill for the expenses involved.

Yours truly,

Bela Balassa



June 23, 1981.

Ms. S. W. Y. Kuo

Deputy Covernor

The Central Bank of China
The Republic of China
Taipei, Taiwan

Dear Ms. Kuo:

Thank you for your letter of June 9th and for the data on Taiwan
which I have just received.

I have made progress on the paper on Korea, but it ' took more time
than I expected. I was, therefore, happy to hear from Mr. Lumiansky that
the final version is due only on December 3lst.

With best regards,

Sincerely yours,

«  Bela Balassa



June 23, 1981

Dr. Paul Streeten

Boston University

Center for Asian Development Studies
264 Bay State Road

Boston, Massachusetts 02215

Dear Paul:

Your letter of May 19th arrived during my mission to Turkey for
discussion on medium-term policy issues, some of which are dealt with in the
paper on structural adjustment policies. But while I could make specific
recommendations to the Turkish government based on the particularities of the
existing sitvation, this cannot be done in a general paper.

At the same time, judging from reactioms at the Bank (Ernie Stern had the
paper distributed to all Division Chiefs), the paper may offer some interest
in indicating how overall policy prescriptions need to be adapted to a
situation characterized by external shocks. 1In turn, I added a sentence
disclaiming any intention to deal with factor market distortions.

My results on policy responses to external shocks in the LICs are
presented in two other papers, which will be distributed in August. I have
limited my attention to the overall results in the structural ad justment paper
in order to minimize overlap with these papers. At the same time, the section
on Policies and Performance (pp. 10~13) will not be reproduced elsewhere.

This section, incidentally, has been slightly changed and the estimates
revised as four more countries have been added to the sample.

My replies to the specific points you have raised follow:

P. 2 external shocks are not likely to materially affect the poor. At
the same time, as noted on p. 36, low-income groups would benefit as a result
of the policies proposed in the paper.

P. 9 Changed wording.

P. 16 Changed wording, to include private capital flows.

P. 27 Accelerated depreciation provisions do create distortions in
factor use by reducing the cost of physical capital to the fim.

P. 32 Turkey provides an example where setting monetary targets is
fruitless and efforts to do so may only depress the economy. At any rate, I
refer here to the problem of indeterminacy: you cannot simultaneously set the
price and the quantity of money.



I do not know if this reply goes far enough in answering your queries.
While I could elaborate on the numerical results for LDCs if you consider it

absolutely necessary, I do not see what could be said in general terms on
second-best solutions.

Sincerely,

Bela Balassa

Enclosed two copies of "Structural Adjustment Policies in Developing Economies"
June 20, 1981



Those listed June 23, 1981
Bela Balassa, DRC

Paper for Istanbul Conference

I enclose a copy of my paper "The Policy Experience of Newly
Industrializing Economies After 1973 and the Case of Turkey," to be presented
at the 2nd International Conference organized by Meban Securities in Istanhul
on July 1-2. Mr. Bart agreed to my participation at the Conference and Mr.
Dubey has cleared the paper.

cec: Messrs. Chaufournier, EMNVP; Bart, EM2; Karaosmanoglu, EMI1;
Piceciotto, EMP; Dubey, EMNVP; Hume, EMP; Zaman, EM2;
Davar, EM2; Gregory, EM2; Boorma, EM2; Hong, EM2; Noel, YP;
Roy EM2; Ms. Saito, EM2

Enclosure
BBalassa:



TO:

FROM:

SUBJECT

wo BANK / INTERNATIONAL FINANCE CORPORA N

OFFICE MEMORANDUM

Those listed BATES S 23, 1502

Bela Balassa, DRCQ}P_

Paper for Istanbul Conference

I enclose a copy of my paper "The Policy Experience of Newly
Industrializing Economies After 1973 and the Case of Turkey," to be presented
at the 2nd International Conference organized by Meban Securities in Istanbul
on July 1-2. Mr. Bart agreed to my participation at the Conference and Mr.
Dubey has cleared the paper.

cc: Messrs. Chaufournier, EMNVP; Bart, EM2; Karaosmanoglu, EMI;
Picciotto, EMP; Dubey, EMNVP; Hume, EMP; Zaman, EM2;
Davar, EM2; Gregory, EM2; Boomma, EM2; Hong, EM2; Noel, YP;
Roy EM2; Ms. Saito, EM2

Enclosure
BBalassa:



June 22, 1981.

Ambassador Silkrii Elekdag
Turkish Embassy'

1606 23rd Street N.W.
Washington, D.C. 20008

Dear Mr. Ambassador:
This is to confirm our telephone conversation concerning my
participation in the panel discussion about Turkey on the occasion of

the Ataturk Centennial. Mr. Maurice Bart has given his agreement for
my participation.

Looking forward to seeing you at the panel meeting, I remain,

Sincerely yours,

Bela Balassa



Personal Travel - American Express June 22, 1981.
Bela Balassa, DRC

Family Travel

1. I would like to ask you to make reservations for my wife, Carol
Balasga, and my children, Mara (10 years old) and Gabor (8 years old) for the
flights listed in the enclosure. My wife has already reserved the outgoing
flight directly with TWA but the remainder of the flight plan has changed.

Last year, I had an APEX ticket for my wife and half-price tickets
for my children. I presume that we can have the same this year, unless
there is a cheaper solution (my wife has already reserved the APEX). I
will be travelling with my family on official Bank business and would like
to ask you to make my reservations first class, to be taken over by official
travel once I have my travel request..

Enclosure
BBalassa:nc



June 22, 1981.

Mr. R. M. Lumiansky

President

American Council of Learned Sccieties
800 Third Avenue

(at 49th - 50th Streets)

New York, N.Y. 10022

Dear Mr. Lumiansky:

Thank you for your letter of June 3rd. In earlier correspondence,
Mrs. Kuo indicated that the desired lemgth of the paper is 50 pages double
spaced. I have structured the paper accordingly and do not see the poss~

ibility to change its length at this time. I hope that this is acceptable
to you.

I wish to add that I expect to have the paper in a draft form
in the course of the summer; there will be no difficulty, therefore, in
meeting your deadline of December 3lst for the final manuscript.

My social security number is 047-32-2394,

Yours sincerely,

Bela Balassa

ce: Professor Galenson -
Cornell University
Ithaca, New York



- FE A

61991

ROBERTO FENDT JR. punpACAG CENTRO DE ESTUDOS DO COMERCIO EXTERICE,
AV. RIO BRANCO 128, GR 707, R10 DE JANEIRC, BRAZIL

PLEASE CALL WE COLLECY ARY DAY THIS WEEK AT 202-676-1991. REGARDS,
BALASSA

Eela Balassa
Belz Balassa

BBstassa:nc BRC ~ Birector's 0ffice



Files June 21, 1981

Bela Balassa, DRC

JAMAICA: Development Issues and Economic Prospects

1. This is a good and informative report. It provides a well-balanced
appraisal of the record of the Jamaican economy during the seventies and makes
useful recommendations for the future. The following comments deal with past
experience as well as with desirable policies.

Economic Performance

2. As regards past performance, the estimated 4.3 percent growth rate
for domestic agriculture in the 1970-80 period (Para. v) may be on the high
side. 1In particular, the reported two-thirds increase in the production of
"other primary products” (Table 2.8) appears doubtful. The measurement of
production in domestic agriculture, a considersble proportion of which is for
self-consumption, i1s fraught with difficulties, and the estimate does not seem
to accord with other reports on Jamaican agriculture.

3. The explanation of the decline in Jamaica’s bauxite/alumina industry
between for 1973 and 1979 in temms of "the tendency of aluminum producers to
diversify the sources of alumina supply, the 1975 recession in the industrial
countries, and the bauxite levy imposed by the Govermment of Jamaica in 1974"
(Para vi) does not give sufficient emphasis to the last point. While this is
rectified in the subsequent discussion of the 1974~1976 experience (Para.
xii), it should be recognized that the effects of the high levy on production
extend beyond its period of application.

4, As regards the future of the bauxite/alumina industry in Jamaica, the
report suggests that "export growth will have to be mostly in the form of
alumina" (Para. xxxi). It is further added that "since the government has
attracted private investors’ involvement in the expansion of Jamaica’s alumina
industry, it can be argued that Jamaica as a location, has passed the “market
test’” (Para. xxxii)., While the report qualifies this statement by reference
to tax rebates provided for investment in alumina, the size of these rebates
is not indicated. Also, more should be said about the pricing of energy used
in the production of alumina. According to a study carried out under the
direction of Ardy Stoutjesdijk, cheap hydro-electricity favors Guinea and
Australia over Jamaica.

5. It would be instructive to calculate changes in GNP by excluding the
obviously unproductive public administration as it has been done in several
other countries (judging from complaints about public interventions, the
productivity of this sector may well have been negative... ) At the same
time, the decline in private services may have been overestimated. This
comment applies, in particular, to distributive trade where a 35 percent
decline between 1970 and 1979 is reported as against a 6 percent decrease in
GNP (Table 2.5). It does not appear likely that trade activities would have
declined to such an extent in comparison to material production. The reported
estimate may simply be the result of using an incorrect deflator; in fact, in



terms of current prices, distributive trade and GNP moved in a parallel
fashion (Table 2.4).

6. The statement, according to which "nontraditional exports performed
reasonably well" (Para xii) is incorrect. My calculations reported in "The
Policy Experience of Twelve Less Developed Countries, 1973-1979" (March, 1981)
indicate that Jamaica’s share in the developing countries’ exports of
mamufactured goods was 45 percent lower in 1974~78 than in 1971-73. And while
a comparison of the two periods shows an increase in nontraditional primary
exports, a decline of 75 percent is observed in 1978, 1In the same year,
Jamaica“s share in the manufactured exports of the developing countries was 60
percent smaller than in 1971-73. Throughout the period, above-average losses
in market shares were experienced in the developed countries.

Future Policies

7« Against the backdrop of developments over the last decade, the
projected export growth for 1980-85, with the volume of merchandise exports
increasing at an average anmual rate of 10 percent (Paras. lviii and 237),
appears rather optimistic. Yet, this projection underlies the CNP and the
balance-of-payments estimates.

8. To begin with, it is not apparent that the conditions are fulfilled
for the quintupling of banana exports and the doubling of sugar exports
between 1980 and 1985. Continued reliance on the public-owned Banana Company,
the management of which has been repeatedly criticized, may not provide a
guarantee for rapid export expansion. Also, it is not clear what role the
state—-sponsored sugar cooperatives will play in the future.

9. Further questions arise concerning the realism of the projected 16
percent annual increase in manufactured exports. The report makes reference
to "the action program for export oriented production" (Para. xix), but the
components of this program have not been specified. The mission (apparently
regretfully) states that "the govermment considers Jamaica’s exports to be
competitive at the present exchange rate" (Para. xix) and recommends using
incentive measures to promote exports in the absence of a devaluation. Thus,
in the Summary and Conclusions, it is suggested that "an export rebate scheme,
although subject to constraints imposed by the fiscal situation, would be a
valuable interim device, while structural reforms are implemented gradually"
(Para. xxvii).

10. It should be recognized that rebating indirect taxes does not
represent an export subsidy but only re-establishes tax neutrality under the
destination principle. Notwithstanding their fiscal cost, rebates of indirect
taxes should be introduced without delay, irrespective of changes in the
exchange rate and structural reforms. This should not involve the use of time
certificates, which would provide only partial compensation. One should
rather consider financing rebates by raising indirect taxes. At the same
time, the loss to the budget should not be overestimated since increases in
exports will add to total tax revenue.

11, Two additional measures, mentioned in the text of the report but not
in the Summary and Conclusions, would not entail a fiscal cost. They include
the introduction of a foreign exchange retention scheme (Paras. 137-38) and



the application of a system of temporary admissions for inputs used in export
production that are on the restricted list (Para. 178).

12. The foreign exchange retention scheme has been used to good effect in
countries characterized by foreign exchange stringency (most recently,
Turkey). On the example of other countries, the retained foreign exchange
should be made transferable. It would also be desirable to provide exporters
with imported inputs even if high-priced (or low—quality) domestic substitutes
exist. Finally, there would be need to provide credit incentives for export
production and tax incentives to private export marketing as proposed in my
aide-memoire "Incentive Policies in Jamaica" (December 15, 1980).

13. Proposals made in the aide-memoire for import liberalization have
been incorporated in the report and do not require further discussion. At the
same time, more attention would need to be given to tourism. According to the
report the provisions of the Hotel Incentive Act of 1968 and the Resort
Cottages Act of 1971 may be overly generous. However, the question needs to
be raised if Jamaica could attain the projected growth rate of 17 percent a
year in tourist receipts in terms of constant U.S. dollars between 1980 and
1985 (Para. 237) under present conditions. In this connection, reference may
be made to the Jume 21, 1981 article in the Washington Post, according to
which Jamaica may be pricing itself out of the market for tourism.

14. It would further be desirable to give appropriate consideration in
the report to incentives to save and to invest, which have been briefly
reviewed in my aide-memoire. In this conmnection, note that the proposed
introduction of capital gains taxation and the elimination of differential
between personal and company tax rate favoring incorporation (Para. 128) may
adversely affect savings and investment.

15. Incentives to exports and incentives to save and to invest are
necessary preconditions for restoring the Jamaican economy to a sustainable
growth path. At the same time, these objectives are interrelated since,
eventually, increases in capacity will be necessary to ensure contimued export
growth. In fact, the report suggests that new capacity would need to be
created to reach the growth targets beyond 1981 (Para. xvii).

16. More gemnerally, there would be need to examine the realism of the
assumptions underlying the "growth scenario"” (Chapter XI) and to present a
consolidated view of the policy conditions for an export-led development
strategy the govermment is proposing (Para. 115). This is the more important
since, judging from Chapter V of the report, the government has not developed
a policy framework for the pursuit of this strategy.

ce: Messrs, Gonzalez~Cofino, LC2; Meyer, 1LC2; Duloy DRC
Recipients of Report.

BBalassa:inc



TO:
FROM:

SUBJECT

WO~ 1 BANK / INTERNATIONAL FINANCE CORPORA™'IN

OFFICE MEMORANDUM

Files DATE:  soms 21; 1981
Bela Balassa, DRC?\K

JAMAICA: Developmént Issues and Economic Prospects

1. This is a good-and informative report. It provides a well-balanced
appraisal of the record of the Jamaican economy during the seventies and makes
useful recommendations for the future. The following comments deal with past
experience as well as with desirable policies.

Economic Performance

2. As regards past performance, the estimated 4.3 percent growth rate
for domestic agriculture in the 1970-80 period (Para. v) may be on the high
side. In particular, the reported two-thirds increase in the production of
“other primary products" (Table 2.8) appears doubtful. The measurement of
production in domestic agriculture, a considerable proportion of which is for
self-consumption, is fraught with difficulties, and the estimate does not seem
to accord with other reports on Jamaican agriculture.

3. The explanation of the decline in Jamaica’s bauxite/alumina industry
between for 1973 and 1979 in terms of "the tendency of aluminum producers to
diversify the sources of alumina supply, the 1975 recession in the industrial
countries, and the bauxite levy imposed by the Govermment of Jamaica in 1974"
(Para vi) does not give sufficient emphasis to the last point. While this is
rectified in the subsequent discussion of the 1974-1976 experience (Para.
xii), it should be recognized that the effects of the high levy on production
extend beyond its period of application.

4, As regards the future of the bauxite/alumina industry in Jamaica, the
report suggests that "export growth will have to be mostly in the form of
alumina" (Para. xxxi). It is further added that "since the government has

.attracted private investors’ involvement in the expansion of Jamaica’s alumina“

industry, it can be argued that Jamaica as a location, has passed the “market
test’ (Para. xxxii). While the report qualifies this statement by reference
to tax rebates provided for investment in alumina, the size of these rebates
is not indicated. Also, more should be said about the pricing of energy used
in the production of alumina. According to a study carried out under the
direction of Ardy Stoutjesdijk, cheap hydro-electricity favors Guinea and
Australia over Jamaica.

5. It would be instructive to calculate changes in GNP by excluding the
obviously unproductive public administration as it has been done in several
other countries (judging from complaints about public interventions, the
productivity of this sector may well have been negative... ). At the same
time, the decline in private services may have been overestimated. This
comment applies, in particular, to distributive trade where a 35 percent
decline between 1970 and 1979 is reported as against a 6 percent decrease in
GNP (Table 2.5). It does not appear likely that trade activities would have
declined to such an extent in comparison to material production. The reported
estimate may simply be the result of using an incorrect deflator; in fact, in
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terms of current prices, distributive trade and GNP moved in a parallel
fashion (Table 2.4).

6. The statement, according to which "nontraditional exports performed
reasonably well" (Para xii) is incorrect. My calculations reported in "The
Policy Experience of Twelve Less Developed Countries, 1973-1979" (March, 1981)
indicate that Jamaica’s share in the developing countries’ exports of
manufactured goods was 45 percent lower in 1974-78 than in 1971-73. And while
a comparison of the two periods shows an increase in nontraditional primary
-exports, a decline of 75 percent is observed in 1978. 1In the same year,
‘Jamaica’s share in the manufactured exports of the developing countries was 60
percent smaller than in 1971-73. Throughout the period, above-average losses
in market shares were experienced in the developed countries.

‘Future Policies

7. Against the backdrop of developments over the last decade, the
projected export growth for 1980-85, with the volume of merchandise exports
increasing at an average anmual rate of 10 percent (Paras. 1lviii and 237),
appears rather optimistic. Yet, this projection underlies the GNP and the
‘balance-of-payments estimates.

8. To begin with, it is not apparent that the conditions are fulfilled
for the quintupling of banana exports and the doubling of sugar exports
between 1980 and 1985. Contimued reliance on the public-owned Banana Company,
~ the management of which has been repeatedly criticized, may not provide a

guarantee for rapid export expansion. Also, it is not clear what role the
state-sponsored sugar cooperatives will play in the future.

9. Further questions arise concerning the realism of the projected 16
percent annual increase in manufactured exports. The report makes reference
to "the action program for export oriented production” (Para. xix), but the
components of this program have not been specified. The mission (apparently
regretfully) states that "the govermment considers Jamaica’s exports to be
competitive at the present exchange rate" (Para. xix) and recommends using
incentive measures to promote exports in the absence of a devaluation. Thus,
in the Summary and Conclusions, it is suggested that "an export rebate scheme,
although subject to constraints imposed by the fiscal situation, would be a

. valuable interim device, while structural reforms are implemented gradually"
(Para. xxvii).

10. It should be recognized that rebating indirect taxes does not
represent an export subsidy but only re-establishes tax neutrality under the
destination principle. Notwithstanding their fiscal cost, rebates of indirect
taxes should be introduced without delay, irrespective of changes in the
exchange rate and structural reforms. This should not involve the use of time
certificates, which would provide only partial compensation. One should
rather consider financing rebates by raising indirect taxes. At the same
time, the loss to the budget should not be overestimated since increases in
exports will add to total tax revenue. .

11. Two additional measures, mentioned in the text of the report but not
in the Summary and Conclusions, would not entail a fiscal cost. They include
the introduction of a foreign exchange retention scheme (Paras. 137-38) and



the application of a system of temporary admissions for inputs used in export
production that are on the restricted list (Para. i78).

12, The foreign exchange retention scheme has been used to good effect in
countries characterized by foreign exchange stringency (most recently,
Turkey). On the example of other countries, the retained foreign exchange
should be made transferable. It would also be desirable to provide exporters
with imported inputs even if high-priced (or low—quality) domestic substitutes
exist. Finally, there would be need to provide credit incentives for export
production and tax incentives to private export marketing as proposed in my
aide-memoire "Incentive Policies in Jamaica" (December 15, 1980).

13. Proposals made in the aide-memoire for import liberalization have
been incorporated in the report and do not require further discussion. At the
same time, more attention would need to be given to tourism. According to the
report the provisions of the Hotel Incentive Act of 1968 and the Resort
Cottages Act of 1971 may be overly generous. However, the question needs to
be raised if Jamaica could attain the projected growth rate of 17 percent a
year in tourist receipts in terms of constant U.S. dollars between 1980 and
1985 (Para. 237) under present conditions. In this connection, reference may
be made to the June 21, 1981 article in the Washington Post, according to
which Jamaica may be pricing itself out of the market for tourism.

14, It would further be desirable to give appropriate consideration in
the report to incentives to save and to invest, which have been briefly
reviewed in my aide-memoire. In this connection, note that the proposed
introduction of capital gains taxation and the elimination of differential
between personal and company tax rate favoring incorporation (Para. 128) may
adversely affect savings and investment.

15. Incentives to exports and incentives to save and to invest are
necessary preconditions for restoring the Jamaican economy to a sustainable
growth path. At the same time, these objectives are interrelated since,
eventually, increases in capacity will be necessary to ensure continued export
growth. In fact, the report suggests that new capacity would need to be
created to reach the growth targets beyond 1981 (Para. xvii).

16. More generally, there would be need to examine the realism of the
assumptions underlying the "growth scenario" (Chapter XI) and to present a
consolidated view of the policy conditions for an export—led development
strategy the govermment is proposing (Para. 115). This is the more important
since, judging from Chapter V of the report, the government has not developed
a policy framework for the pursuit of this strategy.

cc: Messrs. Gonzalez-Cofino, LC2; Meyer, LC2; Duloy DRC
Recipients of Report.

BBalassa:nc i



CABLE JURE 19, 1981
1991

HUBERTUS PULLER-GROELING, INSTITUT FUR WELTUIRTSCHAFT
2300 KIEL 1, POSTFACH 4309, GERMANY

PLEASE LEY WE KNOW THE DATES OF PUBLICATION OF KY HEWLY
IRDUSTRIALIZING DEVELOPING COUNTRIES AFTER THE OIL CRISIS
AHD INDUSTRIAL PROSPECTS AND POLICIES IN THE DEVELOPED
COUNTRIES. Wmumwmm&rm
PAGE OF THE LATTER. REGARDS, BALASSA

Bela Palassa

tela Balassa

GBalassa:nc bRC - Pirector’s Office



CABLE june 19, 1981
HBAN 23111 61991

BMEHMET GUN CALIKA, REBAN SECURITIES, ODAKULE IS RERKEZI ISTIKLAL
CADDESI, 286 BEYOSLU, ISTAMBUL, TURKEY

PART 111 OF PAPER MAILED YESTERDAY. WILL ARRIVE 1555 FROW ZURICH ON
SR324. REGARDS, BALASSA

B

Pela Balassa
Bela Balassa
BBalassaine PRC ~ Director's



CABLE JUNE 19, 1931
61991

ANTONIO LEMGRUBER, CENTRO DE ESTUDOS MOWETARIOS, FUNDACAO GETULIO
VARGAS, PRAIA DE BOTAFOGOD, 195“9‘, CEP 22250, RIO DE JANEIRG, BRAZIL

THIS IS TO REPEAT WY REQUEST THAY YOU CALL ME COLLECT IN WASHINGTOM.
MY TELEPHONE HUMBER 1S 202-676-1991. REGARDS, BALASSA

Beles Balassa

Bela Balassa

S8slasss:ne BRC ~ Directer's Office



CABLE JUNE 19, 1981
61991

K. MICHEL DEWERS, 2471 RUE DES ALPES PONT-VIAU,
LAVAL, QUEBEC, CAMARA, WTE3V?

PLEASE CALL ME COLLECT AT 202~676~1991. REGARDS,

BALASSA

Bele Balasss
Belz Poalassa

SBalassa:nc OPRC ~ Director’'s Office



June 18, 1981.

Mr. H. Robert Heller
Bank of America

Bank of America Center
Box 37000

S8an Francisco, California 94137

Dear Bob,

Thank you for your letter of May 20th which reached me on my
return from a three week trip to Turkey. I will be happy to limit my
discussion at the session to 15 minutes. I also noted that I should
provide the paper to dicussants before December 10th.

Yours sincerely,

Bela Balassa



Mr. Vinod Dubey, EMNVP June 18, 1981.
Bela Balassa, DRC

Istanbul Seminar

Mr. Bart has agreed to my presenting a paper in Istanbul at a
Conference organized by Meban Securities on July lst. The first two
sections of the paper are historical in character and they were transmitted
to the organizers of the conference at the time I was in Turkey. The last
section, dealing with medium term policies, would be sent to Istanbul at the
end of this week following your clearance. I have eliminated all discussion
of controversial issues, such as the over-valuation of the exchange rate

and the SEE reform policies of the Ministry of Industry, in writing the
sector.

CC: Messrs. Bart and Davar EM2

Enclosures
BBalassa:nc



CABLE JUNE 18, 1981

HENRI BOURGUINAT, UMIVERSITE DE BORDEAUX 1, FACULTE DES SCIENCES
ECONOMIQUES, AVENUE LEON DUGUIT, 33604 PESSAC, FRANCE

PREPAID 22 WORD REPLY
ARRIVING IR SORDEAUX ON JUNE 28 AT 1710 ON ITS613. PLEASE LET BE
KMOW BY RETURN TELEGRAM THE MWAKE OF YHE HOTEL I MILL E STAYING.
REGARDRS, BAEBASSA



June 18, 1981.

Mr. Luc Fauvel

Secretary General

International Economic Association
4 rue de Chevreuse

75006 Paris

France

Dear Mr. Fauvel:

Your letter of May 26th reached me after my return from a trip
abroad. 1 enclose the travel information you have requested. As I indicated
in my letter of April 23rd, the Bank will pay my travel costs to Athens.

In the same letter, I asked you to send me the names and addresses
of the participants so that we could mail the paper to them. I have not so far
received this list and am, therefore, enclosing my paper in two copies. HNeed-
less to say, I am ready to undertake the mailing if you wish.

The French translation of the paper will be finished at the end
of this month, at which time, it will be sent to you.

Yours sincerely,

Enclosures Bela Balassa

Enclosed Adjustment to External Shocks in Developing Economies - June 1, 1981



June 18, 1981.

Dr. I1 SaKoug
Research Director

Korea Development Institute
P.C. Box 113, Cheongryang
Seoul

Korea

Dear Dr. SaKong:

I welcome the opportunity to include my papers on the fourth
and fifth development plams and on the 15-year perspective planm in the .
volume you are editing. Among the papers on the enclosed list, numbers
1 and 2 appeared in my book, Policy Reform in Developing Countries, of
which President Kim has a copy. MNumbers 3 and 4 will be published within
a few weeks in my Newly Industrializing Countries in the World Economy, a
copy of which will be sent to President Kim immediately after publication.

Number 5 is being revised asnd I will send you a revised version in the
course of July.

Please let me know if you have any further questioms.

Yours sincerely,

Enclosure Bela Balassa

¢c: Mr. Mahn Je Kim



Papers on the Fourth and Fifth Development Plans

and the 15-Year Perspective Plan

Bela Balassa

No. 1 Korea's Development Strategy for the Fourth Five-Year Plan Period,
1977-81 (September 1975)

No. 2 Incentives for Economic Crowth in Korea (September 1976)

No. 3 The 15-Year Social and Economic Development Plan in Korea
(September 1977)

No. 4 Inflation and Trade Liberalization in Korea (October 1978)

No. 5 Korea in the 1980s: Policies and Prospects (October 1980)



June 18, 1981.

Mr. Mehmet Gun Calika
General Manager
Meban Securitles Brokerage
and Finance Corporation
Odakule Is Merkezil Istiklal Caddesi
286 Beyoglu
Istanbul

Turkey

Dear Mr. Calika:

I enclose the third part of my paper for the July Ist, 2nd
Conference. I hope that im reaches you in time.

I wish to inform you that I will be arriving in Istanbul on
8R324 from Zurich at 1555 on June 30th.

With best regards,

Yours sincerely,

e

Enclosure Bela Balassa



June 18, 1981.

Mr, Yildirim Akturk
Undersecretary

State Planning Organization
(Devlet Planlama Teskilatil)
Basbakanlik

Bakanliklar

Ankara

Turkey

Dear Mr. Akturk:

I encleose part III of the paper I will present at the July lst,
Znd Conference in Istanbul. I gave several copies of parts I and II to
Mr. Oral Akman.

I look forward to seeing you on my visit to Ankara om July 3rd.

Yours sincerely,

Enclosure Bela Balassa

ce: Mr. Oral Akman



FROM:

SUBJECT:

ORLD BANK / INTERNATIONAL FINANCE CORf ATION

OFFICE MEMORANDUM

Chief Economists DATE: June 17, 1981.
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Turkey Mission

You may be interested in the enclosed aide-memoire that provides
the preliminary conclusions of the mission I led to Turkey in May-June. The
aide-memoire aims to provide a comprehensive view of medium—term policies
to supplement the recent policy changes in Turkey. Energy and public
investment are being covered elsewhere and were excluded from the purview
of the mission.

Enclosure
BBalassa:nc



The aide-memoire contains the preliminary recommendations of the
Bank mission on industrialization and trade strategy for medium-term
policies. These policies are intended to complement the measures taken
since January 1980 in the pursuit of Turkey's newly-adoptded development
strategy, characterized by outward orientation and greaneé reliance on
market forces. The recommendations aim at encouraging exports and
efficient import substitution, increasing domestic savings and investment,
promoting technological progress and labor training, and improving the
operation of the state ecomomic enterprises. L
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Exports and efficient import substitution would Be encouraged by
increasing the use of exchange rates as against export subsidies and import
protection; simplifying the remaining export subsidies and linking them to
value added in exports; gradually eliminating import licensing while
lowering and rationalizing tariffs; and linking the prices of agricultural
products and their inputs more closely to world market prices. Also, the
marketing of the exports of manufactured and agricultural: products and
tourism would need to be improved. Finally, the exploitation of Turkey's
agricultural potential would necessitate improvements in transportation and
support to promising products, such as fresh and processed fruit and
vegetables, whereas the expansion of tourism would require increased credit
facilities for investment in hotel accommodations. 3
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The recommendations made in regard to investment incentives,
financial markets, and the tax system are designed to encourage private and
corporate savings, improve financial intermediation, and ensure the
financing of efficient investments in exports and import substitutiom.
Increases in private savings may be attained by limiting the taxation of
interest earnings and capital gains to real returns (i.e. making adjustment
for inflation), eliminating the financial transactions tax, and reducing
the cost of holding reserves with the central bank, while increasing
competition among banks. In turn, revaluing balance sheets and reducing
corporate income tax rates would contribute to business savings. At the
same time, establishing floating interest rates on bonds, extending the
scope of bond financing in the public sector, and revitalizing the bond and
stock markets would improve financial intermediatioum. Finally, the use of LM
funds in efficient investments would be promoted by simplifying the system -
of preferential credits, with reductions in its scope aqd‘tﬁe-extent of
interest subsidies; making investment incentives more automatic and neutral
in their effects on capital intensity, with additiomal incentives provided
to infant industries; and promoting foreign direct investment.

e

Technological development and labor training would be served by
the establishment of specialized research institutes and training
facilities in the framework of an overall plan for research and technology
and by providing incentives to the private sector to undertake research,
product development, and training. At their present stage of development,
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cleccirical and nonelectrical machinery, machine-tool and electronics
industries would further require special incentives while the automotive
sector would need to be rationalized.

‘The measures to be taken to promote technologlcal progress and
tra1n1ng would perm1t exploiting Turkey's comparative advantages that will
“increasingly lie in skill-intensive products within the manufacturing
sector. The development of the industries in question requires
considerable flexibility to respond to changing world market conditions

"that can best be assured by relying on private initiative. This would

necessitate reconsidering the implementation of government investments in
these industries which, at any rate, would involve dupl;catlon of existing
-facilities.

In general, it would be appropriate to eventually limit the public
sector to natural monopolies and basic industries. At the same time,
existing preferences to state economic enterprises should be eliminated and
authority for decision-making be vested in managers who would have
responsibility for profitable operations in a competitive environment.
Finally, investment projects in the public sector should be submitted to
rigorous economic project evaluation, with the eventual application of
banking principles.

The proposed measures would reverse recent tendencies that
increased the size of the public sector as compared to the private sector.
At the same time, increasing reliance on price signals and rationalizing
the operation of public enterprises would improve efficiency in resource
allocation, further contributing to economic growth.
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_ - - Medium-Term Economic Policies for Turkey

The Policy Framework

. The policy measures taken in the course of 1980 aimed
simultaneously at re-establishing stability in an economy characterized by
rapid rates of inflation and at changing the country's development strategy
towards outward orientation and the greater use of the market mechanism.
The decline in the rate of inflation has been remarkable. Also, there has
been a considerable increase in time deposits in response to higher
‘interest rates. Finally, exports have risen at a rapid rate, with
manufactured exports exhibiting the largest increases.

The measures taken so far will need to be complemented by
additional measures in order to fully implement Turkey's newly-adopted
development strategy. This will require time; after the long period of
inward orientation and limited use of the market mechanlsm, four to five
years may be necessary until the shift in strategy is fully effective.

In this aide-memoire, recommendations will be made for medium-term
polxc1es aimed at improved resource allocation and rapid economic growth
under increased outward orientation and the use of market methods. It
should be emphasized that several of the measures are presently under
consideration by the Turkish authorities. At the same time, their

articulation in an overall framework, with well-defined objectives, appears
desirable.

The policy objectivevs considered in the aide-memoire include
encouragxng exports and efficient import substitution, increasing domestic
savxngs and investment, promoting technologlcal change and labor training,
and improving the operation of state economic enterprises. With the
exceptions noted below, they may be implemented over a 4-5 year horizon.
The recommendations will not concern short-term policy measures aimed at
economic stablization.

The discussion will cover incentive policies as well as sectoral
issues. The former comprise production incentives (the exchange rate,
import protection, export subsidies, and price control), interest rates and
financial markets, the tax system, and incentives to domestic and to
foreign investment. In turn, the sectoral issues to be considered pertain
to manufacturing industries, with special attention given to the SEEs,
agriculture and agro-industries, and tourism. In the course of the
discussion, reference will be made to recent policy changes.

A. Incentive Policies

Production Incentives

After a considerable depreciation between the fourth quarter of
1979 and the third quarter of 1980, the Turkish lira appreciated in real
terms vis-a-vis the currencies of the major trading partners, regaining
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approximately its 1973 level. ~This result reflects largely the
appreciation of the lira vis-a-vis the German mark; over the last nine
months the mark-lira exchange rate remained practically unchanged, while
prices rose by 5 percent in Germany and by over 25 percent in Turkey. At
the same time, the exchange rate relationship with the German mark is of
particular importance, in view of the fact that nearly one-half of Turkish
exports are sold in the European Common Market, of which the mark is the
representative currency, and that Turkey competes principally with EEC
countries in the growing Middle Eastern markets. i

As far as manufactured exports are concerned, the recent
appreciation of the lira in real terms was largely compensated by increases
in export subsidies. Since January 1981, export rebates on manufactured
goods have been raised by five percentage points, and an additiomal 5
percentage points have been provided to firms whose exports exceeded $15
million a year 1/. Also, in conjunction with the rise in nonpreferential
interest rates, the subsidy element of export credit has increased to a
considerable extent. .

The regular rebate rate is designed to compensate for indirect
taxes paid at the preceding stages of manufacture and does not represent an
export subsidy. In turn, foreign exchange retention schemes and the duty
free importation of inputs place Turkish exporters on the same footing as
exporters of other developing countries and are not considered export
subsidies under GATT rules. .Apart from preferemtial export credits,
subsidy measures applied in Turkey include the additional rebate provided
to large exporters as well as reductions in corporate income taxes for new
exports and for increases in exports.

The incentive measures applied have been very effective in
promoting manufactured exports in an environment characterized by excess
capacity. In a longer time perspective, however, subsidy measures are
subject to certain disadvantages that call for the increased use of the
exchange rate as a policy instrument to promote exports.

To begin with, while the exchange rate affects all exports, most
agricultural exports have not benefitted from subsidy schemes, although
these products offer considerable promise for Turkey. Furthermore, with
the proliferation of subsidies, their effects on various export products
are difficult to gauge, whereas the impact of exchange rate changes is
easily ascertainable. The effects of exchange rate changes are also
automatic and do not require the administrative procedures involved in
providing subsidies, which may discourage small and medium-sized
exporters. At the same time, export subsidies are subject to retaliation
under GATT rules and developed countries may apply retaliatory measures
once Turkish exports substantially increase in value. Finally, subsidies
to export value tend to encourage the use of imported inputs in export

1/ 1In practice, this provision applies to four trading firms. It is
additional to the 5 percent rebate that firms exporting at least $4

million a year receive over and above the regular rates paid to all
exporters.
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activities, while exchange rate changes affect value added in exports.
This is because a devaluation raises the domestic currency equivalent of
the export price, as well as that of the price of imported inputs, thereby
encouraging the use of domestic inputs and limiting the budgetary cost
involved.

In the case of some of the subsidy measures, it has been attempted
to take account of differences in value added in exports on a case-by-case
basis. With the increasing number of exporters, however, case-by-case
decision-making encounters increasing difficulties and the simplification
of the procedures applied becomes necessary.

Despite the provision of export subsidies, domestic markets in
Turkey are generally more profitable than export markets, due to the
combined effects of high tariffs and import licensing. Tariffs and other
import taxes on manufactured goods generally range between 30 percent and
70 percent. Furthermore, notwithstanding the liberalisation measures taken
in January 1981, import limitations tend to raise domestic prices above the
tariff-inclusive import price.

As long as producers expect the maintenance of existing levels of
import protection, they may undertake new investment or expand their
capacity in activities which are not in the national interest, and will
have little incentive to lower production costs. To remedy this situation,
it would be desirable that govermment announce its intention to lower
tariffs and to rationalize import protection. In order to prepare
producers for such an eventuality, it is proposed that a timetable be made
public on the reform of the system of protection, to be carried out over a
period of, say, five years.

The reform should include replacing import licensing by tariffs,
with the possible exception of certain luxuries, and reducing the extent
and the dispersion of tariffs. A tariff ceiling of 30 percent may be
established, to be attained in annual instalments. Also, the tariff
structure would need to be revised in order to avoid cases of ''reverse
escalation'", when the tariff is higher on the principal input than on the
output, and interindustry differences in tariff rates would need to be
reduced. .

The liberalization of import licensing may take the form of annual
transfers from Liberalization List II to Liberalization List I and the
addition of the items presently excluded from both lists to Liberalization
List II. A substantial liberalization of import licensing could be
undertaken next January, with emphasis given to machinery and intermediate
products.

As long as the protection of manufactured goods continues, the
subsidization of manufactured exports could not be foregone. It.would be
desirable, however, to reduce the extent of these subsidies, Eari passu
with reductions in import protection, and to simplify the measures applied.
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The first candidate for reducing export subsidies is the
preferential export credit that provides a subsidy of over 30 percent for
exporters who have access to such credit. At the same time, it would be
desirable to establish a medium-term credit facility in the Central Bank,
complemented by an export credit guarantee-scheme. This would permit
Turkish firms to better compete abroad in exporting durable goods, where
foreign firms generally provide medium-term credits and benefit from credit
guarantee schemes. . L

Present regulations as to the partial deductability of the value
of new exports and of increments in exports from taxable income would also
need to be modified. The present system tends to discourage small
exporters by imposing a minimum export value of $250,000 for manufactured
exports. This conclusion applies a fortiori to the export rebate scheme, SR
which has a higher minimum requirement for providing an additional rebate. = &
Apart from the case of trading firms, to be discussed below, it would Se i
desirable to eliminate over time the differential treatment based on ths
size of exports. :
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It would further be desirable to simplify the existing f.leign
exchange allocation schemes. Finally, in order to avoid the possible
adverse consequences noted above and to minimize leakages, it would be
advisable to link credit preferences to value added in exports and to grant
the credit subsidy ex post rather than ex ante. This could be accomplished
by providing export credits in the first place on a nonpreferential basis
and granting credit subsidies once exportation has been undertaken on the
basis of value added, by classifying commodities in several categories
according to the ratio of value added to export value.

Parallel with reductions in export subsidies, it would be
desirable to extend the free trade treatment of exports. This would entail
making the importation of prohibited items for export production automatic,
eliminating tariffs on machinery used in export production in cases where a
separate application for investment incentives has not been made, and
extending the privilege of duty-free importation to all producers of
important domestic inputs used in export production. The implementation of
these recommendations would permit increasing the domestic content of
exports without unduly burdening export production; they are of particular
importance in the engineering industries where vertical specialization can
bring considerable benefits.

Reductions in import protection and in export subsidies would need
to be offset by gradual changes in the real exchange rate, thus continuing
the process begun in January 1980 but partially reversed in recent months.
Such changes are also necessary in order to improve the balance of payments
since Turkey's existing deficit would need to decline over time.

The proposed measures would improve the profitability of
agricultural exports that are presently discriminated against in favor of
manufacturing products. As discussed below, further changes in incentives
to agriculture would be desirable to approach world market price relations
with respect to products as well as inputs.
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Remaining controls of industrial prices would also need to be
abolished. This applies to products on which formal controls have been
maintained, such as cement and newsprint, as well as to cases where
informal controls have delayed increases in prices. Monopoly products
require special rules, however, as discussed below.

Interest Rates and Financial Markets

The taxation of deposit interest rates and financial transactions,
the reserve requirements of commercial banks, and the high costs of bank
operations create a substantial spread between after-tax interest rates
received by depositors and interest rates paid by borrowers. The
withholding tax on time deposits is 25 percent, reducing the after-tax
equivalent of the 50 percent interest rate on one-year time deposits to
37.5 percent. At the same time, the 15 percent liquidity requirement,
earning an interest rate of about 9 percent, and the 30 percent legal
reserve requirement, earning an interest rate of 12 percent, raise the cost
of these funds to the commercial banks to 82 pertent. Finally,
non-interest bearing demand deposits have a 15 percent liquidity
requirement and a 35 percent legal reserve requirement.

Interest rates charged on one-year non-preferential loans by
commercial banks are at present 38 percent, which increases to 50 percent
if account is taken of the 15 percent levy accruing to the interest rebate
fund and the 15 percent financial tramsactions tax. Making further
adjustments for compensating balances, the effective interest rate for
non-preferential borrowers may reach 70 percent, exceeding the actual rate
of inflation by 30 percentage points and the after-tax rate of interest to
depositors by 32.5 percentage points.

Real interest rates of this magnitude impose a considerable burden
on borrowers, especially in the present situation of low domestic demand
that led to the accumulation of product inventories in several industrial
branches in Turkey. At the same time, the large spread between interest
rates paid by borrowers and received by depositors tends to discourage
savings and investment.

To remedy this situation, it would be desirable to lower the taxes
imposed on interest payments made to depositors, as discussed below, to
eliminate the financial transactions tax, and to reduce the costs
associated with reserve requirements by raising the interest rate paid on
required reserve holdings for time deposits. While the financial
transactions tax had a useful function in syphoning off part of the excess
profits of the commercial banks under the system of fixed interest rates,
excess profits have been substantially reduced as a result of the freeing
of interest rates and increased competition among banks. Its elimination
is particularly urgent on intra-bank deposits and on foreign loans, where
double taxation is involved.

Under competition among banks, the described measures would reduce
the existing wide interest rate spread by raising interest rates to

depositors while lending rates are determined by the scarcity of available
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funds. Higher after-tax interest rates for depositors, in turn, would
increase the amount of time deposits and thus the availability of funds for
lending, thereby contributing to lower lending rates.

For this outcome to be fully realized, it would be desirable to
further increase competition among banks. This could be accomplished by
prohibiting the participation of state banks in cartel-type actioms,
allowing the establishment of more branches of foreign banks, and
revitalizing bond and stock markets.

The revitalization of bond and stock markets would improve the
system of financial intermediation, encourage savings through the
availability of a greater array of financial instruments, and increase the
scope of investment finance. As far as bond markets are concerned, the
elimination of the 28 percent interest rate ceiling and the introduction of
a system of floating interest rates would be desirable. The introduction
of such a system would permit providing medium=-term and long-term credits
to enterprises, without locking them into high iaterest rates at times of
rapid inflation, and reducing the cost of financial intermediation. One
would also avoid the cashing-in of outstanding bonds while real interest
rates to the purchasers of bonds would remain roughly constant over time
without the risk of incurring large capital losses.

: Medium~- and long-term bonds should be traded in the securities
‘market. The placement of bonds issued by the Treasury and the SEEs at
competitive interest rates would also contribute to the revitalization of
bond markets while ensuring a better control of the money supply.

The early promulgation of legislation affecting bond and stock
markets would further be necessary in order to assure the modernization of
the Turkish financial system and the availability of funds for productive
investment. At the same time as noted below, tax regulations would need to
be changed to increase the attractiveness of stocks.

Finally, it would be desirable to simplify the existing system of
preferential credits. This would involve replacing the complex regulations
on special reserve ratios, preferential rediscount rates and interest
rates, differential rules on rediscounting, and tax exemptions om certain
types of financial transactions by interest rate subsidies that are
transparent, easy to administer, and minimize the possibility for
irregularities. The extent of interest rate subsidies would also need to
be reduced, both to minimize the possibility of leakages to unintended uses
and to limit the risks of distortions in resource allocation.

In particular, it would be desirable to review systems of
subsidization of export credits. The present regulations involve several
simultaneous methods of subsidization whose combined impact is difficult to
determine. At the same time, the dependence of preferential export credits
on Central Bank rediscounts creates an upward pressure on the money supply
while efforts made to avoid such undesirable consequences limit the
availability of export credits and create inequities among exporters.
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Finally, at the fact that subsidization through export credits is based on
export value and not on value added creates a situation under which exports
with a lower proportion of domestic value added receive proportionately
greater benefits.

= The subsidization of short-term agricultural credits would also
need to be reviewed. The existing system absorbs a large part of the
resources of the Central Bank, distorts competition in the market for
agrigultural credits by giving special privileges to the Agricultural Bank,
and practically limits the total amount of agricultural credit while
conferring particular privileges on the recipients and encouraging the use
of capltal as compared to labor inputs.

Reducing the extent of interest subsidies would permit lowering
the levy to the interest rebate fund. This, in turn, would give further
encouragement to savings, thereby increasing the availability of funds and
lowering interest rates for lenders, as described above.

.

The Tax System

The recent revision of the schedule of personal income taxes aims
to make the tax system more equitable and to adjust tax rates for past
inflation. An unskilled worker earning TL 240 a day, or roughly TL 60,000
a year, will be exempt from income taxes, while he paid TL 16,500 in taxes
beforehand. However, tax obligations rise rapidly at higher income levels
as the tax rate on wage and salary income in excess of the TL 61,200
tax-free allowance is 40 percent up to an income of TL 1 million. A worker
earning TL 620 a day, the average for some of the higher-paying industries,
will thus have an income tax obligatiom of TL 35,000.

The 40 percent minimum income tax rate on relatively low incomes
will encourage continuing the past practice of payments in kind for the
purpose of evading taxes and may not be conducive to increased work
effort. Also, there is no economic rationale in setting lower marginal tax
rates on annual incomes above TL 25 million (66 percent) than on incomes
between TL 15 and 25 million (70 percent up to TL 20 million and 75 percent
afterwards).

It would be desirable to adopt a more "modulated" tax structure
and to reduce the extremely high rates applying to annual income between TL
10 and 25 million. Apart from discouraging work and risk-taking, such high
rates invite evasion. The intention of the authorities to reduce the tax
rates by 1 percent a year over the next five years is therefore
appropriate. However, it would further be desirable to adjust tax rates
for inflation in the future. This would permit avoiding the so-called
bracket creep, i.e., the shift of taxpapers to higher brackets due to
inflation. One may envisage making automatic adjustments for inflation .as
it is done in Canada and, in practice, also in France.
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The taxation of interest income on time deposits and bonds would
.also need to be revised. Interest receipts are subject to a withholding
tax of 25 percent under the new regulations and are included in personal
income for the determination of income tax liabilities. These regulations
do not take account of the effects of inflation on the value of the capital
from which the income is derived. The 42 percent interest rate on
six-months deposits, for example, corresponds to a zero real interest rate
under present conditions, so that the tax is on the capital rather than on
income derived from it.

In order to encourage savings and the development of financial
markets, it would be desirable to modify these regulations. This could be
done by adjusting interest receipts for inflatiom. It would further be
desirable to modify existing tax regulatioms that include capital gains
with personal income. In an inflationary environment, the taxation of
capital gains will entail the taxation of capital which, again, discourages
savings. One may consider eliminating capital gains taxes as it is done
in most countries in Continental Europe or reducing capital gains taxes
substantially below income tax rates as has been the case in the United
States and the United Kingdom.

Corporate income taxes would also need to be adjusted for
inflation. This would require the revaluation of balances, so as to avoid
that firms are taxed on "phantom" profits due to inadequate allowance for
depreciation based on historical values. Legislation on the revaluation of

balances has considerable urgency and it should exclude revaluation profits
from taxable income.

Recent changes in regulations raised corporate income taxes on
retained profits from 43 percent to 50 percent, although encouraging
corporate savings for purposes of reinvestment would have required a
reduction. Such a reduction may be accomplished by equalizing the tax
treatment of private and public enterprises which are subject to a
corporate income tax of 35 percent, as suggested below.

The revenue effects of the proposed reductions in tax rates would
be partly offset by increased revenues derived from higher incomes. It
would further be desirable to reduce the share of public consumption and
investment in the gross national product that has increased in recent years
and is projected to rise further in 1981. These changes do not conform to
the government's announced intention to increase the role of the private
sector that would contribute to econmomic growth in an outward-oriented
economy .

Finally, notwithstanding improvements made through the
introduction of a uniform sales tax, the complicated and fragmented system
of indirect taxes is at the source of considerable disturbance in
production, investment, and trade. These disturbances would be eliminated
through the implementation of the proposed comprehensive value added tax.
Urgency should be given to preparing the introduction of this tax that will
complement the other incentive measures proposed in this aide-memoire.
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Incentive to Domestic and to Foreign Investment

Under present legislation, approved investments receive incentives
in the form of duty-free entry of machinery and equipment (or payment of
Guties in instalments), an interest rebate of up to 25 percent on
medium-term credit for investment on fixed assets and working capital,
accelerated depreciation provisions for firms working two shifts, and the
deduction of 30 percent of investment in fixed assets from taxable incomes,
with one-third of the investment allowance added to tax liability; higher
percentages apply to investments for exports and in less developed
regions. Deductibility from taxable income is limited to investments above
TL 20 million, except for designated priority sectors (Tl 10 million) and
. for agriculture (TL &4 million).

It would be desirable to review the system of tax incentives,
which provide proportionately greater benefits to less profitable firms
than to firms with higher profits. At the same time, in order to avoid
giving encouragement to capital-intensive industries and production
methods, it would be desirable to extend the deductibility of investment to
working capital and to reduce the present minimum limit, which
discriminates against smaller enterprises that tend to be labor-intensive.
Finally, greater incentives may be provided to some "infant industries",
such as electrical and non-electrical machinery, machine tools,
electronics, and the processing of fruits and vegetables.

Further questions arise concerning the use of a "positive" list,
which specifies the investments eligible for incentives. While some of the
sectoral designations are quite broad and investors may apply for
incentives also in sectors which are not included in the list, this
involves additional administration and creates uncertainty. The rising
number of rejections of applications for incentives increases uncertainty
and may in particular discourage smaller firms from applying.

A more appropriate solution would be to establish a "negative"
list that would designate a limited number of products, which do not
receive incentives. This may include cases where foreign market
limitations exist, e.g., cotton fabrics, or there is excess capacity in a
sector that is oriented towards domestic markets, such as automobiles.

Foreign direct investment may play an important role in Turkey by
increasing the availability of savings and foreign exchange and providing
technological and marketing know-how. The recent liberalisatiom of
regulations affecting foreign investment is, therefore, much welcome. At
the same time, further measures would need to be taken to attract new

foreign investors as well as investors from countries that are not as yet
present in Turkey.

The first requirement would be to avoid delays in the repatriation
of dividends derived from investments that were undertaken before the
Framework Decree on Foreign Capital came into effect. More generally,
liberal and unambiguous rules would need to be established on the
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_repatriation of dividends and capital, providing treatment comparable to
other countries that compete with Turkey for foreign capital. It would
further be desirable to eliminate the requirement of co-operation with
state economic enterprises as a condition for foreign direct investment in
various engineering industries.

Changes in legislation and in its practical application would need
to be accompanied by a promotional effort. This would involve publicising
the advantages Turkey possesses in terms of natural resources, labor costs,
‘proximity to Middle Eastern markets, and preferential entry to the European

- Common Market. Turkey may be particularly attractive for subcontracting in
metal-working and engineering industries and for triangular arrangements,
with the processing of inputs originating in the Common Market countries
for exportation to the Middle East.

One may envisage establishing several investment bureaus abroad,
which could be combined with trade promotion bureaus to be discussed
- below. Finally, on the example of Tunisia, an effort should be made to
establish joint Arab-Turkish banks for investment in agriculture, food
processing, machinery, and tourism. Such banks could bring much needed
capital to develop the Turnish economy.

B. Sectoral Issues

Industrial Development

Over the past several decades, a wide range of industries have
been established in Turkey, first in the public sector and subsequently in
the private sector. Apart from increased outward orientation, a priority
for the further development of Turkish industry should be to ensure
technological progress and labor training. This is necessary in order to
provide modern inputs for other industries and to shift towards
skill-intensive activities, where Turkey's comparative advantage will
increasingly lie in the future.

The principal source of technical support in Turkey is the
Scientific and Industrial Research Institute (TUBITAK). TUBITAK is,
however, oriented largely towards public sector and it has not been the
source of technological innovations. Also, it lacks specialization and has
made little effort to adapt foreign technology to Turkish conditions.

On the example of Korea, the government may contribute to the
promotion of technological progress through the establishment of
specialized institutes of applied research. Such institutes may play an
especially important role in certain engineering branches and in the
chemical industry.

The establishment of applied research institutes would need to be
complemented to tax incentives to research and product development by
private firms. This should be part of a medium-term plan of science and
technology, which would also provide for the further development of
technical universities.
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- Technical universities represent a link between research and the
training of scientists and engineers. The training of technicians and
skilled workers would also need to be promoted through the establishment of
specialized schools and courses as well as through tax benefits to firms
undertaking training. Tax incentives to research and training would
promote a shift from hardware to software, which is necessary at Turkey's
present state of development.

Efforts made to increase research and training would benefit, in
particular, the electrical and non-electrical machinery, machine-tool, and
electronics industries, which are relatively undeveloped in Turkey in
comparison to metals where government investment played an important role
and the automotive sector which expanded at high costs in the framework of
protected domestic markets. These industries may receive further
incentives on infant industry grounds. Rather than protection, such
incentives should aim at reducing the cost of production, in order to
provide low-cost inputs to other industries and to encourage exports.

Incentives to the electrical and nonelectrical machinery,
machine-tool, amd electronics industries may take the form of medium-term
credits and higher than average percentage deductions of new investments
from taxable income. One should further examine the feasibility of
establishing specialized industrial parks where ancillary activities would
be available. Also, the services of foreign engineering consultants may be
obtained to review plant layout and the organization of work, with a view
to recommending productivity improvements. In Korea, this is done in the
framework of an investment project financed by the World Bank.

In turn, there would be need to devise a long-term strategy for
the automotive industry in order to avoid further duplication of production
facilities and to ensure vertical specialization in efficient plants. 1In
view of the difficulties of consolidating producers that manufacture
different cars and belong to different business groups, this may be sought
in the direction of specialization agreements involving the exportation of
some parts and components and the importation of others. At the same time,
the implementation of public investments in the production of tractors,
diesel engines, and commercial vehicels, creating duplication with private
facilities, would not be desirable. More generally, in the electrical and
non-electrical machinery, machine-tool, and electronics industries reliance
should be based on private initiative that can ensure the fleXLbllltY
necessary to respond to changing world market conditions. :

The export incentives discussed earlier could be usefully
complemented by measures to promote marketing abroad, The Export Promotion
Center (IGEME) engages in documentation on a limited scale and has neither
the staff nor the budget for mounting an effective export promotion
effort. A successful marketing effort would require establishing an
institution that is engaged in the collection of market information, the
provision of advice to exporters, and promotional activities, including the
organization of trade fairs and foreign commercial missiomns. For such an
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organization to be effective, it should have branches abroad, both to
identify markets and to solicit orders, on the example of KOTRA in Korea
and CACEX in Brazil.

A public institution of export promotion can only play a
supporting role, however, to private firms. Turkey's large business groups
are capable of mounting an export promotion effort hut small and medium
size firms can rarely export directly. Correspondingly, trading firms may
play an important role as they do in countries such as Japan and Korea.

The tax benefits they presently receive are limited to large trading
firms. However, small trading firms may be particularly effective in
specialized areas and in exploring new markets.

State Economic Enterprises

While the state economic enterprises pioneered in the development
of manufacturing industries in Turkey, their performance has deteriorated
due to the effects of factors such as detailed and often conflicting
central directions and interventions, the lack of financial discipline, the
politically motivated choice and the inadequate compensation of management
and technicians, and excessive wage and employment levels for production
workers. At the same time, the complexity of financial arrangements,
deficient accounting practices, and incomplete reporting have limited
public accountability. Another major problem has been the virtual lack of
economic analysis of new investment projects.

The control of prices before January 1980 affected but little the
operation of the SEEs as they could get ready financing from the
government. Nor have subsequent increases in prices affected their mode of
operations in a fundamental way. At the same time, formal and informal
price control persists in some areas. Such control has a rationale in the
case of monopolies but not for firms that compete with the private sector.

In the case of natural monopolies, such as electricity, gas, and
water, the price should cover the cost of operations. - In the case of
monopolies producing traded goods, such as steel and newsprint, the rule
enunciated by the Ministry of Industry, to limit prices to the tariff
inclusive cif import price plus a margin, should be consistently applied
while reducing the margin from its present level of 30 percent. Import
liberalization would, however, obviate the need for such control.

While apart from SEKA, the producer of pulp and paper, all
industrial SEEs made operating profits, these results need to be adjusted
for budgetary subsidies, preferential credit terms, differential corporate
tax rates, and the use of historical depreciation in thé,acéo@nts. In
order to put the SEEs on the same footing with private industry, they
should receive identical tax and credit terms, with borrowing from
commercial banks replacing governmental credit allocations for operational
needs.



: There would also be need to reform the present system of
decision-making in investments in the manufacturing sector. In an
inward-oriented economy, this was based on the calculation of needs from
projections of final demand in an input-output framework. Under outward
orientation, it should be replaced by economic project evaluation utilizing
world market prices. A possible solution is to give responsibility for the
eveluation of investments to public investment banks, such as the State
Investment Bank and a new industrial bank combining the banking
subsidiaries of SUMERBANK AND ETIBANK, which is under discussion.
Eventually, both private and public banks, as well as the capital markets,
may be involved in the financing of both private and public enterprises.
This, however, would require major improvements in the SEEs.

As regards the mode of operations of the SEEs, it has been
proposed that the present sector-wide SEEs be replaced by holdings, the
boards of which would supervise the individual production units that would
have their own board of directros and managers. The sector-wide holdings,
in turn, would be supervised by one or more Upper Boards having oversight
responsibility for all industrial holdings, with the government having a
minority role at all levels.

This solution has been advocated on the grounds that it would
reduce governmental interference and contribute to the decentralization of
decision-making. While the proposed alternative would indeed represent a
step towards lesser government involvement and decentralization, it may
give rise to conflicts between the various levels and limit the authority
of managers. It would seem desirable, therefore, to go a step further and

to vest authority for decision-making in managers while ensuring
competition among the independent units.

In this connection, the experience of Hungary with state-owned
firms offers an interest. In Hungary, large firms having plants producing
similar commodities have been broken up and the managers of individual
firms are not subject to production, employment, or export targets.
Rather, they have responsibility for making profits in a competitive
environment and are remunerated on the basis of the profits of the firm.

Turkey may learn from the example of Hungary in breaking up large,
monopolistic SEEs and making the newly-established firms subject to market
conditions, with the managers being given the freedom to decide on
production, prices and, eventually, employment. The possibility of
divesting public firms in sectors outside the basic industries would also
need to be explored further.

After a long period of preparation, the move from centralized
planning to decentralization was accomplished practically overnight in
Hungary. In Turkey, too, careful preparation of the reforms is necessary,
when the limitations of available cadres may not permit their immediate
implementation in full. However, it would be desirable to reach early
decisions as to scope of the reforms. Apart from the issues discussed
above, these should provide for improved information and accountability of
the SEEs.



Agriculture and Agro-Industries

The gradual shift from import protection and export subsidization
for manufacture goods to the use of the exchange rate would benefit
agriculture in Turkey and promote exports as well as import substitution in
this sector. It would further be desirable to gradually move towards world
market price relations for agricutural products and their major inputs,
with the system of support prices limited to a minimum number of
commodities and designed to play largely a stabilizing role.

Alternatively, farmers' incomes may be stabilized by providing an adequate

supply of credit, combined with the establishment of a credit insurance
scheme.

Among agricultural products, the adoption of world market prices
would not be appropriate for hazelnuts, raisins, and tobacco, where Turkey
has an important market position and the elimination of export taxes would
lead to the deterioration of the terms of trade. There is no economic
rationale, however, for maintaining domestic cotton prices below world
market levels that are unaffected by the amount Turkey exports.

With the price of wheat having been maintained above world market
levels in earlier years, there has been substitution of wheat for cotton in
some areas as well as a shift to the use of irrigated land in wheat
production. The adoption of world market price relations would result in a
lower rate of increase in wheat production and a more rapid rise in the
production of alternative crops. Depending on the region, this may involve
pulses, fodder, oilseeds, cotton, corn, as well as vegetables and citrus
fruits. Similar considerations apply to barley.

The increased production of corn would be beneficial for animal
husbandry. At the same time, it is not desirable to subsidize the use of
concentrated feed and to provide investment incentives to broiler
production that are not available to cattle and sheep, where natural
advantages, in particular, the availability of pasture, favor Turkey. The
exploitation of these natural advantages would be furthered by abolishing
existing limitations on the exports of cattle, beef, lamb and mutton and
permitting the slaughtering of livestock by private industry.

Available incentives appear sufficient in the case of meat
processing where religious customs prevalent in the Middle East provide
additional advantages to Turkey. However, fresh and processed fruits and
vegetables encounter strong competition, with Turkish producers suffering
the traditional disadvantages of an infant industry. It may be desirable,
therefore, to provide preferential tax treatment to fruit and vegetable
processing, encouraging in particular integrated operations, on a temporary
basis. Also, an effort should be made to attract foreign investment in the
industry, where multinationals offer technical expertise as well as
marketing know-how.
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As far as input prices are concerned, the subsidization of
fertilizers and pesticides should be eliminated over time so as to avoid
inefficient usage. Also, uneconomic mechanization and underutilization of
tractors would be discouraged by eliminating any subsidies that may
remain. Finally, water charges should be adjusted so as to ensure the use
of water for higher-value crops. Exceptions may be made, however, for
smaller farms that already utilize family labor for the intensive
production of fruits and vegetables.

The efficient development of Turkish agriculture would also
require taking institutional measures, among which improvements in research
and extension services are of particular importance. Finally, the
promotion of exports, in particular of fruits and vegetables, would
necessitate improvements in transportation as well as in marketing. Turkey
would need to improve, in particular, its railroad and port facilities. In
turn, the implementation of the investment project financed by the World
Bank would benefit the marketing of fruits and vegetables.

Tourism

Tourism is an important foreign exchange earnmer in Turkey,
accounting for about one-tenth of the exports of goods and services.
Although arrivals declined from a peak of 1.6 million in the late 1970s to
1.3 million in 1980 due to political uncertainties, Turkey should be able
to reverse this trend and to increase its share of the Mediterranean
tourism market which in total is expected to increase by about 7 percent a
year during the 1980s. Turkey's assets include competitive prices
(notwithstanding the higher cost of the air transport component), an s
attractive physical environment, an excellent climate and outstanding
sightseeing.

At the same time, the expansion of tourism offers particular
advantages to Turkey, given its favorable capital-labor ratio and the low
rate of import leakage. Taking account of all tourist-related activities,
it would appear that the cost of earning foreign exchange is relatively low.

The expansion of tourism would require increasing accommodation
capacity as well as a marketing effort. While economic returns are high on
non-hotel tourism activities, such as shopping, entertainment and internal
transport, the profitability of hotels is traditionally modest and the
pay-back period is long. Accordingly, capturing the potential benefits of
tourism would necessitate providing adequate low-cost loan finance for
hotel construction. Even with the proposed increase of its resources, the
amount of loan funds the Tourism Bank will have available is small compared
to requirements; it would provide financing for only 4,000 beds a year,
representing an annual increase of less than 6 percent.

The domestic hotel construction effort could be complemented by
foreign investment and one may welcome the proposals made to attract such
investment. At the same time, it should be recognized that the major
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portion of tourism investment in Turkey will continue, as elsewhere, to be
domestic. However, foreign management should be increased to obtain
expertise and marketing experience.

. The promotion of tourism should be concentrated in a limited
number of areas, in order to capture economies of scale and to take
advantage of existing, or nearly-completed, infrastructure. In Antalya,
for example, infrastructure is available and only hotel investment is
required at Side, while land tenure problems still need to be resolved in
Kemer. In some other areas, such as Izmir and Bodrum, limited improvements
in connecting roads, sewage and water, and/or telecommunications would have
"a high potential payoff.

A concentrated effort would need to be made in marketing,
involving the upgrading tourism bureaus abroad and a major sales campaign.
In cooperation with the private sector and the special tourist authorities
to be established in priority zones, government authorities should play an
important part in such an effort. For this purpose, consideration should
be given to establishing a semi-autonomous national office, appointed by
the Minister of Tourism, which would draw its staff from the travel trade
and be suitably remunerated outside civil service regulations. Such an
office would also enter into contracts with professional marketing firms in
major market countries.

In order to ensure convenient and least-cost access, civil
aviation policy should be reviewed. This would necessitate weighing the
financial interests of Turkish Airlines (THY) against the economic returns
in the tourism sector and the economy as a whole. Air charter operatioms,
by both domestic and foreign airlines, should be encouraged and
consideration should be given to granting cont1nua:10n rights for foreign
airlines.




Mr. Robert H. Cassen, PPR June 17, 1981.
Bela Balassa, DRC

WDRIV Background Paper

I sent the revised version of my "Adjustment to External Shocks
in Developing Economies" to Mr. Winterbottom. This version incorporates
results for four additional countries (Portugal, Turkey, Mauritius and
Zambia) that adds to the interest of the comparisons made for country

groups c] assified according to the level of development and policies
followed,

cc: Messrs. Jaspersen, Mitra, PPR

Enclosure
BBalassa:nc .



Mr. Goddard W. Winterbottom, IPA June 17, 1981.
Bela Balassa, DRC

WDRIV Background Paper

I enclose two copies of my "Adjustment to External Shocks in
Developing Countries" which was prepared as a background paper for WDRIV.
May 1 ask you to let me see the editing of the paper once it is completed.
Apart from a short trip during the week of June 29th I will be in Washington
until the end of July.

Enclosures
BBalassa:nc



Chief Economists June 17, 1981.
Bela Balassa, DRC

Turkey Mission

You may be interested in the enclosed alde-memoire that provides
the preliminary conclusioms of the mission I led to Turkey in May-June. The
alde-memoire aims to provide a comprehensive view of medium-term policies
to supplement the recent policy changes in Turkey. Energy and publie
investment are being covered elsewhere and were excluded from the purview
of the mission.

Enclosure
BBalassa:ne



cABLE JuNE 17, 1981
61991

FR. RENE $AURS, AFRICA MERIDIEN HOTEL
TUNIS, TUNISIA

PLEASE CALL HE COLLECT AT 202-676~1991 THIS WEEK CONCERNING
SEPTEMZER VISIT TO TUNIS. REGARDS, GALASSA

Bela Balassas
i) Pela Balassa

#hatlassa:ne pRC ~ Director's Office



Miss Marie Higginson, ADM June 16, 1981.
Bela Balassa, DRC

French Translation

I enclose the tables to my paper "Adjustment to External Shocks
in Developing Countries" that is being translated by Mr. de la Renaudiere.
Rather than reproducing the tables in French I would like to have a glossary
containing the headings for each of the tables. 1In order to avoid repetition
the glossary should be preceded by a list of the country groups that are
referred to in Tables 1 to 5. In this connection, I would like to note
that in my previous paper we have translated newly industrializing
countries as ''pays nouvellement en voie d'industrialisation' and less
developed countries as "autres pays en développement.”

Enclosures (9)
BBalassa:nc

Enclosed: Tables A, B, 1A, 1B, 2, 3, 4, 5, and Appendix Table 1.



CABLE JUNE 16, 1981
61991

ANTONIC LEWMGRUBER, CENTRO DE ESTUDOS MONETARIOS, FUNDACAD GETULIO
VARGAS, PRAIA DE BOTAFOGO, 193*9‘, CEP 22250 RIO0 DE JANEIRO, BRAZIL

PLEASE CALL ME COLLECT ARY DAY THIS WEEK. REGANDS, BELA BALASSA

‘Bela Balassa
fele Balessa

EBalassa:ne BRC ~ Pirector's Office



June 16, 1981.

Mr, Martin Wassell

Secretary to the Working Party

on the Manila Congress Programme
International Chaﬁcr of Commerce
38 Cours Albert 1
75008 Paris
France

Dear Mr. Wassell:

I enclose, in two copies, my report "Shifting Patterns of World
Trade and Competition," prepared for the Manila Congress of the ICC.
Another copy was sent to Mr, Willis Armstrong.

Yours sincerely,

Enclosures Bela Balassa

ce: Mr. Willis Armstrong -



Mr. J. de Larosiere, IMF DECLASSIFIED June 16, 1981.
Bela Balassa, DRC MAY 3 0 20%
Turkey Mission WBG ARCHIVES

I enclose, on a confidential basis, a copy of the aide memoire
"Medium-Term Economic Policies for Turkey” that contains the preliminary
conclusions of the Bank mission I led to Turkey in May-June. An earlier
version of the aide memoire was discussed with the government in the third
week of our mission to Ankara.

ce: Mr. L.A. Whittome, IMF

Enclosure
BBalassa:nc
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Mr. Ernest Stern, SVPOP June 15, 1981
Bela Balassa, DRC

Turkey Mission

I enclose a copy of the aide memoire '"Medium-Term Economic Policies
for Turkey" that was sent to the government of Turkey last Friday. An
earlier version of ehe aide memoire was discussed the third week of our
migsion to Ankara.

I would like to have the opportunity to speak to you on some
matters concerning Turkey that go beyond the aide memoire. My secretary
will call yours to see if we can have lunch together, at your convenience.

Copies of the aide memoire have been given to Messrs. Please and
Landell-Mills.

Enclosure
BBalassa:nc



Mr. Maurice P. Bart, EM2 June 15, 1981
Bela Balassa, DRC

Atatukk Centennial

The Middle East Institute of George Washington University is
organizing a round table on Turkey on the occasion of the Centennial
of Kemal Ataturk. I have been asked by the Ambassador to Turkey to
briefly speak on economic issues. Other participatmis are Ambassadors
Sisco, Brown as well as Professor Frier., The meeting will be held at
the International Club on Friday, July 26th at 5:30 p.m.

I have given my tentative agreement to participate at the
round table, pending your approval. I trust that you do not have
any objections to it. Let me add, that I will speak in a private
capacity and identified as Professor of Political Economy at the
Johns Hopkins University.

BBalassa:nc
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Mr. Maurice Bart, Director, EM2 June 12, 1981
Bela Balassa, DRC

TURKEY: Industrialization and Trade Strategy Mission

Enclosed is the revised aide-memoire of the mission that was sent to the
Turkish government today.

ce: Messrs. Chaufournier, EMNVP; Karaosmanoglu, EM1; Picciotto, EMP;
Davar, EM2; Dubey, EMNVP; Gregory EM2; Hume, EMP; Sadove, EGY;
Saito, EM2; Zaman, FM2;
Mission members

Enclosure
BBalassa:nc



TO:
FROM:

SUBJECT:

WORLD BANK / INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE:
Mr. Sawai Boorma, EM2 June 11, 1981
Bela Balassa, DRC
TURKEY - Public Sector Investment Review
i- The authors of this report should be congratulated for having

collected much useful information on the public sector in Turkey and having
provided a well-reasoned evaluation of the major proposed investment in the
sector. While a further effort is necessary to synthetize the findings, the
report will undoubtedly be a valuable aid to Bank work ‘in Turkey and to the

" Turkish government itself. ime does not permit me to comment on the report

in detail and I will deal with some general issues in the following.

2. The first question concerns the level of public sector investment.
According to the report "within the macroeconcmic framework analyzed by the
mission, the level of public investment that appears to be sustainable in 1981
is somewhat lower than the figure put forth in the 1981 Annual Program" (p.
44)., However, the macroeconomic framework for 1981 apparently takes private
investment as exogenous and obtains public investment as a residual. This
procedure does not recognize the "crowding-out' effect of public investment on
the private sector, which is elsewhere recognized in the report.

3. In his comments, dated June 5, 1981, Mr. Zaman criticizes the
crowding—out thesis, on the grounds that "the private sector has always had a
bigger share" (p. 2) in the distribution of credit. But, it is not the
absolute figures but rather changes over time that are relevant in judging the
existence of crowding—out. As the enclosed table shows, the share of the
private sector in domestic financial assets has declined contimously from
1975 to 1980. It is noteworthy that this decline occurred in the period of an
increasing ratio of domestic financial assets to GNP (1975-1977) as well as in
the period characterized by a decline in this ratio (1977-80). At the same
time, crowding—-out has assumed increased importance in recent months when the
brunt of deflationary policies has been borne by the private sector in terms
of the availability and the cost of credit. (Inclusive of compensating
balances, interest rates on nonpreferential loans to private business have
reached 70 percent, exceeding the actual rate of inflation by 30 percentage
points.) i
4. Data on domestic financial assets, however, provide only partial
evidence on crowding—out as this is also affected by fiscal transfers between
the private and the public sectors as well as by the tems of trade between
the two. Increases in SEE prices and, more recently, the rise in tax
collection have led to increases in the share of the public sector in claims
on resources. This is apparent from the enclosed table on the supply and use
of resources, which shows increases in the shares of public consumption and
public investment in total consumption and investment in 1980 as well as in
1981. -
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5. Mr. Zaman also raises the question of planning. I see the usefulness
of a medium-term plan that would focus on policy issues for the next five
years or so, but see little use for indicative planning. This does not
exclude, however, the preparation of plans for rehabilitating some basic
gsectors in the framework of macro—economic projections. But, as suggested in
the aide-memoire of our mission, in the manufacturing sector the emphasis
should be on decentralizing decision—-making and on the application of economic
pruioct evaluation in public investment.

6. A further question concerns the public investment program itself.

The report does an excellent job in evaluating the proposed large investments
in steel, fertilizer, petrochemicals, petroleum refining, and power
generation. It has less to say, however, about investment in the engineering
sector. These investments are not discussed in Chapter 3, they are not
included among investments of questionable value (marked with a star) in Table
3.4 and the short discussion in Chapter 5 is limited to the Tumosan complex.
However, public investment in these industries require careful consideration.

7. After having concluded that "the prima facie evidence suggests that
the Tumosan projects would not be econamical, and would indeed impose an
unacceptable burden on the Turkish agricultural and- transportation sectors"
(p. 240), the report introduces some rather weak qualifications and takes an
ambiguous position in regard to these projects. Yet, apart from their high
cost, the Tumosan projects would create duplication with private facilities
and would discourage further efforts by the private sector, establishing
effectively a monopoly position as noted in the report. This is undesirable
since the efficient production of tractors, diesel engines, and commercial
vehicles would require exporting that, in turn, can best be done by private
enterprises which possess the necessary flexibility to respond to changing
world market conditions. At the same time, "technology partnership with
Mitsubishi, Mercedes, and MAN (or Volvo) [and] three-way partnership with the
private sector (Annex pp. 242-49) is pie in the sky since foreign and domestic
private firms show little inclination to enter into such arrangements with the
SEEs. The latter comment applies to the entire engineering sector, hence the
proposal made in the aide-memoire of our mission to abolish the requirement
that makes foreign direct investment conditional on co-operation with SEEs in
some engineering industries.

8. I suggest introducing these considerations in the report in regard to
Tumosan and for the engineering sector in general. Comments would further
need to be offered on the other public projects in the engineering sector,
which are listed in Table 3 but receive no consideration in the report.

9. I come finally to discussion of policies affecting the private sector
and in the early chapters, in Chapter 6. Export Industries, and in Annex I on
the private manufacturing sector. While these analyses are competently done
and they had been used with profit by members of our mission in preparing for
their visit to Turkey, they have in many cases been clarified further and even
superseded in the work we carried out in Ankara. Questions arise further on
the utility of discussing issues relating to the private sector in two World
Bank reports prepared in rapid succession.



10. A possible solution is to delete Chapter 6 and Annex 1 from the
Public Sector Investment Review report and to limit the attention given to the
private manufacturing sector in the other chapters of the report. There are
undoubtedly other solution which we should discuss, along with the particular
modifications to be made in the text, in the near future.

cc: Messrs. Sadove, EGY; Davar, EM2; Hume, EMP; Edelman, PPR; Roy, Zaman, EM2

Enclosures
BBalassa:nc



Table ___

DISTRIRUTION OF TIE TOTAL DRMPSTIC FINAMCTAL ASSETS OF TH® BANRING SECTOR

(year end)

1973 1976 1977 1978 1979 1980

Percentages of the total finsmcial assets of
the panking gector

Clains on Public Administrations

Claims on Public Enterpriscs

Clainms on Private Enterprises
and Households

Total

Cleims on Public Acmindistrations

Clains on Public Enterprises

Claims on Private Enterprises
and Households

Total

Pource: Central Bank of Turkey

&

19.7 18.3 22.5 26.6 28,7  35.9
28.1 32.9 33.0 31.1 311  24.9
52.1  48.7 44.6  42.3 40.1 _39.2
..3060,0 100,0 100.0 100.0 100.0 100.0
Percentages in relation to GNP

9.0 9.5 12.5 13.4 13.1 14,0
"12.8 17.1 18,5 15.7  14.2 9.7
23,7 25.3 24.8 21,4 18,3 _15.2
45.5 51.9 55.7 S0.5 45.7  38.9
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Mr. Sawai Boomma, EM2 June 11, 1981
Bela Balassa, DRC

TURKEY = Public Sector Investment Review

1. The authors of this report should be congratulated for having
collected much useful information on the public sector in Turkey and having
provided a well-reasoned evaluation of the major proposed investment in the
sector. VWhile a further effort is necessary to synthetize the findings, the
report will undoubtedly be a valuable aid to Bank work in Turkey and to the
Turkish government itself. Time does not permit me to comment on the report
in detail and I will deal with some general issues in the following.

% The first question concerns the level of public sector investment.
According to the report "within the macroeconomic framework analyzed by the
mission, the level of public investment that appears to be sustainable in 1981
is somewhat lower than the figure put forth in the 1981 Anmual Program" (p.
44). BHowever, the macroeconomic framework for 1981 apparently takes private
investment as exogenous and obtains public investment as a residual. This
procedure does not recognize the "crowding-out" effect of public investment on
the private sector, which is elsewhere recognized in the report.

3. In his comments, dated June 5, 1981, Mr. Zaman criticizes the
crowding-out thesis, on the grounds that "the private sector has always had a
bigger share" (p. 2) in the distribution of credit. But, it is not the
absolute figures but rather changes over time that are relevant in judging the
existence of crowding—out. As the enclosed table shows, the share of the
private sector in domestic financial assets has declined continvously from
1975 to 1980. It is noteworthy that this decline occurred in the period of an
increasing ratio of domestic financial assets to GNP (1975-1977) as well as in
the period characterized by a decline in this ratio (1977-80). At the same
time, crowding-out has assumed increased importance in recent months when the
brunt of deflationary policies has been borne by the private sector in terms
of the availability and the cost of credit. (Inclusive of compensating
balances, interest rates on nonpreferential loanms to private business have
reached 70 percent, exceeding the actual rate of inflation by 30 percentage
points.)

4, Data on domestic financial assets, however, provide only partial
evidence on crowding~out as this is also affected by fiscal transfers between
the private and the public sectors as well as by the tems of trade between
the two. Increases in SEE prices and, more recently, the rise in tax
collection have led to increases in the share of the public sector in claims
on resources. This is apparent from the enclosed table on the supply and use
of resources, which shows increases in the shares of public consumption and
public investment in total consumption and investment in 1980 as well as in
1981.



S5e Mr. Zaman also raises the question of planning. I see the usefulness
of a medium—term plan that would focus on policy issues for the next five
years or so, but see little use for indicative planning. This does not
exclude, however, the preparation of plans for rehabilitating some basic
sectors in the framework of macro—-economic projections. But, as suggested in
the aide-memoire of our mission, in the mamufacturing sector the emphasis
should be on decentralizing decision-making and on the application of economic
project evaluation in public investment.

6. A further question concerns the public investment program itself.

The report does an excellent job in evaluating the proposed large investments
in steel, fertilizer, petrochemicals, petroleum refining, and power
generation. It has less to say, however, about investment in the engineering
sector. These investments are not discussed in Chapter 3, they are not
included among investments of questionable value (marked with a star) in Table
3.4 and the short discussion in Chapter 5 is limited to the Tumosan complex.
However, public investment in these industries require careful consideration.

Ta After having concluded that "the prima facie evidence suggests that
the Tumesan projects would not he econamical, and would indeed impose an
unacceptable burden on the Turkish agricultural and transportation sectors"
(p. 240), the report introduces some rather weak qualifications and takes an
ambiguous position in regard to these projects. Yet, apart from their high
cost, the Tumosan projects would create duplication with private facilities
and would discourage further efforts by the private sector, establishing
effectively a monopoly position as noted in the report. This is undesirable
since the efficient production of tractors, diesel engines, and commercial
vehicles would require exporting that, in turn, can best be done by private
enterprises which possess the necessary flexibility to respond to changing
world market conditions. At the same time, "technology partnership with
Mitsubishi, Mercedes, and MAN (or Velvo) [and] three-way partnership with the
private sector (Annex pp. 242-49) is pie in the sky since foreign and domestic
private firms show little inclination to enter into such arrangements with the
SEEs. The latter comment applies to the entire engineering sector, hence the
proposal made in the aide~memoire of our mission to abolish the requirement
that makes foreign direct investment conditional on co—operation with SEEs in
some engineering industries.

8. I suggest introducing these considerations in the report in regard to
Tumosan and for the engineering sector in general. Comments would further
need to be offered on the other public projects in the engineering sector,
which are listed in Table 3 but receive no comsiderationm in the report.

9. I come finally to discussion of policies affecting the private sector
and in the early chapters, in Chapter 6. Export Industries, and in Annex I on
the private manufacturing sector. While these analyses are competently done
and they had been used with profit by members of our mission in preparing for
their visit to Turkey, they have in many cases been clarified further and even
superseded in the work we carried out in Ankara. Questions arise further on
the utility of discussing issues relating to the private sector in two World
Bank reports prepared in rapid succession.



10. A possible solution is to delete Chapter 6 and Annex 1 from the
Public Sector Investment Review report and to limit the attention given to the
private manufacturing sector in the other chapters of the report. There are
undoubtedly other solution which we should discuss, along with the particular
modifications to be made in the text, in the near future.

cc: Mesers. Sadove, EGY; Davar, EM2; Hume, EMP; Edelman, PPR; Roy, Zaman, EM2

Enclosures
BRalassainc



June 11, 1981

Mr. Balassa’s Preferred Itinerary

June 27 Washington 18:10 : Paris 07:35 w890
June 28 Paris - Orly 16:10 Bordeaux 17:10 IT5613
June 30 Bordeaux 08:00 Geneva 09:15 AF 1678
Geneva 10:45 Zurich 11:30 SR 657
Zurich 12:10 Istanbul 15:55 SR 324
July 3 Istanbul 08:00 Ankara 08:50 TK 108
July 4 Ankara 10:15 Geneva 12:55 SR 355
Geneva 13:55 London 14:30 SR 816

London 18:30 Washington 17:55 BA 189




June 11, 1981

Mr. Yildirim Akturk
Undersecretary

State Planning Organization
Bakanliklar

Ankara

Turkey

Dear Mr. Akturk:

You will receive today a letter from Mr. Bart, together with the aide-
memoire of our mission. I would like to thank you again for the assistance
you have given us and look forward to meeting with you again on July 3rd.

On the occasion of our meeting with Professor Hic, we discussed the
question of the ownership of materials derived from the research project on
Protection and Incentive System in Turkey. Following inquiries made in
Washington, it is suggested that you write a letter addressed to Mr. Shankar
Acharya, Research Adviser at the World Bank, in which you state your
understanding that, in view of cofinancing by the Turkish govermment, the
clause concerning the Bank having exclusive ownership over project materials
does not apply in the present case.

I would like to use the opportunity to restate our understanding that the
SPO would provide the project with $20,000 for interview expenses, $2,800 for
domestic travel, and $16,800 for indirect costs that include the salary of the
day~-to—-day project manager. I would like to give particular emphasis to the
latter since without daily supervision the project can hardly be carried out
successfully. I hope that Professor Hic will soon make recommendations to you
on the choice of a day-to—day manager; I am copylng this letter to him.

With best regards,

Yours sincerely,

Bela Balassa

ce: Professor Hic



June 11, 198]1.

The Economist Bookshop
Mail Order Department
The 0ld Piasno Factory
43 Gloucester Crescent
London NW1 7DL
England

Dear Sir:
Please send me the following:

Computers and Economic Planning: The Soviet Experience by Martin Cave
(Cambridge: Cambridge University Press, 1980, pp =i + 224 E11.50).

The Economics of International Integration by Peter Robson (London:
George Allen and Unwin, 1980, pp ix + 197, & 4%.95, paperback).

Please send me your bill fo?‘the expenses involved.

Yours truly,

Bela Balassa



June 11, 1981.

Georgetown Dutch Inn
1075 Thomas Jefferson N.W,
Washington, D.C. 20007

Dear Sir:

I would like to make reservations for Mr, and Mrs. Robert
Solyom and their 14 year old son starting on July 23, Thurday, and
ending July 31, Friday. My secretary has been told om the phone
that the cost of accommodations including bedroom, living room and
kitchen would be $60., a day. May I ask you to confirm this reserva-
tion by return mail.

Yours sincerely,

Bela Balassa

ce: Mr. Robert Solyom
7 rue strvnndoni
Paris 6
France



Messrs. John A. Holsen, ASNVP; Benjamin B. King, VPD June 9, 1981,
Bela Balassa, DRC

Research on Trade

In reference to our discussion, I enclose the following:

1. My memorandum to Mr. Duloy, dated January 18, 1980, which provides a
brief deseription of the world trade model to be estimated.

2. Mr. Duloy's memo of October 3, 1980 to lMr. Chenery, entitled "Fall Review
-~ October 1980," para. 8 of which deseribes projected work on trade.

3. Mr. Acharya's memo to me, dated May 8, 1981.

Enclosures
BBalassa:nc



T0:
FROM:

SUBJECT:

P e

VO P INTERMATIONAL FINANCE CORPCHS 9N

!-.'...b. 3
OFFICE MEMORANDUM =
Mr. John H. Duloy, DRC DATL January 18, l980} -
Bela Balassa, DRC(\\h A _ ‘hh%"“““*mumh_,u“"____,ff’/j/
Meeting with Victor Ginsburgh
: I met ;%zgigzg;or Ginsburgh in Paris on January'17th to discuss

possible dates when he would be joining the Bank and the work he may be
doing here. Victor told me that, due to his teaching obligations, he
would not be able to join us before January 1981. January would be con-

venient for him as he could do a year's teaching in the first semester.

2. Victor indicated to me that his main interest im a macro-model
with exhaustible resources would have been to combine a world commodity
model with a country model. He noted that Jamaica, the country that was
earlier proposed for estimation, is_not a price taker in the world bauxite
market and hence some representation of world market conditions would have
been called for. He has little interest in modelling a country with
exhaustible resources that is a price taker in world markets.

3. We have further discussed possible joint work on a world trade
model that attracted Victor to the DRC in the first place. I briefly
described the structure of a static model, in which factor endowments

are taken as exogenous and one would attempt to explain the net trade of
particular countries in individual commodity categories. The model

would use the assumption of fixed input-coefficients for physical and human
capital and for labor, to vary among countries with relative factor prices.
Trade would be generated by differences in relative factor endowments that
affect relative factor prices and input coefficients.

4, Lydall's results relating technical coefficients to factor prices
could be used to generate the input-coefficient matrix by taking a single
country's coefficients as the point of departure. I would expect to use
data for Japan, an intermediate country, as a point of departure rather
than U.S. data as I have earlier done. A Japanese student of mine would be
able to generate the data and a re-estimation of my equations in the Stages
Approach paper could be done bhefore Victor's arrival bere.

5. The described model makes ceterts paribus assumptions as far as
consumption patterns are concerned and assumes constant returns to scale.
These assumptions would permit avoiding the estimation of relationships
in the domestic economy and would thereby limit the size and complexity
of the model. Nevertheless, the model would be quite large as we would
envisage using the 2-digit SIC classification scheme (20 industries)
together with the Bank's regional classification scheme.

6. Victor will give thought to possible ways of estimating the proposed
world trade model and will explore the possibility of combining econometric
estimates with programming and simulation techniques. We would plan to

meet again in May, either in Washington or in Europe where I will attend a
conference in the early part of the month.

cc: Messrs. Chenery, VPD; and Pyatt, DRC %_494/64
BBalassa:nc ,525 Cgﬂ'ﬁfﬁlbd d v
CZ:;}vklfg /?Ef“ iﬁ;qu';ZJ’

i Scadhad



TO:

FRCM:

JJECT:

OFF'>E MEMORANDUM

Mr. H. B. Chenery (VPD) ' DATE: October 3, 1980

John H. Duloy (DRC),E;;§>

Fall Review -- October 1980

1. During this year's Fall Review, I would like to concentrate on the
evolution of the DRC's work progranm since its reorganization, and upon how it
might evolve in the future.

19 The documentation consists of a table showing main areas of work
FY78 through FY82, and notes on the LSMS, on macro-modelling, and on appli-
cations, together with this memo which summarizes the main issues.

Trends

3. The main trends can be seen in the table, which are aggregates of the
manpower matrices for the various vears. Some caution needs to be exercised

in examining these data, because the underlyving matrices were prepared in the
Fall of the year in question, and realizatiosns did not always coincide with the
expectations at that time. A prime example is FY79, in which 20 m.m. of new
starts were envisaged. Because of personnel turnover, and recruiting lags,
these did not eventuate. Nevertheless, the main trends are clear.

4, There was a gradual run-down of distribution work [column (1)] from
FY77 (21 m.m.) to FY79 (16 m.n.) associated with the completion of the original
work program. This was followed by an expansion in FY80 (24 m.m.), projected
to go to 35 m.m. in FY82. Work in this area is now concentrated on LSMS
(separate report "attached) and a set of longitudinal studies along the lines

of the  prospectus drafted by Clive Bell. Actual progress on this second strand
will depend upon recruiting a senior person to manage it (in place of Raj

-Krishna, who was our first choice). This project will lend itself ideally to

collaboration with developing country institutes.

5. Work on macro-modelling [column (2)] showed some decline from FY77
(36 m.m.) to FY80 (32 m.m.), associated with the running-down of Prototypes

and the SAM projects, which constituted our initial portfolio. Macro-modelling
work is expected to expand to 60 m.m. in F¥81 and 70 m.m. in FY82. A report

on this work is attached.

6. Work on industrial planning [column (3)] declined precipitously with
Ardy Stoutjesdijk and Yung Rhee's departure for DED over the period FY77 to
FY78. Work has continued at the level of a few man-months, being Alex Meeraus'
{nvolvement in several applications of the methodology.

v Work on apriculture [column (4)] peaked in FYR0 (60 m.m.), coinciding
with four lavre nrrojects (india, Indus, X7 Nrazil, Muda). The last two of
these are corpleted and Indus is near cornletion. he India projeect will
continue over the next few vears, alone with an important new projcct involvine
Corshon Yeder and focussine on the Benor/larrison extensien methedeloev (T and X)»
“he pot effecet of these chanees is that PRC work on aericulture will decline
Crom 60 mom. fn I'YSO to 35 m.m. in FY81, and to 18 m.m. in FYR2 unless ncw
prodfects are launched,



Mr. H.B. Chenery | -2= _ October 3, 1980

B Work on trade-related issues [column (5)] has remained more or less
constant at about 20 m.m. However, its content is changinp as earlier projects
are completed. In particular, we {ntend to start a new project in FY8l,

based upon Balassa's eariier work on the stagpes approach to comparative advantage.
This new project should provide useful conceptual and empirical results to
complerent the more agprepative analysis in EPD plobal modelling. It should

also provide some insights into the N-S5 dialogue issues.

9. The less said about management [column (6)] the better, apart from
noting some tendency for a slight decline in the m.m. involved. This is due
mainly to a more streamlined organization.

10. "other" [column (7)] is a catch-all category which showed some in-—
crease over the period, followed by projected declines.

11. Finally, and most importantly, some "sew start" possibilities are
shown for FY8l and FY82. One component of the new starts is work in the
political economy area, with Geoff Lamb's having joined the DRC.

Issues e . 4.2 L ———

125 " First, there is scope for new starts in FY81 and FY82. T suggest
that first priority should be given to developing a new work program in the
area of energy planning and policy, building upon the modelling expertise
developed in the DRC over past years. with the expansion of lending in this
area, the need for such research is clear. If it is agreed in principle that
the DRC should enter this field, then the next steps would be to familiarize
ourselves with the state of the arts, to produce an outline of a work program,
and to initiate discussions with CPS and EPD.

13. Second, there is an urgent need to develop new RPOs in the DPRC.
Without these, it will not be possible to realize the work program in any
of the areas. This need has been apparent for scme time, but no new FPOs
have been forthcoming. The reeting might focus on the reasons for this,

and upon what changes are necessary in order to have more RPOs developed.

14. Third, the issue of research applications remains not fully
resolved. Successful research generates large demands for replications
and applications. But successful researchers are also in demand to launch
and lead new research projects. The issue is one of balance among these
activities.

ce: D°C Staff
g b =l (5 TR e
Voesrs., fMydent
Veg, Cloave (V7))
Ms. San Jose (PAB)

, Waide (VPD)
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TO: Mr. Bela Balassa, DRC DATE May 8, 1981

FRO!4. Shankar Acharya, VPD

SUBJECT: Rescarch Proposal - Changes in Pattern of
Comparative Advantage in Manufactured Goods

I have just received the attached memorandum from
Mr. Colaco. It raises some serious issues. I would appreciate
your reaction.

cc with attachment: Messrs., H. Chenery
J. Duloy
B. Kavalsky
B. Waide

cc without attachment: Messrs. J. Baneth
F. Colaco
Mrs. H. Hughes

SA:1t j



WO 1) BANK / INTERHATIONAL FINANCE CORPORATION MAY 8 1981

OFFICE MEMORANDUM

70 ¢ Mr. Shankar Acharya, Research Adviser, VPD DATE May 8, 1981

P £

FROM.: Francis X. Cola?o; Chief, EPDIT

SUBJECT.: Research Proposal - Changes in Pattern of Comparative
Advantage in Manufactured Goods

As you know, my colleague, Mr. Riedel, will participate in
the panel which has been set up to review the above research proposal.
As required by the terms of reference of such panels, Mr. Riedel will
confine his comments strictly to the technical aspects of the proposal.

There are a couple of additional issues which I would like
to raise. First, the attached note shows that there is still Some
overlap between the Havrylyshyn/Wolf ;- :.osal which was approved by the
Research Comnittee conly a few weeks ago and the present proposal. The
earlier version of our proposal would have shown a much larger overlap
as discussed below. In my view, it would be an extravagance for the
Research Committee to approve two projects (for a sum total of over
$600,000 if all costs are properly accounted for) in quick succession
which deal with similar sorts of questions, albeit with slightly different
approaches.

This, of course, raises the question which perplexes my
colleagues and me, and others who have been involved in the four-month
long discussions leading to the Havrylyshyn/Wolf proposal: why was there
during this period no overt indication given that there was another and
overlapping proposal that was in the works?

After all, one of the authors of the present proposal was the
chairman of the review panel of our research proposal. In his capacity
as the chairman of the review panel, and without revealing his vested
interest, one of the authors of the present proposal recommended to Messrs.
Havrylyshyn and Wolf that issues they intended initially to deal with be
removed or get limited attention; these issues have now surfaced as a major
part of the present proposal.

Is this consistent with established Research Committee
procedures? I would be grateful for a response.

Attachment

ces Mrs. Hughes
Messrs. Bancth
Havrylyshyn
Riedel
Wolf
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The questions dealt with in this note are two: (1) what is the
overlap between the Balassa-Bowden proposal and {tems initially in the
Havrylyshyn-Wolf proposal of January 27th, (which were subsequently removed
from the final proposal of February 23rd)? (2) what is the overlap betwen the
Balassa-Bowden proposal and the current Havrylyshyn-Wolf outline?

What does the Palassa-Bowden Proposal Include that was Left out of the

Havrylyshy::-Wolf Proposal?

The original Havrylyshyn-Wolf proposal contained four elements:

i. @ brief description of some salient features of the pattern of trade
among developing countries;

ii. an examination of the determinants of the commodity characteristics
of trade in different directions;

o a review of the effects of relative market size and overall barriers
to trade on the level of trade flows in different directions;

iv. a simplified synthesis of ii and iii for purposes of simulation and
= pProjection.

At the suggestion of participants in the Workshop items (ii) and
(iv) were removed from the final proposal. 1In the Balassa-Bowden proposal the
item that corresponds to Havrylyshyn-ilolf“s (ii) is (4) on p.7. In that
proposal the item that corresponds to (iv) is a part of “II. International
Specialization in a Multilateral Framework™ on pp. 10-12.

How does the Balassa-Bowden Proposal overlap with the Current Havrylyshyn-Wolf

Outline?

The main surviving overlap is with (iii) above, which is discussed
in its present form on PpP. 25-8 of the Havrylyshyn-Wolf outline of 23rd
February. The gravity approach is a part of Stage II.of the Balassa-Bowden
proposal (see pp. 10-12).

There are now major differences between the proposals in terms of
coverage (Havrylyshyn-Wolf also looks at primary commodities); techniques,
(Havrylyshyn-Wolf now largely stresses certain descriptive techniques), and

_technical sophistication, (Balassa-Dowden have a strong emphasis on the

integration of theory and econometric technique).



June 9, 1981.

Mr. John Fay

Special Adviser to the Secretary General
OECD

2, rue Andre—Pascal

75775 Paris

France

Dear Mr. Fay:

As agreed on the telephone, I will put on paper our understanding of work
to be done on the "Policy Responses to External Shocks volume."

As I mentioned on the telephone, other obligations do not pemit me to
undertake the kind of revision you suggest in paragraph 3 of your
memorandum. The following comments, therefore, pertain to what you consider
the "absolute minimum" to be done.

1. Mr. Sabourin asked Mr. van Arkadie to have the text edited. (I
am afraid that after 25 years I still have problems in deciding on the use of
"that" and "which".)

2. Mrs. Ann Richards—Loup will eliminate the repetitions referred to
in paragraph 7 of your memorandum. They will be replaced by footnote
references to the earlier text.

3. The expression "negative import substitution" will be replaced by
"increases in import shares," with a footnote added indicating that this
should be interpreted to mean an increase in the income elasticity of import
demand. Also, the expression "negative additional net external financing"
will be replaced by appropriate phrasing. Both these changes will be made by
Mrs. Ann Richards-Loup.

4., Mrs. Ann Richards=Loup will review the table of contents.

May I repeat my conviction that Pergamon Press will do a good job in
publishing the volume. I was highly satisfied with their production of my
"Policy Reform in Developing Countries" which appeared in 1977. They are
currently publishing a volume of essays for me entitled "The Newly
Industrializing Countries in the World Economy."

It was good to talk to you. I hope that we will have the opportumnity to
meet in Paris in late August.

With best regards,

Yours sincerely,

Bela Balassa

cc: Messrs. Sabourin, Barsony, Fossi, van Arkadie, Mrs. Ann Richards-Loup



TO:

FROM:

SUBJECT:

\ LD BANK / INTERNATIONAL FINANCE CORPOR. IN

OFFICE MEMORANDUM

DATE:

Mr. Shankar N. Acharya, VPD June 8, 1981

Bela Balassa, DRC

Research on Trade

No useful purpose would be served in my replying to Mr. Colaco’s
recent memorandum. I trust that the senior staff members Mr. Chenery has
selected will review questions of overlapping, level of sophistication, and
any other relevant issues.

cc: Messrs. Baneth, EPD; Chenery, VPD; Colaco, EPD; Duloy, DRC;
Kavalsky, EMl; Waide, VPD; Mrs. Hughes, EPD

BBRalassa:nc



TO:
FROM:

SUBJECT:

\ LD BANK / INTERNATIONAL FINANCE CORPOR N

OFFICE MEMORANDUM

Mr. Hollis B. Chenery, VPD DATE:  june 8, 1981
Bela Balassa, DRC

WDR IV

Ta Mr. Cassen asked my agreement to deleting my '"The Newly-
Industrializing Countries After the 0il Crisis" from the reference list to WDR
IV, on the grounds that the title of the paper may give rise to misgivings on
the part of oil-exporting countries. I agreed subject to the proviso that the
decision be reconsidered for the public version of WDR. I am now asking you
to do so.

2 The findings of the paper are extensively used in chapter 6 and I
doubt that its inclusion in a long list of background papers will be objected
to by any reader. Also, the paper has been given considerable publicity as a
result of the publication of the enclosed article in The Economist. It will
further be cited in an article to be published in Fortune Magazine.

. The Economist article also refers to the OECD Development Centre

study. I understand that Mr. Cassen wrote to the Centre asking for pemmission
to cite the study. It would be desirable to reference it in Table 6.2.

cc: Mr. Cassen, WDR; Mr. Duloy, DRC

Enclosure
BBalassa:nc



WORLD BUSINESS

ers who want import quotas.

Total Japanese sales in Canada last
year were about 142,000—almost exactly
the same as the amount by which their
United States sales will be cut this year.
With the threat of more European re-
strictions hanging over them, Japan’s car
firms may start to take a new interest in
Canada.

Swedish papermakers
Contested marriage

STOCKHOLM

Sweden is getting more unSwedish by the
hour. Not only do governments collapse
and clerks go on strike (although that was
quickly settled on Monday, May 11th),
but businessmen are getting nastier to-
wards each other. The contested take-
over bid has arrived.

Two of Sweden’s biggest paper com-
panies, Stora Kopparberg and Billerud,
have launched a joint SKr850m (about
$175m) bid to buy a smaller one, Igge-
sund. Snag is that a rival papermaker,
MoDo, has built up a 13% stake in
Iggesund and has not taken kindly to the
advances by the other two.

The resulting contest pits two of Swe-

den's most powerful business families
against each other. In one corner stands
Mr Jan Wallander, the chairman of
Svenska Handelsbanken which, through
subsidiaries and interlocking shares, is
linked to MoDo. These interests, and its
interest in MoDo, give Handelsbanken
altogether, a 26% stake in Iggesund. In
the other corner is Mr Marcus Wallen-
berg, honorary chairman of Skandina-
viska Enskilda Banken and former head
of Stora Kopparberg.

In the bad (good?) old days one family
would have quietly informed the other
before making a bid, but not this time.
The joint bid was announced a few days
before Mr Wallander and the managing
director of MoDo, Mr Matts Carlgren,
joined the Iggesund board. The stuffier
Swedes have denounced the tactics of
Stora and Billerud as ungentlemanly, but
others welcome the arrival of free, open
competition. The banking families are
being forced to explain publicly their
motives. At the annual general meeting
last Friday, Stora was subjected to some
unwelcome questioning on the takeover
bid by its biggest shareholder.

Iggesund has two main attractions for
the hardpressed pulp and papermakers,
being both diversified and integrated.
Stora would like to get its hands on

Fingers in the paper pie
The Swedish industry's top ten
1980

Pre-tax  Bank with
Sales profits large stake
Sm 3m

Svenska Cellulosa 1,600 163 SH
Stora Kopparberg 970 144 SE
MoDo 900 66 SH
Assi 850 =1 State
Billerud 790 45 SE
Stdra Skogsdgarna 760 —25 Co-operative
NCB 650 -18 State
Papyrus 550 36 SE
Hoimen 520 30 SE
Iggesund 500 27 SH

SH=Gvenska Handeisbanken; SE= Skandinaviska Enskida Banken
Source: Sweden Susiness Report

Iggesund’s 716,000 acres of forest, plus its
hydropower stations. Billerud is interest-
ed in its chemical offshoot, Eka, and its
manufacture of cigarette packets (of
which Iggesund is the leading European
supplier). Both fancy the company’s Eu-
ropean distribution network.

In order to fend off the moves by its
two rivals, MoDo will probably have to
swallow Iggesund itself. So the increasing
concentration of the big Swedish paper
industry is far from over. In 1969 there
were 50 companies making paper and
pulp in Sweden. Now the fourth largest
producer in the capitalist world contains
only a dozen or so big firms.
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wanted to borrow much.

Five years ago, bankers worried about
South Korea’s debt just as much as
about Brazil’s. Today they rarely men-
tion South Korea, but Brazil is still a big
worry, though a receding one. How
come? Recent work* in the World Bank
and OECD suggests some answers.

The size of the external shock does
not matter much. Higher oil prices and
slower worldwide growth carved the
equivaient of 7.3% a year out of South

- Korea’s gnp between 1974 and 1978,
only 2.8% a year out of Brazil's. The
difference between the two countries
was in the way they responded.

To cut its current-account deficit, Ko-
rea hit the export trail. It introduced
medium- and long-term export credits,
and bounced domestic firms out of their
home market by reducing import quotas
and tariffs in 1973 and 1977. Meanwhile,
Brazil was tightening up import quotas,

* The newly-industrialising develnpiar countries
after the oil crisis, by B. Balassa, World Bank
Staff Working Paper No 437.

Developing countries and the oil-price shock, by
B. Balassa and A. Barsony, OECD Develop-
ment Centre.

The tortoise and the hare

How did some developing countries boost their growth in the stagflationary 1970s?
Answer: by exporting for all they were worth, and keeping domestic interest rates
positive in real terms. Uncomiortable moral for bankers: not many of those countries

raising tariffs, and making importers pay
an advance deposit.

By 1977-78 South Korea had boosted
its export earnings by 41.5% compared
with what they would have been had it
simply maintained its 1972 market
shares. On the same measure, Brazil
managed only an extra 8%. Even though
it benefited from soaring coffee prices,
Brazil’s net foreign debt rose from $11.9
billion (1974) to $24.7 billion (1977);
South Korea’s rose hardly at all, from
$4.5 billion to $6.0 billion. The differ-
ence between the two countries would-
have been bigger still had South Korea
not let its real exchange rate appreciate
(ie, competitiveness deteriorate) by
about 7% between 1974 and 1977. Brazil
kept its real exchange rate more or less
stable, but this was swamped by the
effects of import-substitution measures.

Investment policies were intertwined
with trade policies. South Korea in-
creased the share of investment in gnp
more than Brazil did, and concentrated
on investing in export industries. To
replace imports, Brazil had to invest in
capital-intensive plant. As a result, the

efficiency of its investment declined dra-
matically. Its incremental capital-output
ratio—the amount of extra investment
needed to produce an extra unit of
output—rose from 2.3 (1964-73) to 3.6
(1974-79). In South Korea, the ratio rose
by less, from 2.1 to 2.9.

Another reason for Brazil's wasteful
investment was its level of real interest
rates. They were positive until the end of
1973, but then turned negative, while
South Korea's started moving the other
way (see chart). Positive rates not only -
ensure that borrowers make sensible
investment decisions but also encourage
domestic saving.

The contrasts between South Korea
and Brazil apply to virtually all the
countries studied in the two reports.

Gross fixed invest-

Reai interest rates*

ment as % of gnp
SKorea _28
B %
20
— : 15
Gnp growth (annual
| sk average) >
Brazil
| —3
& #]

E1964-73 [ ]197a-79
*Di rate by
Source Worid Bank

price indax
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TO:

FROM:

SUBJECT

W7 D BANK / INTERNATIONAL FINANCE CORPOR/ N

OFFICE MEMORANDUM

Mr. M. Bart, Director, EM2 DATE: June 8, 1981
Bela Balassa, DRCP\”\

TURKEY Mission: Back-to-Office Report

14 The Industrialization and Trade Strategy mission was in the field
between May 18 and June 5. In accordance with its terms of reference, the
mission reviewed the policies applied by the Turkish authorities after January
1980 and analyzed policy actions that may be taken in the framework of a
medium-term industrialization and trade strategy.

2. The mission presented its preliminary conclusions during a six-hour
session with the Deputy Prime Minister, Mr. Turgut Ozal. It further discussed
these conclusions with the Ministers of Agriculture, Finance, Industry, and
Tourism, the Governor of the Central Bank and other govermment officials. Mr.
Davar participated in these discussions.

3. A note containing the preliminary conclusions of the mission is
enclosed. Its early review is requested so that a revised version can be sent
to Ankara in advance of discussions to be held there on July 2nd and 3rd.

cc and cleared with Mr. Davar, EM2

cc: Messrs. Chaufournier, EMNVP; Karaosmanoglu, EMl; Picciotto, EMP;
Dubey, EMNVP; Carmignani, EMP; Haynes, EMP; Asfour, EM2;
Bachmann, EM2; Hume, EMP; ffrench-Mullen, EMP; Zaidan, EMP;
Zaman, EM2; Fuchs, IPD; Kohli, IPD; Wackman, IPD; Tolbert,
IDF; Moore, IDF; Thadani, IDF;
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Provisional

le@ium-Tden Teonotic Policies for Turkey

Summary and Conclusions

This note makes recommendations for medium-term policies affecting
industrialization and trade that complement the measures taken since January 1980
in ensuring the implementagion of Turkey's newly-adopted development strategy,
characterized by outward orientation and greater reliance on market forces.

The recommendations 2im at encouraging exports and efficient import substitution,
increasing domestic savings and investment, promoting technological .progress
and labor training, and improving the operation of the state economic enterprises.

Experts and efficient import substitution would be encouraged by
increasing the use of exchange rates i;_the place of export subsidies and
import protection; simplifying the remaining export subsiaies and linking them
to value added in axpofts; gradually eliminating 1mpdrt licensing as well as
lowering and rationalizing tariffs in the framework of a five-year program;
and linking the prices of agricultural products and their inputs more closely
to world market prices, Also, the marketing of the exports of manufactured
and agricultural products and tourism would need to be improved. At the same
time, the exploitation of Turkey's agricultural potential would necessitate
improvements in transportation, end special support toiscme promising products,
including fresh and processed fruit and vegetables, while the expansion of
tourism would require mainly increased credit facilities for investments in
hotel accommodations.

The recommendations made in regard to investment incentives,
financial markets, and the tax system are designed to encourage private and

corporate savings, improve financial intermediation, and ensure the financing

of efficient investments in exports and import substitution. Increases in



private savings may be attained by limiting the taxzation of interest earnings

znd ‘capital galwms 'to'real returns (i.e., with ‘adjustment made for inflation),

eliminating the financial transactions tax, and reducing the cost of holding

reserves with the central bank, while increassing competition among banks,

In turn, revaluing balance sheets and reducing corporate income tax rates

would contribute to busineés savings, At the same time, establishing floating

interest rates on bonds, extending the scope of bond financing in the public

sector, and revitalizing the bond and stock markets would improve financial

intermediation. Tinally, the use of fundsin efficient investments would be

promoted by simplifying the system of preferential credits, with reductions

in its scope and the extent of interest subsidies; meking investment incentives

more automatic and neutral in its effects on capital intemsity, with additiocnal

incentives provided to infant industries; and promoting foreign direct investment,
: * Technological development and labor training'would be served by the

esfablishment-bf sp;cialized regearch institutes and training facilities in

the framework of an overa11 plan for research and technology, with incentives

being provided to the pri#ate sector to undertake research, product development,

and training., At their present stage of development, the machinery, machine-

tool and electronics industries would also requirzs special incentives vhile

the automd%ive sector would need to be ratiomalized,

The measures to be taken to promote technological progress and training
would permit exploiting Turkey's comparative advantages that will increasingly
lie in skill-intensive products within the manufacturing sector. The develop-
ment of the industries in question requires considerzble flexibility to respond
to world markets that can best be assured by relying on private initiative,

This would necessitate reconsidering the implementation of government
investments in these industries which, at any rate, would involve duplication

of exiétiﬁg facilities,
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In general, it would be appropriate to eventually limit the public
guctor "to natural motopolies and basic industries, At the same time, existing
preferences to state economic enterprises should be eliminated and authority
for decision-maﬁing be vested iﬁ managers who would have responsibility for
making profits in a competitive enviromment, Finally, investment projects
in the public sector should be submitted to rigorous economic project
evaluation, with the application of banking principles,

The measures aimed at encouraging private savings and investment
would reverse recent tendencies that increased the size of the public sector.
At the same time, increasiﬁg reliance on price signals and rationalizing the
operation of public enterprises would improve efficiency in resource

allocation that would further contribute to economic growth,



Medium-Term Economic Policies for Turkey

The Policy Framework

The policy measures taken in the course of 198C aimed simultaneously
at re-establishing stability in an economy characterized by rapid rates of
inflation and at changing the country's development strategy towards outward
orientation and the increased use of the market mechanism, The decrease
in the rate of inflation has been remarkable. Also, there has been a
considerable increase in time deposits in response to higher interest rates.
Finally, exports have risem at a rapid rate, with manufactured exports
exhibitingthe“largest tncereases,

The measures taken so far will need to be complemented by additional
measures in order to fully implement Turkey's newly-adopted development
strategy. This will require time; after the long period of inward orientation
and limited use of the market mgchanism, four to five years may be necessary
until the shift in strategy is fully efféctife.

In the following, recommendations will be made for medium-term policies
aimed at improved resource allocation and rapid economic growth under increased
outward orientation and the use of market methods, The proposed measures aim
at encouraging exports and efficieﬁt import substitution, increasing @omestic
savings and investment, promoting technological change and labor training
and improving the operation of state economic enterprises. Apart from the
exceptions noted below, they may be implemented over a 4-5 year horizon. The

recommendations will not concern short-term policy measures aimed at

stabilization.



The discussion will cover incentive policies as well as sectoral
issues. The former comprise production incentives (the exchange rate, import
protection, export subsidies, and price control) interest rates and financial
markets, the tax system, and incentives to domestic and to foreign investment.
In tum, the sectoral issues to be gcnsidered pgrtain to manufacturing
industries, with special aftention given to the SEEs, agriculture and agro-
industries, and tourism. In the course of the discussion, attention will
also be given to recent and proposed policy changes.

A, Incentive Policies

Production Incentives

After a considerable depreciation between the fourth quarter of 1979
and the third quarter of 1980, the Turkish lira appreciated in real terms
vis=a=-vis the currencies of the major trading partners by about 15%, regaiﬁing'
apptoximately its 1973 level. This appreciation vis~a-vis the German mark
has been even larger; the mark buys 44,4 Turkish lire today as compared to
44,8 lira nine months ago, while prices rose by 5% in Germany and by about 307
in Turkey during this period. At the same time, the exchange rate relationship
with the German mark is of particular importance for Turkey, in view of the
fact that nearly one-half of its exports are sold in the Europeen Comﬁon Market,
of which the mark is the represeutative‘cdgrenny, and that Turkey competes
principally with EEC countries in the growing Middle Easternm markets,

As far as manufactured exports are concerned, the appreciation of

the lira in real terms was in part offset by increases in export subsidies,

These increases brought the average ratio of subsidies to the value of manu-

factured exports to about 26% in 1980 as compared to 15% in 1979, with

et
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export rebates and interest subsidies increasing further in 19811

The subsidies applied have been very effective in promoting manu-
factured axpa;és in an environment characterized by excess capacity. In a
longer time perspective, however, subsidy measures are subject to certain
disadvantages that call for the increased use of the exchange rate as a policy

25
instrument to promote exports,

To begin with, wﬁile the exchange rate affects all exports, most
agricﬁltur&l exports have not benefitted from subsidy schemes and processed
foods only partly so, although these products offer considerable promise for
Turkey., Furthermore, with the proliferation of subsidies, their effects on
various export products are difficult to gauge whereas the impact of exchange
rate changes is easily.ascertainable. The effécts of exchange rate changes
are also automatic and do not require the administrative procedures involved

in providing subsidies that may discourage small and medium=-sized exporters.

— ety =21 —

At the same time, most export subsidies are subject to retaliation under

GATT rules and retaliatory measures may be applied onqg_Iqr@;sh exports
substantially increase in value, Finally,rg;bsidies to export value tend

to éﬁcourage the use of imported'inputs_iﬁaexport aEEEGEEiés:_while exchange
rate changes affect value added in exports since a devaluation raises the
domestic currency equivalent of the export price, as well as that of the price

éf_imported inputs, thereby encouraging the use of domestic inputs and

limiting the budgetary cost involved,

-

1/ The estimates include export rebates, unadjusted for indirect taxes paid
on inputs with export production, the subsidy element of preferential export
credits, and the benefits derived from the duty-free entry of inputs, '
However, the scarcity value of foreign exchange retained by exporters,
the subsidy implicit in easier access to credit .and to imported inputs,
in reductions in corporate income taxes for new exports and for increases
in exports, have not been estimated,
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In the case of some :of .the subsidy measures, it has been endeavored
to take account of differences in value added in exports on a case-by=-case
basis, With the increasing number of exporters, however, case-by-case
decision-meking encounters increasing difficulties and the simplification of
the procedures applied becomes necessary.

Despite substantial export subsidies, domestic markets in Turkey
are generally more profitable than export markets, as a result of the joint
effects of high tariffs and import licensing. Tariffs and other import
taxes on manufactured goods average 507 and show considerable dispersion.
Furthermore, notwithstanding the liberalisation measures taken in January 1981,
import limitations ten.d to raise domestic prices above the tariff-inclusive
import price,

As long as producers confidently expect the maintenance of existing
levels of impért protection, they may undertake new investﬁentlcr expand their
capacity in activities which are not in the national interest, and they ha&e
little incentive to lower production costs. To remedy this situation, it would
be desirable that government annoumce its intention to lower tariffs and
to rationalize import protection. In order to prepare produceré for such
an eventuality, it is proposed that a timetable be made public on the reform of
the system of protection, to be carried out over a period of, say, five years.

The reform should include replacing import licensing by tariffs,
with the possible excepgion of certain luxuries, and reducing the extent and
the dispersion of tariffs, A tariff ceiling of 30% may be established, to be
attained in annual instalments, Also, the tariff structures would need to be
revised to avoid cases of ''reverse escalation', when the tariff is higher on
the principal input than on the output and interindustry differences in tariff

rates should be reduced.
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The liberalisation of import licensing should tzke the form of ananual
transfers from Liberalisation List II to Liberalisation List I and the
addition of the prohibited items to Liberalisation List II, A substantial
liberalisation of import licensing could be undertaken next January, with
emphasis given to machinery and intermediate products.

As long as the pfotection of manufactured goods continues, the
subsidization of industrial exports could not be foregone. It would be desirable,
however, to reduce the extent of these subsidies, pari passu with reductions
in import protection and to simplify the measures applied,

The first candidate for reducing export subsidies is the preferential
export credit that provides a subsidy of over 30% for exporters who have
access to such credit, At the same time, it would be desirable to establish
2 medium-term credit facility in the Central Bank, complemented by an export
credit guarantee-scheme;. This would permit Turkish firms to better dompeﬁe
;broad_;p durable goods, where foreign firms generally provide medium-term

credits and benefit from credit guarantee schemes.

Present regulations as to the partidl deauctifiiig§ af.ﬁalue.of.new-

exports and of increments in~exports from taxable income would alsoc need to be

modified., The present system benefits large exporters by imposing a minimum
¢
export value of $250,000 for manufactured exports and it invites irregularities

in the calculation of export increments. One may envisage the eventual

elimination of this form of export subsidies. Foreign exchange allocation

schemes should also be simplified and the existing duplication betweeg foreign

exchange retention and retrospective foreign exchange allocation eliminated.
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Also, in order to avoid the possible adverse consequences noted
above, on the example of Creece .and Israel one should consider linking export
rebates and credit preferences to value added in exports by classifying
commodities in several categories according to the ratio of value added to
export value,

Parallel with reductions in export subsidies, it would be desirable
to extend the free trade treatment of exports. This would entail making the
importation of prohibited items for export production automatic, eliminating
tariffs on machinery used in export production in cases where a separate
application for investment incentives was not made, and extending the privilege
of duty-free importation to all producers of important domestic inputs used
in export production, ‘This would permit increasing the domestic content of
exports without unduly burdening export production; it is of particular
importance in the engineering industries where vertical specialization can
bring considerable beuefits.

Reductions in import protection and in export subsidies would need
to be offset by gradual changes in the real exchange rate, Such changes are
also necessary in order to improve the balance of payments since Turkey's
existing deficit would need to decline over time.

The proposed measures would improve the profitability of agricultural
exports that are presently discriminated against in favor of manufacturing
products; this conclusion also applies, albeit to a lesser extent, to processed
food., As discussed below, further chaﬁges in incentives to agriculture would
be desirable to approach world market price relations with respect to products

as well as inputs,



Remaining controls of industrial prices should-also be abolished.

This applies ‘to products on Which Tormal controls Have been maintalned, such

as cement and newsprint, as well as to cases where informal controls have
delayed increases in prices, Monopoly products require special rules, however,

as discussed below,.

Interest Rates and Financial Markets

The taxation of deposit interest rates and financiél transactions,
the reserve requirements of commercial banks, and the high costs of bank oper-

ations create a .gubstantial -spread-between.afiter-tax .interest rates recsived by

depositors and interest rates paid by borrowers. The withholding tax on time
deposits is 25%, reducing the after—tag-equivalent of the 507% interest rate on
one~-year time deposits to 37,5%. At the same time, the 15% liquidity require-
ment, earning an interest rate of about 9%, and the 30% legal reserve requirement,
earning - an Interest rate of 127 after taxes, raises the cost -of these funds.
to the commercial banks to 82%. By contrast, non-interest bearing demand
deposits have a 15% liquidity requirement and a 35% legal reserve requirement,
Interest rates charged on 6ne—year non-preferential loans by commercial

banks are at present 38%, which is raised to 50%, if account is taken of the

15% levy accruing to the interest rebate fund, and the 15% financial transactions

tax, And, making adjustments for compensating balances, the effective interest

rate for non-preferential borrowers often reaches 70%, exceeding the present
rate of inflation by 30 percentage points and the after-tax rate of interest
to depositors by 32.5 percentage points, :

Real interest rates of this magnitude impose a considerable burden on
borrowers, especially in the present situation of low domestic demand that

led to the accumulation of product inventories in several industrial branches

in Turkey., At the same time, the large spread between interest rates paid by
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borrowers and received by depositors tends to discourage savings and investments,

To remedy this situation, it would be desirable to lower the taxes
imposed on iInterest payments made to depositors, as discussed below, to
eliminate the financiél tf;;;;ctions tax, and to reduce the costs resulting
from reserve requirements by raising the interest rates paid on required
reserve holdings for time deposits, While the financial transactions tax had
a useful function in syphoning off part of the excess profits of the commercial
banks under the system of fixed interest rates, excess profits have been
substantially reduced as a result of the freeing of interest rates and increased
competition among banks., Its elimination is particularly urgent on intra-
bank deposits and on f&feign loans, where double taxation is involved,

Under competition among banks, the described measures would reduce
the existing wide interest rate spread by raising interest rates to depositors
while lending rafes are determined by the scaréity of available funds, Higher
interest rates to depositors, in turn, would increase the amount of time
deposits and thus the availability of funds for lending, thereby lowering
lending rates,

For this outcome to be fully realized, it would be desirable to
further increase competition among banks, This could be accomplished by
prohibiting the participation of state banks in cartel-type actions, allowing
the establishment of more branches of foreign banks, and revitalizing bond
and stock markets,

The revitalization of bond and stock markets would improve tlre system )

of financial intermediation, encourage savings through the availability of a

greater array of financial instruments, and increase the scope of investment
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finance. As far as bond markets are concernéd, the elimination of the 28%
interest rate ceiling and the introduction of a system of floating interest
rates would be desirable, The introduction of such a system would permit
providing medium-term and long-term credits to enterprises without locking
them into high interest rates at times of rapid inflation and reducing the
cost of financial intermediation, One would also avoid the cashing=-in of
outstanding bonds while maintaining real interest rates to the purchasers
of bonds réughly unchanged without the risk of increasing large capital losses,

" Medium= and Jlong=term-bondesrshould be traded in thessecurities markeat,
The placement of bonds issued by the Treasury and the SEEs at competitive
interest rates would also contribute to the revitalization of bond markets
while ensuring a better control of the money supply.

Furthermore, the early promulgation of legislation affecting bond

and stock markets woﬁld.bé necessary to assﬁre-the:modérnization of ‘the Turkish
financiai system and the provision of funds for productive investment. As
notéd_below, tax regulations would also need to be changed to increase the
attractiveness of stocks,

Finally, it would be desirable to simplify the existing system of
preferential credit, This would involve replacing the complex regula£iens on
special reserve ratios, preferential rediscount rates and interest rates,
differential rules on rediscounting, and tax exemptions on certain types of
financial transactions by interest rate subsidies that are transparent, easy
to administer, and minimize the possibility for irregularities. Furthermore,

the extent nf interest rate subsidies would need to be reduced, both to
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minimize the possibility of leakages to-unintended uses and to limit the
rislis of distortions In réssurce allocdtion,

In particular, éystems of subsidizationof export credits should be
reviewed, The present regulations involve several simultaneous methods of
subsidization whose combined impact is difficult to determine. At the same
time, its dependence from Centrzl Bank rediscbunts creates considerable
upward pressure on the money supply. Finally, the fact that the subsidization
through export credits is based on the export value and not on value added
creates a situation under which exports with a lower proportion of domestically
value added receive proportionately greater benefits,

The subsidization of short-term agricultural credits should also be
reviewed, The existing system absorbs a large part of the resources of the
Central Bank, distorts competition in the market for agricultural credits by
giving special privileges to the Agricultural Bank, and practically limits
the total amount of agricultural credit while conferring particular privileges"
on the recipients and encouraging the use of capital as compared to labor
inputs,

Reducing the extent of interest subsidies would permi; lowering the
levy to the interest rebate fund. This, in turn, would give further
encouragement to savings, thereby increasing the availability of funds and

lowering interest rates for lenders, as described above.
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The Tax System

The recent revision of the schedule of personal income taxes aims
to make the tax system more equitable and to adjust tax rates for past
inflation. An unskilled worker earning TL 240 2 day, or roughly TL 60,000
a year, will be exempt froﬁ income taxes, while he paid TL 16,500 in taxes
beforehand, However, tax obligations rise rapidly at higher income levels as
the tax rate on wage and sazlary income in excess of the TL 61,200 tax-free
allowance is 40% up to an income of TL 1 million. A worker earning TL 620
a day, the average for some of the higher-paying industries, will thus have
an income tax obligation of TL 35,000.

The 40% minimum income tax rate on relatively low incomes will encourage
continuing the past practice of payments in kind to evade taxes and.may
not be conducive to increased work effort. Also, thers is noc ecqnomic'rationale
in setting lower tax rates on annual incomes zbove TL 25 million (66%) than
on incomes between TL 15 and 25 million (70% up to TL 20 million and 75%
afterwards).

It would be desirable to adopt 2 more 'modulated" tax structure
and to reduce the extremely high rates applying to annual incomes between
TL 10 and 25 million, Apart from discouraging work and risk=-taking, such high
rates invite evasion.

Modifications could be made by adjusting tax rates for inflation

in years to come, Reductions in tax rates by 17 a year over the next five
years will not be sufficient for this purpose as they offset only in part the
so-called bracket creep, i.e., the shift of taxpayers to higher brackets due

to inflation. Rather, it would be desirable to make automatic adjustments for
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inflation as it is done in Canada and, in practice, also in France.

The taxation of interest income on time deposits and bonds
would alsc need to be revised,  Interest receipts are subject to a withholding
tax of 25% under the new regulations and are included in personal income
for determination of income tax liabilities. These regulations do not take
account of the effects of inflation on the value of the capital from which the
income is derived. The 427 interest rate on six-months deposits, for example,
corresponds to a Zero real interest rate under present conditioms.
Correspondingly, the tax is on the capital, rather than on income derived from
ie;

In order to encourage savings and the development of financial markets,

it would be desirable to modify these regulations, This could be done

by adjusting interest receipts for inflation, Similar adjustments.would need
to be made in the case of dividends. Should this encounter administrative

difficultias, a scheme of income tax credits may be introduced,

It would further be desirable to modify existlng regulations that
include capital gains with personal income. In an inflationary environment,
the taxation of capital gains will entail the taxation of capital which,
again, discourages savings. One may consider eliminating capital gains taxes
as in the case in most countries in Continental Europe or reducing capital
gains taxes substantially below income tax rates as has been the case in the

United States and the United Kingdom,

Corporate income taxes would also need to be adjusted for inflation.

This would require the revaluation of balances, so as to aveid that firms are

taxed on "phantom" profits due to inadequate allowance for depreciation based

on historical values, Legislation on the revaluation of balances has
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considerable urgency and it should exclude révaluatinn 6rbfits from taxable
income,

Recent changes in regulations raised corporate income taxes on retained
income from 437 to 50% although encouraging corporate savings for purposes of
reinvestment would have required a reduction., Such a reduction may be accom-
plished by equalizing the tax treatment of private and public enterprises,
which are subject to a corporate income taxz of 35%, as suggested below.

The revenue effects of the proposed reductions in tax rates would be
partly - offeet by .increaved :revenues derived from higher incomes, Aleo, it
would be desirable to reduce the share of public consumption and investment
in the gross national product that has increased in recent years and is
projected to rise further in 1981. TheSchhanges do not confo;m to the-
government's announced intention to increase the role of the private sector
that would contribute to sconomic growth in an outward-oriented econcmf.

Finally, notwithstanding improvements made through the introduction
of a2 uniform sales tax, the complicated and fragmented system of indirect
taxes is at the source of considerable disturbance in production, investment,
and trade, These disturbances would be eliminated through the implementation
of the proposed comprehensive value added tax. Urgency should be givén to
preparing the introduction of this tax that will complement the other incentive
measures proposed in this note,

Investment Incentives

Under present legislation, approved investments receive inceptives in
the form of duty-free entry of machinery and equipment (or payment of duties
in instalments), an interest rebate of up to 25% on medium-term credit for

investment on fixed assets and working capital, accelerated depreciation
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provisions for firms working two shifts and the deductiom -0of 30% of investment
in fiked 'assets from taxable incomes, with higher percentages applying to
investments for exports and in less developed regions. Deductibility from
taxable income is, however, limited to investments above TL 20 million, except
for deéignated priority sectors (TL 10 millioﬁ) and for agriculture (TL 4 milliomn).

These incentives are quite generous compared to other developing
countries and one may envisage reducing the percentage share of investment
deductible from taxable incomes, with higher ratés agpplying to some "infant
industries'", such as machinery, machine tools, electronics, and the processing
of fruits aﬁd vegetables. At the same time, in order to avoid giving encourage-
ment to capltal-intensive industries and production methods, it would be
desirable to extend the deductibility of investment to working capital and

to reduce the present minimum limit, which discriminates against smaller

enterprises that tend to be labor-intensive,

Questions arise concerning the use of a "positive'" list which specifies
the investments'éligibleMEOr incentivés. While some of the sectoral
designations are quite broad and investors may apply for incentives also in
sectors which are not included in the list, this involves additional
administration and creates uncertainty., The rising number of rejectioﬁs
of applications for incentives, some of which have a questionable economic
rationale, increases uncertainty and may in particular discourage smaller firms
from applying.

A more appropriate solution would be to establish a 'nmegative" list

to include a limited number of products that do not receive incentives, This

may include cases where foreign market limitations exist, e.g., cotton

fabrics, Or there is excess capacity in a sector that is oriented towards

domestic markets, such as automobiles.
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Foreign direct investment can play an important-role in Turkgy in
irdcreasing the availability of savings and foreign exchange and providing
technological and marketing know-how. The recent liberalisation of regulations
affecting foreign investment is, therefore, much welcome. At the same time,
further measures would neced to be taken to attract new foreign investors as
well as investors from countries that are not as yet present in Turkey.

The first requirement would be to liberalise regulations on the

repatriation of dividends derived from investments that were undertaken
before the Framework Decree on Foreign Capital came .into effect. lore.generally,
liberal rules would need to be established in the repatriation of dividends
and capital on all foreign investment, providing treatment comparable to
that existing in countries such as Ireland, Egypt, and Tunisia,

Ireland also provides an example for attracting foreign direct investment,
This would necessitate publicising the_adzantages:of Turkey in terms of natural
resources, labor costs, proximity to Middle Easﬁe;?_marketg, and preferential
entry risks to European Common Market, as well as the liberal treatment of
foreign direct investment, Turkey may become particularly attractive for
subcontracting in metal-working and engineering industries and for triangular
arrangements, with the processing‘of inPuts originating in the_Common Market
countries for exporting to the Middle East,

One may envisage establishing several foreign investment bureaus
abroad that may be combined with trade promotion bureaus, to_be discussed below,
Finally, on the example of iunisia, an effort should be made to establish
joint Arab-Turkish banks for investment in agriculture, food processing,
machinery, and tourism. Such banks would bring in much needed capital to

develop the Turkish economy.
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B. Sectoral Issues R “ 12 — -

Industrial Development

Over the past several decades, a wide range of industries have been
established in Turkey, first in the public sector and, subsequently, in the
private sector. Apart from increasing outward orientation, a priority for
the further development of.Turkish industry is to ensure technological progress
and labor training. This is necessary to provide modern inputs into other
industries and to shift towards skill-intensive industries, where Turkey's
comparative advantage will increasingly lie in the future.

The principal source of technical support in Turkey is the Scientific
and Industrial Research Institute (TUBITAK), TUBITAK is, however, oriented
largely towards public sector and it has not been the source of technological
innovations, Also, it lacks specialization and has made little effort to
adapt foreign technology to Turkish conditioms,:

On the example of Korea, the government may contribute to the.promotibn' :
of technological progress through the establishment of specialized institutes
of applied research. Such institutes may play an especially important role
in certain engineering branches and in the chemical industry.

The establishment of applied research institutes would need to be
complemented by providing incentives to research and product development by
private firms., Such incentives may take the form of tax benefits and, in well-
defined cases, preferential credits. They should be part of an overall plan
of science and technology, with a horizon of at least five years, which would

also encourage the further development of technical universities.

Technical'ﬁﬁI;éEE{EIEé"pré;ide a2 link between research and training
of scientists and engineers, The training of technicians and skilled workers

would also need to be promoted through the establishment of specialized schools
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and courses and through tax benefits to firms pndertaking training, In
conjunction with reductions ig i;centives to investment in fixed capital,

tax incentives to research and training would represent a shift from hardware
to software that is necessary at Turkey's present state of development.

Efforts made to increase research and training would benefit, in
particular, the machinery, machine-tool, and electronics industries, which
have been neglected in the past by comparison to metals where government
investment played an important role and the automotive sector that expanded
at high costs in the framework of protected domestic markets, These industries
‘may ‘recdive ‘further incentives on infant industry groumds, Rather than pro-
tectiep, such incentives should aim at reducing the cost of production, in order
to provide low=-cost inbuts to other industries and to encourage exports,

Incentives to the machinery, machine~tool, and electronics industries
may take the form of preferential credits and higher thau_average
percentage deductions of new investments from taxable income. One should élso :
examine the feasibility of establishing specialized industrial parks where
ancillary activities would be available, Also, the services of foreign
engineering consultants may be obtained to review plant layout and the
organization of work, with a view to suggesting productivity improvements.

In Korea, this is done in the framework of an investment project financed by
the World Bank,

In turn, there would be need for developing a long-term strategy
for the automotive industry in order to avoid further duplication of production
facilities and to ensure vertical specialization in efficient plants,* In view
of the difficulties of ﬁonsolidating producers that manufacture different

cars and belong to different business groups, this may be sought in the direction
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of specialization agreements involving the exportation of some parts and
comporiénts and the ‘impo¥tztion of‘others, At the same time, the implementation
of public investments in the production of tractors, diesel engines, and
commercial vehicles, creating duplication with private facilities, would not
be desirable. More generally, in the machinery, machine-tool, and electronics

industries reliance should be based on private initiative that can ensure

the flexibility necessary to respond to changing world market conditions,

The export incentives discussed earlier should be complemented
by measures to promote marketing that needs considerable development in Turkey,
The Export Promotion Center (IGEME) engages in documentation on a2 limited
scale and has neither the staff nor the budget for mounting an effective export
promotion effort, Such an effort would require establishing an institution
that is engaged in the collection of market information, the provision of
advice to gxporters, and promotional activities, including the organization
of trade fairs and foreign commercial missions. TFor such an organization to
be effective, it should have branches abroad, both totidentify markets and
to solicit orders, on the example of KOTRA in Korea and CACEX in Brazil,

A public institution of export promotion can only play a supporting
role, however, to private firms. Turkey's large business groups are éapable
of mounting an export promotion effort but small and medium size firms can
rarely export directly. Correspondingly, trading firms may play an important
role as they do in countries such as Japan and Korea, To promote the establishment
of trading firms, the tax benefits they presently receive may be complemented
by credit preferences. At the same time, one may object to recent proposals

to limit tax benefits to firms of a certain size as small trading firms may

be particularly effective in specialized areas and in exploring new markets.
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State Economic Enterprises 7 et

While the state economic enterprises pioneered in the development
of meanufacturing industries in Turkey, theilr performance has deteriorated
due to the effects of factors such as detailed and often conflicting critical
directions and interventions, the lack of financial discipline, the politically
motivated choice and the iﬁadequate compensation of management and technicians, and
excessive wage and employment levels for production workers, At the same time,
the complexity of financial arrangements, deficient accounting practices, and
incomplete reporting have limited public accountability. Another major problem
has been the virtual lack of economic analysis of new investmentwprojects.

The controi of prices before January 1980 affected but little the
operation of the SEEs as they could get ready financing from the government.
Nor have subsequent increases in prices affect their mode of operation in a
fundamental way. At the same time, formal and informal price coﬁtrol persists
in some areas, Such control has a rationale in the case of monopolies but not
for firms that compete with the private sector.

In the case of natural monopolies, such as electricity, gas, and
water, the price should cover the cost of operations, 1In the case of monopolies
producing traded goods, such as steel and newsprint, the rule enunciated by
the Ministry of Industry, to limit prices to the tariff inclusive cif import
price plus a margin, should be consistently applied while reducing this margin

from its present level of 30%. Import liberalization would, however, obviate

the need for such control,

While apart from SEKA, the producer of pulp and paper, all industrial
SEEs made operating profits, these results need to be adjusted for budgetary

subsidies, preferential credit temrms, differential corporate tax rates, and
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the use of historical depreciation in the aﬁcounts. In order to put the

SEEs on the same footing with private industry, they should receive

identical tax and credit terms, with borrowing from commercial banks replacing
governmental credit allocations for operational needs.

There would also be need to reform the present system of decision-
making in investments in the manufacturing sector, In an inward-oriented
economy, this was based on the calculation of needs from projections of final
demand in an input-ocutput framework, Under outward orientation, it should be
replaced by economic project -evaluation utilizding ﬁar d mavket prices., A
possible solution is to give responsibility for the evaluation of investments
to state investment banks, when SR{ERBANK AND ETIBANK may be joined to form
an industrial bank, Eventually, private and public banks may be involved
in the financing of both private and public enterprises, but this would
require major improvemanfs in the SEEs,

As regards the mode of operations of the SEEs, it has been proposed
that the present sector-wide SEEs be replaced by holdings, the boards of
which would supervise the individual production units that would have their
otm board of directors and managers. The sector-wide holdings, in tumm, would
be supervised by a Council having overseeing responsibility for all industrial
holdings, with the government having a minority role at all levels, This
solution is advocated on the grounds that it would reduce govermmental inter-
ference and would contribute to the decentralization of decision-making. While
it may indeed represent a useful step towards decentralization, a quther step
would be desirable in order to avoid conflicts between the various levels and

to vest authority for decision-making in managers while ensuring competition

among independent units,
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In this comnection, thé“éxpefience of Hungary with state-owmed firms
offers an interest, In Hungary, large firms having plants producing similar
commodities have been broken up and the managers of individual firms are not
subject to production, employment, or export targets, Rather, they have
responsibility for making profits in a competitive enviromment and are remunerated
on the basis of the profits of the fimm,

Turkey may learn from the example of Hungary in breaking up large,
monopolistic SEEs and making the newly-established firms subject to market
relations, with the managersobeing given sthe fueedors tovdecdde on production,
prices and, eventually, employment, Consideration may also be given to the
possibility of divesting public firms in sectors outside the basic industries,

The move from centralized planning to decentralization was accomplished
after a long period of preparation practically overnight in Hungary, but it
was followed by a2 period of adaptatiom. In Turkey, careful'préparation of the
reforms in necessary, when the limitations of available cadres may necessitate
postponing their full implementation, However, it would be desirable to reach
early decicions as to scope of the reforms, Apart from the issues discussed
above, these should provide for improved information and accountability of the
SLEs. .

Agriculture and Agro-Industries

The gradual shift from import protection and export subsidization for
manufactured goods to the use of the exchange rate would benefit agriculture
in Turkey and promote exports as well as import substitution in this sector,
It would further be desirable to gradually move towards world market price
relations for agricultural products and their major inputs, with the system

of support prices limited to 2 minimum number of commodities and playing 2
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gtabilizing role. Altermatively; farmers' incomes may bé stabilized by
providing an adequate supply of credit, in conjunction with the estzblishment
of a credit insurance scheme,

Among agricultural products, exceptions mey be made for hazelnuts,
raisins, and tobacco where Turkey has an important market position and the
elimination of export taxeé would lead to the deterioration of the terms of
trade, There is no economic rationale, however, for maintaining domestic
cotton prices below world market levels that are unaffected by the amount
Turkey exports,

With the price of wheat being maintained above world market levels
in earlier years, there has been substitution of wh;at for cotton in some
areas as well as to the use of irrigated land in wheat production, A movement
towards world market prices would result in a lower rate of increase in
wheat producticn and a2 more rapid fise in the production of higher-value
crops, including cotton, corn, soybeans, as well as vegetables and citrus
fruits. Similar considerations apply to barley.

The increasad production of corn would be beneficial for animal
husbandry, At the same time, it is not desirable to subsidize the use of
concentrated feed and to provide investment incentives to broiler proaucticn
that are not a2vailable to cattle and sheep, where natural advantages, in
particular, the availability of pasture, favor Turkey. To exploit these
natural advantages, existing limitations on the exports of cattle, beef, lamb
and mutton should be abolished and the slaughtering of livestock by private
industry permitted.

Available incentives appear sufficient in the case of meat processing

where religious customs prevalent in the lfiddle East provide additional
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advantages to Turkey, However, fresh and processed fruits and vegetables
encounter strong competition, with Turkish producers suffering the traditional
disadvantages of an infant industry, It may be desirable, therefore, to
provide preferential tax treatment to fruit and vegetable processing,
encouraging in particular integrated operations, Also, an effort should be
made to attract foreign iﬁterests in the industry where multinationals offer
technical expertise as well as marketing know-how, In turn, among crops,
oilseeds may be considered an infant activity that would deserve preferential
treatment through favorable support prices on a2 temporary basis,

As far as input prices are concerned, the subsidization of fertilizers
and pestic%des should .be removed over time so as to avoild inefficient usage.
Also, uneconomic mechanization and the underutilization of tractors should
be discouraged by gliminating any subsidies that may remain, Finally, water
.chafges should be adjusted so as to ensure the use of waﬁer for higher-value
crops. Exceptions may be mede, however, for smaller farms that already
utilize family labor for intensive production of fruits and vegetables.

The efficient development of Turliish agriculture would alsc require
taking institutional measures, among which improvements in research and
extension services are of particular importance, Finally, the promofion of
exports, in particular of fruits and vegetables, would necessitate improvements
in transportation as well as in marketing, Thus, Turkey would need to improve
its road, railroad, and port facilities., The marketing of fruits and vegetables,
in turn, may benefit from the implementation of the investment project £financed

by the World Bank.
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Tourism S

‘Tourism is’an inpottant éxchange eamer in Turkey, although tourist
arrivals declined from a peak of 1,6 million to 1.3 million due to political
uncertainty in recent years, With competitive prices, notwithstanding, the
higher cost cf air transport, an attractive physical environment, and
archeological sites, Turke& should be able to increase its share of the
Mediterranean market for tourism that is expected to rise about 7% a year,

At the same time, the expansion of tourism provides particular
advantages to Turkey, given its favorable capital-labor ratio and the low
rate of import leakage, Talking account of all tourist-related activities,
it would seem that the cost of earning foreign exchange is relatively low in
tourism,

The expansion of tourism would require increasing available accormo=-
dations as well as a marketing effort., With much of the advantagses derives
from tourism accruing to ancillary activities, such as restaurants and chops,
the profitability of hotels is traditionally low and the period of investment
is long. Correspondingly, cﬁpturing the potentizal benefits of tourism would
necessitate providing low cost credits to hotel building. Even with the
proposed increase of its resources, the amount of such credits the Tourism Bank
will have avallable is emall compared to requirements; it would provide financing
for only 2,000 beds a year, representing an annual increase of less than 3%,
This would be complemented by foreign investment, where the present minimum
limitation of 200 beds may further be reduced in order to encourage
tourism,

At the same time, the promotion of tourism should be concentrated

in a limited number of areas, in order to capture economies of scale in
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transportation and in ancillafy activities, In Antalya, the touristically

most attractive area, infrastructure is available and only hotel investment

=S
0

required in Side, while land tenure prcblems would need to be resolved in
Kemer, In some other areas, such as Izmir and Bodrum, some improvements in
connecting roads, sewage and water, and/or telecommunications would have a
high potential payoff,

Finally, a concentrated effort would need to be made at marketing.
Upgrading tourism bureaus abroad and a major sales campaign would be necessary
“for this purpose, In cooperation‘wiith loczl autHoritiles, the government
should play an important part in this effort in cooperation with the private

travel trade sector.
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MEDIUM-TERM ECONOMIC POLICIES FOR TURKEY

Sumnary and Conclusions

The aide-memoire contains the preliminary recommendations of the
Bank mission on industrialization and trade strategy for medium-term
policies. These policies are intended to complement the measures taken
since January 1980 in the pursuit of Turkey's newly-adopted development
strategy, characterized by outward orientation and greater reliance on
market forces. The recommendations aim at encouraging exports and
efficient import substitution, increasing domestic savings and investment,
promoting technological progress and labor training, and improving the
operation of the state economic enterprises.

Exports and efficient import substitution would be encouraged by
increasing the use of exchange rates as against export subsidies and import
protection; simplifying the remaining export subsidies and linking them to
value added in exports; gradually eliminating import licensing while
lowering and rationalizing tariffs; and linking the prices of agricultural
products and their inputs more closely to world market prices. Also, the
marketing of the exports of manufactured and agricultural products and
tourism would need to be improved. Finally, the exploitation of Turkey's
agricultural potential would necessitate improvements in transportation and
support to promising products, such as fresh and processed fruit and
vegetables, whereas the expansion of tourism would require increased credit
facilities for investment in hotel accommodations.

The recommendations made in regard to investment incentives,
financial markets, and the tax system are designed to encourage private and
corporate savings, improve financial intermediation, and ensure the
financing of efficient investments in exports and import substitution.
Increases in private savings may be attained by limiting the taxation of
interest earnings and capital gains to real returns (i.e. making adjustment
for inflation), eliminating the financial transactions tax, and reducing
the cost of holding reserves with the central bank, while increasing
competition among banks. In turn, revaluing balance sheets and reducing
corporats income tax rates would contribute to business savings. At the
same time, establishing floating interest rates on bonds, extending the
scope of bond financing in the public sector, and revitalizing the bond and
stock markets would improve financial intermediation. Finally, the use of
funds in efficient investments would be promoted by simplifying the system
of preferential credits, with reductions in its scope and the extent of
interest subsidies; making investment incentives more automatic and neutral
in their effects on capital intemsity, with additional incentives provided
to infant industries; and promoting foreign direct investment.

Technological development and labor training would be served by
the establishment of specialized research institutes and training
facilities in the framework of an overall plan for research and technology
and by providing incentives to the private sector to undertake research,

roduct davelopment, and training. At their present stage of development
2 s 3 P g s



electrical and nonelectrical machinery, machine-tool and electronics
industries would further require special incentives while the automotive
sector would need to be rationalized.

The measures to be taken to promote technological progress and
training would permit exploiting Turkey's comparative advantages that will
increasingly lie in skill-intensive products within the manufacturing
sector. The development of the industries in question requires
considerable flexibility to respond to changing world market conditions
that can best be assured by relving on private initiative. This would
necessitate reconsidering the implementation of government investments in
these industries which, at any rate, would involve duplication of existing
facilities.

In general, it would be appropriate to eventually limit the public
sector to natural monopolies and basic industries. At the same time,
existing preferences to state economic enterprises should be eliminated and
authority for decision-making be vested in managers who would have
responsibility for profitable operations in a competitive environment.
Finally, investment projects in the public sector should be submitted to
rigorous economic project evaluation, with the eventual application of
banking principles.

The proposed measures would reverse recent tendencies that
increased the size of the public sector as compared to the private sector.
At the same time, increasing reliance on price signals and rationalizing
the operation of public enterprises would improve efficiency in resource
allocation, further contributing to economic growth.
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Medium-Term Economic Policies for Turkey

The Policv Framework

The policy measures taken in the course of 1980 aimed
simultaneously at re-establishing stability in an economy characterized by
rapid rates of inflation and at changing the country's development strategy
towards outward orientation and the greater use of the market mechanism.
The decline in the rate of inflation has been remarkable. Also, there has
been a considerable increase in time deposits in response to higher
interest rates. Finally, exports have risen at a rapid rate, with
manufactured exports exhibiting the largest increases.

The measures taken so far will need to be complemented by
additional measures in order to fully implement Turkey's newly-adopted
development strategy. This will require time; after the long period of
inward orientation and limited use of the market mechanism, four to five
years may be necessary until the shift in strategy is fully effective.

In this aide-memoire, recommendations will be made for medium-term
policies aimed at improved resource allocation and rapid economic growth
under increased outward orientation and the use of market methods. It
should be emphasized that several of the measures are presently under
consideration by the Turkish authorities. At the same time, their

articulation in an overall framework, with well-defined objectives, appears
desirable.

The policy objectivevs considered in the aide-memoire include
encouraging exports and efficient import substitution, increasing domestic
savings and investment, promoting technological change and labor training,
and improving the operation of state economic enterprises. With the
exceptions noted below, they may be implemented over a 4-5 year horizon.
The recommendations will not concern short-term policy measurses aimed at
economic stablization.

The discussion will cover incentive policies as well as sectoral
issues. The former comprise production incentives (the exchange rate,
import protection, export subsidies, and price control), interest rates and
financial markets, the tax system, and incentives to domestic and to
foreign investment. In turn, the sectoral issues to be considered pertain
to manufacturing industries, with special attention given to the SEEs,
agriculture and agrc-industries, and tourism. In the course of the
discussion, referencs will be made to recent policy changes.

g = 0

A. Incentive Policies

Production Incentives

After a2 considerabls depraciation betwe
1979 and the third quartsr of 1980, the Turkis r
terms vis—-a-vis the currencies of the major trading partners, ragaining
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approximately its 1973 level. This result reflects largely the
appreciation of the lira vis—a-vis the German mark; over the last nine
months the mark-lira exchange rate remained practically unchanged, while
prices rose by 5 percent in Germany and by over 25 percent in Turkey. At
the same time, the exchange rate relationship with the German mark is of
particular importance, in view of the fact that nearly one-half of Turkish
exports are sold in the European Common Market, of which the mark is the
representative currency, and that Turkey competes principally with EEC
countries in the growing Middle Eastern markets.

As far as manufactured exports are concerned, the recent
appreciation of the lira in real terms was largely compensated by increases
in export subsidies. Since January 1981, export rebates on manufactured
goods have been raised by five percentage points, and an additionzl 5
percentage points have been provided to firms whose exports excseded 315
million a year 1/. Also, in conjunction with the rise in nonpreferential
interest rates, the subsidy element of export credit has increased to a
considerable extent.

The regular rebate rate is designed to compensate for indirect
taxes paid at the preceding stages of manufacture and does not represent an
export subsidy. In turm, foreign exchange retention schemes and the duty
free importation of inputs place Turkish exporters on the same footing as
exporters of other developing countries and are not considered export
subsidies under GATT rules. Apart from preferential export credits,
subsidy measures applied in Turkey include the additional rebate provided
to large exporters as well as reductions in corporate income taxes for new
exports and for increases in exports.

The incentive measures applied have been very effective in
promoting manufactured exports in an environment characterized by excess
capacity. In a longer time perspective, howaver, subsidy measures are
‘subject to certain disadvantages that call for the increased use of the
exchange rate as a policy instrument to promota exports.

To begin with, while the exchange rate affects all exports, most
agricultural exports have not benefitted from subsidy schemes, although
these products offer considerable promise for Turkey. Furthermore, with
the proliferation of subsidies, their effects onm various export products
are difficult to gauge, whereas the impact of exchange rate changes 1is
easily asczrtainable. The effects of exchange rate changes are also
automatic and do not requirs the administrative procedures involved in
providing subsidies, which may discourage small and medium-sized
exporters. At the same time, export subsidies are subject to rstaliation
under GATT rules and developed countries may apply retaliatory measures
once Turkish exports substantially increase in value. TFinally, subsidies
to export value tend to encourage the use of imported inputs in export

1/ 1In practice, this provision applies to four trading firms. It is
additional to the 5 percent rsbate that firms exporting at least $4
million a year receive over and above the regular rates paid to all

exporters.



activities, while exchange rate changes affect value added in exports.
This is because a devaluation raises the domestic currency equivalent of
the export price, as well as that of the price of imported inputs, thereby

encouraging the use of domestic inputs and limiting the budgetary cost
involved.

In the case of some of the subsidy measures, it has been attempted
to take account of differences in value added in exports on a case-by-case
basis. With the increasing number of exporters, however, case-by-case
decision-making encounters increasing difficulties and the simplification
of the procedures applied becomes necessary.

Despite the provision of export subsidies, domestic markets in
Turkey are generally more profitable than export markets, due to the
combined effects of high tariffs and import licensing. Tariffs and other
import taxes on manufactured goods generally range between 30 percent and
70 percent. Furthermore, notwithstanding the liberalisation measures taken
in January 1981, import limitations tend to raise domestic prices above the
tariff-inclusive import price.

As long as producers expect the maintenance of existing levels of
import protection, they may undertake new investment or expand their
capacity in activities which.are not in the national interast, and will
have little incentive to lower production costs. To remedy this situatien,
it would be desirable that govermment anncunce its intention to lower
tariffs and to rationalize import protection. In order to prepare
producers for such an eventuality, it is proposed that a timetable be made
public on the reform of the system of protection, to be carried out over a
period of, say, five years.

The reform should include replacing import licensing by tariffs,
with the possible exception of certain luxuries, and reducing the extent
and the dispersion of tariffs. A tariff ceiling of 30 percent may be
established, to be attained in annual instalments. Also, the tariff
structure would need to be revised in order to avoid cases of ''reverse
escalation', when the tariff is higher on the principal input than on the
output, and interindustry differences in tariff rates would need to be
reduced.

The liberalization of import licensing may take the form of annual
transfers from Liberalization List II to Liberalization List I and the
addition of the items presently excluded from both lists to Liberalization
List II. A substantial liberalization of import licensing could be
undertaken next January, with emphasis given to machinery and intermediate
products.

As long as the protection of manufactured goods continues, the
subsidization of manufactured exports could not be foragome. It would be
desirable, howewver, to reduce the extent of these subsidies, pari passu
with reductions in import protsction, and to simplify the measures applied.



The first candidate for reducing export subsidies is the
preferential export credit that provides a subsidy of over 30 percent for
exporters who have access to such credit. At the same time, it would be
desirable to establish a medium-term credit facility in the Central Bank,
complemented by an export credit guarantee-scheme. This would permit
Turkish firms to better compete abroad in exporting durable goods, where
foreign firms generally provide medium-term credits and benefit from credit
guarantee schemes.

Present regulations as to the partial deductability of the value
of new exports and of increments in exports from taxable income would also
need to be modified. The present system tends to discourage small
exporters by imposing a minimum export value of $250,000 for manufactured
exports. This conclusion applies a fortiori to the export rebate scheme,
which has a higher minimum requirement for providing an additional rebate.
Apart from the case of trading firms, to be discussed below, it would be
desirable to eliminate over time the differential treatment based on the
size of exports.

It would further be desirable to simplify the existing foreign
exchange allocation schemes. Finally, in order to avoid the possible
adverse consequences noted above and to minimize leakages, it would be
advisable to link credit preferences to value added in exports and to grant
the credit subsidy ex post rather than ex ante. This could be accomplished
by providing export credits in the first place on a nonpreferential basis
and granting credit subsidies once exportation has been undertaken on the
basis of value added, by classifying commodities in several categories
according to the ratio of value added to export value.

Parallel with reductions in export subsidies, it would be
desirable to extend the free trade treatment of exports. This would entail
making the importation of prohibited items for export production automatic,
eliminating tariffs on machinery used in export production in cases where a
gseparate application for investment incentives has not been made, and
extending the privilege of duty-free importation to all producers of
important domestic inputs used in export production. The implementation of
these recommendations would permit increasing the domestic content of
exports without unduly burdening export production; thev are of particular
importance in the engineering industries where vertical specialization can
bring considerable benefits,

Reductions in import protection and in export subsidies would need
to be offset by gradual changes in the real exchange rate, thus continuing
the process begun in January 1980 but partially reversed in recent months.
Such changes are also necessary in order to improve the balance of payments
since Turkey's existing deficit would need to decline over time.

The proposed measures would improve the profitabilityv of
agricultural exports that are presently discriminated against in favor of
manufacturing products. As discussed below, further changes in incentives
to agriculture would be desirable to approach world market price relations
with respect to products as well as inputs.



Remaining controls of industrial prices would also need to be
abolished. This applies to products on which formal controls have been
maintained, such as cement and newsprint, as well as to cases where
informal controls have delayed increases in prices. Monopoly products
require special rules, however, as discussed below.

Interest Rates and Financial Markets

The taxation of deposit interest rates and financial transactions,
the reserve requirements of commercial banks, and the high costs of bank
operations create a substantial spread between after—tax interest rates
received by depositors and interest rates paid by borrowers. The
withholding tax on time deposits is 25 percent, reducing the after-tax
equivalent of the 50 percent interest rate on ona-year time deposits to
37.5 percent. At the same time, the 15 percent liquidity requirement,
earning an interest rate of about 9 percent, and the 30 percent legal
reserve requirement, earning an interest rate of 12 percent, raise the cost
of these funds to the commercial banks to 82 percent. Finally,
non-interest bearing demand deposits have a 15 percent liquidity
requirement and a 35 percent legal reserve requirement.

Interest rates charged on cne-year non-preferential loans by
commercial banks are at present 38 percent, which increases to 50 percent
-if account is taken of the 15 percent levy accruing to the interest rebate
fund and the 15 percent financial transactions tax. Making further
adjustments for compensating balances, the effective interest rate for
non-preferential borrowers may reach 70 percent, exceeding the actual rate
of inflation by 30 percentage points and the after-tax rate of interest to
depositors by 32.5 percentage points.

Real interest rates of this magnitude impose a considerabls burden
on borrowers, especially in the present situation of low domestic demand
that led to the accumulation of product inventories in several industrial
branches in Turkey. At the same time, the large spread between interest
rates paid by borrowers and received by depositors tends to discourage
savings and investment.

To remedy this situatiom, it would be desirable to lower the taxes
imposed on interest payments made to depositors, as discussed below, to
eliminate the financial transactions tax, and to reduce the costs
associated with reserve requirements by raising the interest rate paid on
required reserve holdings for time deposits. While the financial
transactions tax had a useful function in syphoning off part of the excess
profits of the commercial banks under the system of fixed interest rates,
excess profits have been substantially reduced as a result of the freeing
of interest rates and increased competition among banks. Its elimination
is particularly urgent on intra-bank deposits and on foreign loans, where
double taxatiom is involved.

Under competition among banks, the described measures would reduce
the existing wide interest rate spread by raising interest rates to
depositors while lending rates are determined by the scarcity of available
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funds. Higher after-tax interest rates for depositors, in turn, would
increase the amount of time deposits and thus the availability of funds for
lending, thereby contributing to lower lending rates.

For this outcome to be fully realized, it would be desirable to
further increase competition among banks. This could be accomplished by
prohibiting the participation of state banks in cartel-type actionms,
allowing the establishment of more branches of foreign banks, and
revitalizing bond and stock markets.

The revitalization of bond and stock markets would improve the
system of financial intermediation, encourage savings through the
availability of a greater array of financial instruments, and increase the
scope of investment finance. As far as bond markets are concerned, the
elimination of the 28 percent interest rate ceiling and the introduction of
a system of floating interest rates would be desirable. The introduction
of such a system would permit providing medium-term and long-term credits
to enterprises, without locking them into high interest rates at times of
rapid inflation, and reducing the cost of financial intermediation. One
would also avoid the cashing-in of outstanding bonds while real interest
rates to the purchasers of bonds would remain roughly constant over time
without the risk of incurring large capital losses.

Medium- and long-term bonds should be traded in the securities
market. The placement of bonds issued by the Treasury and the SEEs at
competitive interest rates would also contribute to the revitalization of
bond markets while ensuring a better control of the money supply.

The early promulgation of legislation affecting bond and stock
markets would further be necessary in order to assure the modernization of
the Turkish financial system and the availability of funds for productive
investment. At the same time as noted balow, tax regulations would need to
be changed to increase the attractiveness of stocks.

Finally, it would be desirable to simplify the existing system of
preferential credits. This would involve replacing the complex regulations
on special reserve ratios, preferential rediscount rates and interest
rates, differeatial rules on rediscounting, and tax exemptions on certain
types of financial transactions by interest rate subsidies that are
transparent, easy to administer, and minimize the possibility for
irregularities. The extent of interest rate subsidies would also need to
be reduced, both to minimizs the possibility of leakages to unintended uses
and to limit the risks of distortions in resource allocation.

In particular, it would be desirable to review systems of
subsidization of export credits. The present regulations involve several
simultaneous methods of subsidization whose combined impact is difficult to
determine. At the same time, the dependence of preferential export credits
on Central Bank rediscounts cresates an upward pressure on the money supply
while efforts made to avoid such undesirable consequences limit the
availability of export credits and create inequities ameng exporters.
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Finally, at the fact that subsidization through export credits is based on
export value and not on value added creates a situation under which exports
with a lower proportion of domestic value added receive proportionately
greater benefits.

The subsidization of short-term agricultural credits would also
need to be reviewed. The existing system absorbs a large part of the
resources of the Central Bank, distorts competition in the market for
agrigultural credits by giving special privileges to the Agricultural Bank,
and practically limits the total amount of agricultural credit while
conferring particular privileges on the recipients and encouraging the use
of capital as compared to labor inputs.

Reducing the extent of interest subsidies would permit lowering
the levy to the interest rebate fund. This, in turn, would give further
encouragement to savings, thereby increasing the availability of funds and
lowering interest rates for lenders, as described above.

The Tax System

The recent revision of the schedule of personal income taxes aims
to make the tax system more equitable and to adjust tax rates for past
inflation. An unskilled worker earning TL 240 a day, or roughly TL 60,000
a year, will be exempt from income taxes, while he paid TL 16,500 in taxes
beforehand. However, tax obligations rise rapidly at higher income levels
as the tax rate on wage and salary income in excess of the TL 61,200
tax-free allowance is 40 percent up to an income of TL 1 milliomn. A worker
earning TL 620 a day, the average for some of the higher-paying industries,
will thus have an income tax obligation of TL 35,000.

The 40 percent minimum income tax rate on relatively low incomes
will encourage continuing the past practice of payments in kind for the
purposa of evading taxes and may not ba conducive to increased work
effort. Also, theres is no economic rationale in setting lower marginal tax
rates on annual incomes above TL 25 million (66 percent) than on incomes
between TL 15 and 25 million {70 percent up to TL 20 million and 75 percent
afterwards).

It would be desirzble to adopt a more 'modulated" tax structur=z
and to reduce the extremely high rates applying to annual income between TL
10 and 25 million. Apart from discouraging work and risk-taking, such high
rates invite evasion. The intention of the authorities to reduce the tax
rates by 1 percent a year over the next five years is therefore
appropriate. Howsver, it would further be desirable to adjust tax rates
for inflation in the future. This would permit avoiding the so-callad
bracket creep, i.s2., the shift of taxpapers to higher brackets due to
inflation. One may envisage making automatic adjustments for inflatiom as
it is done in Canada and, in practice, also in France.
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The taxation of interest income on time deposits and bonds would
also need to be revised. Interest receipts are subject to a withholding
tax of 25 percent under the new regulations and are included in personal
income for the determination of income tax liabilities. These regulations
do not take account of the effects of inflation on the value of the capital
from which the income is derived. The 42 percent interest rate on
six-months deposits, for example, corresponds to a zero real interest rate
under present conditions, so that the tax is on the capital rather than on
income derived from it.

In order to encourage savings and the development of financial
markets, it would be desirable to modify these regulations. This could be
done by adjusting interest receipts for inflation. It would further be
desirable to modify existing tax regulations that include capital gains
with personal income. 1In an inflationary environment, the taxation of
capital gains will entail the taxation of capital which, again, discourages
savings. One may consider eliminating capital gains taxes as it is done
in most countries in Continental Europe or reducing capital gains taxes
substantially below income tax rates as has been the case in the United
States and the United Kingdom. :

Corporate income taxes would also need to be adjusted for
inflation. This would require the revaluation of balances, so as to avoid
that firms are taxed on "phantom" profits due to inadequate allowance for
depreciation based on historical values. Legislation on the revaluation of

balances has considerable urgency and it should exclude revaluation profits
from taxable income.

Recent changes in regulations raised corporate income taxes on
retained profits from 43 percent to 50 percent, although encouraging
corporate savings for purposes of reinvestment would have required a
reduction. Such a reduction may be accomplished by equalizing the tax
treatment of private and public enterprises which are subject to a
corporate income tax of 35 percent, as suggested below.

The revenue effects of the proposed reductions in tax rates would
be partly offset by increased revenues derived from higher incomes. It
would further be desirable to reduce the share of public consumption and
investment in the gross national product that has increased in recent years
and is projected to rise further in 1981. These changes do not conform to
the government's announced intention to increase the role of the private
sector that would contribute to economic growth in an outward-oriented
economy. '

_ Finally, notwithstanding improvements made through the
introduction of a uniform sales tax, the complicated and fragmented system
of indirect taxes 1s at the source of considerable disturbance in
production, investment, and trade. These disturbances would be eliminated
through the implementation of the proposed comprehensive value added tax.
Urgency should be given to preparing the introduction of this tax that will
‘complement the other incentive measures proposed in this aide-memoire.



Incentive to Domestic and to Foreign Investment

Under present legislation, approved investments receive incentives
in the form of duty-free entry of machinery and equipment (or payment of
duties in instalments), an interest rebate of up to 25 percent on
medium-term credit for investment on fixed assets and working capital,
accelerated depreciation provisions for firms working two shifts, and the
deduction of 30 percent of investment in fixed assets from taxable incomes,
with one-third of the investment allowance added to tax liability; higher
percentages apply to investments for exports and in less developed
regions. Deductibility from taxable income is limited to investments above
TL 20 million, except for designated priority sectors (Tl 10 milliomn) and
for agriculture (TL 4 milliom).

It would be desirable to review the system of tax incentives,
which provide proportionately greater benefits to less profitable firms
than to firms with higher profits. At the same time, in order to avoid
giving encouragement to capital-intensive industries and production
methods, it would be desirable to extend the deductibility of investment to
working capital and to reduce the present minimum limit, which
discriminates against smaller enterprises that tend to be labor-intensive.
Finally, greater incentives may be provided to some "infant industries™,
such as electrical and non-electrical machinery, machine tools,
electronics, and the processing of fruits and vegetables.

Further questions arise concerning the use of a "positive" list,
which specifies the investments eligible for incentives. While some of the
sectoral designations are quite broad and investors may apply for
incentives also in sectors which are not included in the list, this
involves additional administration and creates uncertainty. The rising
number of rejections of applications for incentives increases uncertainty
and may in particular discourage smaller firms from applying.

list that would designate a limited number of products, which do not
receive incentives. This may include cases where foreign market
limitations exist, e.g., cotton fabrics, or there is excess capacity in a
sector that is oriented towards domestic markets, such as automobiles.

A more appropriate solution would be to establish a '"megative"

Foreign direct investment may play an important role in Turkey by
increasing the availability of savings and foreign exchange and providing
technological and marketing know-how. The recent liberalisation of
regulations affecting foreizn investment is, therefore, much welcomes. AL
the same time, further measures would need to be taken to attract new
foreign investors as well as investors from countries that are not as yat
present in Turkey.

The first requirement would be to avoid delays in the repat
of dividends derived from investments that wers undertaken before
Framework Decree on Foreizn Capital ca c n
liberal and unambiguous rules would need to be es



repatriation of dividends and capital, providing treatment comparable to
other countries that compete with Turkey for foreign capital. It would
further be desirable to eliminate the requirement of co-operation with
state economic enterprises as a condition for foreign direct investment in
various engineering industries.

Changes in legislation and in its practical application would need
to be accompanied by a promotional effort. This would involve publicising
the advantages Turkey possesses in terms of natural resources, labor costs,
proximity to Middle Eastern markets, and preferential entry to the European
Common Market. Turkey may be particularly attractive for subcontracting in
metal-working and engineering industries and for triangular arrangements,
with the processing of inputs originating in the Common Market countries
for exportation to the Middle East,

One may envisage establishing several investment bureaus abroad,
which could be combined with trade promotion bureaus to be discussed
below. Finally, on the example of Tunisia, an effort should be made to
establish joint Arab-Turkish banks for investment in agriculture, food
processing, machinery, and tourism. Such banks could bring much needed
capital to develop the Turnish economy.

B. Sectoral Issues

Industrial Development

Over the past several decades, a wide range of industries have
been established in Turkey, first in the public sector and subsequently in
the private sector. Apart from increased outward orientation, a priority
for the further development of Turkish industry should be to ensure
technological progress and labor training. This is necessary in order to
provide modern inputs for other industries and to shift towards
skill-intensive activities, where Turkey's comparative advantage will

increasingly lie in the fuctura.

The principal scurce of technical support in Turkey is the
Sgientific and Industrial Research Institute (TUBITAK). TUBITAK is,
however, oriented largely towards public sector and it has not been the
source of technological innovations. Also, it lacks specialization and has
made little effort to adapt foreign technology to Turkish conditions.

On the example of
promotion of technolegical
specialized institutes of a
especiallv important rol
chemical industry.

0
ough the establishment of
rch, Such institutes may
gineering branches and in

play an
the
The

complemented

search institutes would need to be

ch and product develcpment by
medium—term plan of science and
the further development of

private firms.
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Technical universities represent a link between research and the
training of scientists and engineers. The training of technicians and
skilled workers would also need to be promoted through the establishment of
specialized schools and courses as well as through tax benefits to firms
undertaking training. Tax incentives to research and training would
promote a shift from hardware to software, which is necessary at Turkey's
present state of development,

Efforts made to increase research and training would benefit, in
particular, the electrical and non-electrical machinery, machine-tool, and
electronics industries, which are relatively undeveloped in Turkey in
comparison to metals where government investment played an important role
and the automotive sector which expanded at high costs in the framework of
protected domestic markets. These industries may receive further
incentives on infant industry grounds. Rather than protectiom, such
incentives should aim at reducing the cost of productiom, in order to
provide low-cost inputs to other industries and to encourage exports.

Incentives to the electrical and nonelectrical machinery,
machine-tool, amd electronics industries may take the form of medium-term
credits and higher than average percentage deductions of new investments
from taxable income. One should further examine the feasibility of
establishing specialized industrial parks whers ancillary activities would
be available. Also, the services of foreign engineering consultants may be
obtained to review plant layout and the organization of work, with a view
to recommending productivity improvements. In Korea, this is done in the
framework of an investment project financed by the World Bank.

In turn, there would be need to devise a long-term strategy for
the automotive industry in order to avoid further duplication of production
facilities and to ensure vertical specialization in efficient plants. 1In
view of the difficulties of consolidating producers that manufacture
different cars and belong to different business groups, this may be sought
in the direction of specialization agreements involving the exportation of
some parts and components and the importation of others. At the same time,
the implementation of public investments in the production of tractors,
diesel engines, and commercial vehicels, creating duplication with private
facilities, would not be desirable. More generally, in the electrical and
non-electrical machinery, machine-tool, and electronics industries reliance
should be based on private initiative that can ensure the flexibility
necessary to respond to changing world market conditions.

The export incentives discussed earlier could be usefully
complemented by measures to promote marketing abroad, The Export Promotion
Center (IGEME) engages in documentation on a limited scale and has nsither
the staff nor the budget for mounting an effective export promotion
effort. A successful marketing effort would require establishing an

institution that is engaged in the collection of market information, the

provision of advice to exporters, and promotiomal activities, including the
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organization of trade fairs and foresign commercial missions.
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organization to be effective, it should have branches abroad, both to
identify markets and to solicit orders, on the example of KOTRA in Korea
and CACEX in Brazil.

A public institution of export promotion can only play a
supporting role, however, to private firms. Turkey's large business groups
are capable of mounting an export promotion effort but small and medium
size firms can rarely export directly. Correspondingly, trading firms may
play an important role as they do in countries such as Japan and Korea.

The tax benefits they presently receive are limited to large trading
firms. However, small trading firms may be particularly effective in
specialized areas and in exploring new markets.

State Economic Enterprises

While the state economic enterprises pioneered in the development
of manufacturing industries in Turkey, their performance has deteriorated
due to the effects of factors such as detailed and often conflicting
central directions and interventions, the lack of financial discipline, the
politically motivated choice and the inadequate compensation of management
and technicians, and excessive wage and employment levels for production
workers. At the same time, the complexity of financial arrangements,
deficient accounting practices, and incomplete reporting have limited
public accountability. Another major problem has been the virtual lack of
economic analysis of new investment projects.

The control of prices before January 1980 affected but little the
operation of the SEEs as they could get ready financing from the
government. Nor have subsequent increases in prices affected their mode of
operations in a fundamental way. At the same time, formal and informal
price control persists in some areas. Such control has a rationale in the
case of monopolies but not for firms that compete with the private sector.

In the case of natural monopolies, such as electricity, gas, and
water, the price should cover the cost of operations. 1In the case of
monopolies producing traded goods, such as steel and newsprint, the rule
enunciated by the Ministry of Industry, to limit prices to the tariff
inclusive cif import price plus a margin, should be consistently applied
while reducing the margin from its present level of 30 percent. Import
liberalization would, however, obviate the need for such control.

While apart from SEKA, the producer of pulp and paper, all
industrial SEEs made operating profits, these results need to be adjusted
for budgetary subsidies, preferential credit terms, differential corporate
tax rates, and the use of historical depreciation in the accounts. In
order to put the SEEs on the same footing with private industry, they
should receive identical tax and credit terms, with borrowing from
commercial banks replacing governmental credit allocations for operational
needs.
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There would also be need to reform the present system of
decision-making in investments in the manufacturing sector. In an
inward-oriented economy, this was based on the .calculation of needs from
projections of final demand in an input-output framework. Under outward
orientation, it should be replaced by economic project evaluation utilizing
world market prices. A possible solution is to give responsibility for the
evaluation of investments to public investment banks, such as the State
Investment Bank and a new industrial bank combining the banking
subsidiaries of SUMERBANK AND ETIBANK, which is under discussion.
Eventually, both private and public banks, as well as the capital markets,
may be involved in the financing of both private and public enterprises.
This, however, would require major improvements in the SEEs.

As regards the mode of operations of the SEEs, it has been
proposed that the present sector-wide SEEs be replaced by holdings, the
boards of which would supervise the individual production units that would
have their own board of directros and managers. The sector-wide holdings,
in turn, would be supervised by one or more Upper Boards having oversight
responsibility for all industrial holdings, with the government having a
minority role at all levels.

This solution has been advocated on the grounds that it would
reduce governmental interference and contribute to the decentralization of
decision-making. While the proposed alternative would indeed represent a
step towards lesser government involvement and decentralization, it may
give rise to conflicts between the various levels and limit the authority
of managers. It would seem desirable, therefore, to go a step further and
to vest authority for decision-making in managers while ensuring
competition among the independent units.

In this connection, the experience of Hungary with state-owned
firms offers an interest. In Hungary, large firms having plants producing
similar commodities have been broken up and the managers of individual
firms are not subject to production, employment, or export targets.
Rather, they have responsibility for making profits in a competitive
environment and are remunerated on the basis of the profits of the firm.

Turkey may learn from the example of Hungary in breaking up large,
monopolistic SEEs and making the newly-established firms subject to market
conditions, with the managers being given the freedom to decide on
production, prices and, eventually, employment. The possibility of
divesting public firms in sectors outside the basic industries would also
need to be explored further.

After a long period of preparation, the move from centralized
planning to decentralization was accomplished practically overnight in
Hungary. In Turkey, too, careful preparation of the reforms is necessary,
when the limitations of available cadres may not permit their immediate
implementation in full. However, it would be desirable to reach early
decisions as to scope of the reforms. Apart from the issues discussed
above, these should provide for improved information and accountability of
the SEEs.



Agriculture and Agro-Industries

The gradual shift from import protection and export subsidization
for manufacture goods to the use of the exchange rate would benefit
agriculture in Turkey and promote exports as well as import substitution in
this sector. It would further be desirable to gradually move towards world
market price relations for agricutural products and their major inputs,
with the system of support prices limited to a minimum number of
commodities and designed to play largely a stabilizing role.

Alternatively, farmers' incomes may be stabilized by providing an adequate
supply of credit, combined with the establishment of a credit insurance
scheme.

Among agricultural products, the adoption of world market prices
would not be appropriate for hazelnuts, raisins, and tobacco, where Turkey
has an important market position and the elimination of export taxes would
lead to the deterioration of the terms of trade. There is no economic
rationale, however, for maintaining domestic cotton prices below world
market levels that are unaffected by the amount Turkev exports. s

With the price of wheat having been maintained above world market
levels in earlier years, there has been substitution of wheat for cottom in
some areas as well as a shift to the use of irrigated land in wheat
production. The adoption of world market price relations would result in a
lower rate of increase in wheat production and a more rapid rise in the
production of alternative crops. Depending on the region, this may involve
pulses, fodder, oilseeds, cotton, corn, as well as vegetables and citrus
fruits. Similar considerations apply to barley.

The increased production of corn would be beneficial for animal
husbandry. At the same time, it is not desirable to subsidize the use of
concentrated feed and to provide investment incentives to broiler
production that are not available to cattle and sheep, where natural
advantages, in particular, the availability of pasture, favor Turkey. The
exploitation of these natural advantages would be furthered by abolishing
existing limitations on the exports of cattle, beef, lamb and mutton and
permitting the slaughtering of livestock by private industry.

Available incentives appear sufficient in the case of meat
processing where religious customs prevalent in the Middle East provide
additional advantages to Turkey. However, fresh and processed fruits and
vegetables encounter strong competition, with Turkish producers suffering
the traditional disadvantages of an infant industry. It may be desirable,
therefore, to provide preferential tax treatment to fruit and vegetable
processing, encouraging in particular integrated operations, on a temporary
basis. Also, an effort should be made to attract foreign investment in the
industry, where multinationals offer technical expertise as well as
marketing know~how.
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As far as input prices are concerned, the subsidization of
fertilizers and pesticides should be eliminated over time so as to avoid
inefficient usage. Also, uneconomic mechanization and underutilization of
tractors would be discouraged by eliminating any subsidies that may
remain. Finally, water charges should be adjusted so as to ensure the use
of water for higher-value crops. Exceptions may be made, however, for
smaller farms that already utilize family labor for the intensive
production of fruits and vegetables.

The efficient development of Turkish agriculture would also
require taking institutional measures, among which improvements in research
and extension services are of particular importance. Finally, the
promotion of exports, in particular of fruits and vegetables, would
necessitate improvements in transportation as well as in marketing. Turkey
would need to improve, in particular, its railroad and port facilities. In
turn, the implementation of the investment project financed by the World
Bank would benefit the marketing of fruits and vegetables.

Tourism

Tourism is an important foreign exchange earner in Turkey,
accounting for about one-tenth of the exports of goods and services.
Although arrivals declined from a peak of 1.6 million in the late 1970s to
1.3 million in 1980 due to political uncertainties, Turkey should be able
to reverse this trend and to increase its share of the Mediterranean
tourism market which in total is expected to increase by about 7 percent a
year during the 1980s. Turkey's assets include competitive prices
(notwithstanding the higher cost of the air transport component), an
attractive physical environment, an excellent climate and outstanding
sightseeing.

At the same time, the expansion of tourism offers particular
advantages to Turkey, given its favorable capital-labor ratio and the low
rate of import leakage. Taking account of all tourist=-related activities,
it would appear that the cost of earning foreign exchange is relatively low.

The expansion of tourism would require increasing accommodation
capacity as well as a marketing effort. While economic returns are high on
non-hotel tourism activities, such as shopping, entertainment and internal
transport, the profitability of hotels is traditionally modest and the
pay-back period is long. Accordingly, capturing the potential benefits of
tourism would necessitate providing adequate low-cost loan finance for
hotel construction. Even with the proposed increase of its resources, the
amount of loan funds the Tourism Bank will have available is small compared
to requirements; it would provide financing for oanly 4,000 beds a year,
representing an annual increase of less than 6 percent.

The domestic hotel construction effort could be complemented by
foreign investment and one may welcome the proposals made to attract such
investment. At the same time, it should be recognized that the major
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portion of tourism investment in Turkey will continue, as elsewhere, to be
domestic. However, foreign management should be increased to obtain
expertise and marketing experience.

The promotion of tourism should be concentrated in a limited
number of areas, in order to capture economies of scale and to take
advantage of existing, or nearly-completed, infrastructure. In Antalya,
for example, infrastructure is available and only hotel investment is
required at Side, while land tenure problems still need to be resolved in
Kemer. 1In some other areas, such as Izmir and Bodrum, limited improvements -
in connecting roads, sewage and water, and/or telecommunications would have
a high potential payoff.

A concentrated effort would need to be made in marketing,
involving the upgrading tourism bureaus abroad and a major sales campaign.
In cooperation with the private sector and the special tourist authorities
to be established in priority zones, government authorities should play an
important part in such an effort. For this purpose, consideration should
be given to establishing a semi-autonomous national office, appointed by
the Minister of Tourism, which would draw its staff from the travel trade
and be suitably remunerated outside civil service regulations. Such an
office would also enter into contracts with professional marketing firms in
major market countries.

In order to ensure convenient and least-cost access, civil
aviation policy should be reviewsd. This would necessitate weighing the
financial interests of Turkish Airlines (THY) against the economic returns
in the tourism sector and the economy as a whole. Air charter operations,
by both domestic and foreign airlines, should be encouraged and
consideration should be given to granting continuation rights for foreign
airlines.
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