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EXPLANATORY NOTES 

References to dollars ($) art to United States dollars. 

Use of a  hyphen between dates  (e.g.,   1960-1965)  indicates the full period involved, 
including the beginning and end years. 

A full stop (   ) is used to indicate decimals. 

A comma ( , ) is used to distinguish thousands and millions. 

The term "billion" signifies a thousand million. 

In  tables, three dots (...) indicate that data are not available or are not seperately 
reported. 

Totals may not add precisely because of rounding. 

Besides the common abbreviations, symbols and ttrms, the following have been used in this 
report: 

Ganara I 

ASI Asien Statistical Institute 

DRC domestic resource cost of foreign exchange 

EEC European Economic Community 

EC LA Economic Commission for Latin America 

GOP gross domestic product 

QNP gross national product 

ISIC International   Standard   Industrial  Classification of ell   Economic 
Activities 

ERP effective rete of protection 

MVA manufacturing value-added 

n.e.c. not elsewhere classified 

NSP net social profitability 

OECD Organisation for Economic Co-operation and Development 

SITC Standard International Trade Classification 

USAID United States Agency for Internetional Development 

GATT General Agreement on Tariffs and Trade 

Bratit 

Inda 

Country organizations 

BND E Banco Nacional do Desenvolvimento Economico 

CACEX Carteriodo Comercio Exterior 

CD I Conselho do Desenvolvimento Industrial 

SUD EN E Superintendencia do Desenvolvimento do Nordeste 

DGTD Director General of Technical Development 

PAD Project Appraisal Division 

PIB Public Investment Board 



Mexico 

CANACINTRA National Chamber of the Manufacturing Industry 

CED IS tax refund certificates 

CONCAMIN Federation of Chambers of Industry 

FOGAIN Guarantee and Development Fund for Medium-Scale and Small-Seal« 
Industry 

FOMEX Fund for the Promotion of Exports of Manufactured Goods 

FOMIN National Industrial Development Fund 

FONEP National Fund for Pre-investment Studies 

NAFINSA Nacional Financiera SA 

Turkey 

AP Adalat Partasi (Justice Party) 

CHP Cumhuriyet Halk Partesi (Republican People's Party) 

DPT Devlet Planlama Teskilati (State Planning Organization) 

DYB Devlet Yatirim Bankasi (State Investment Bank) 

KIT Kamu Iktisadi Tesekkulleri (State Economic Enterprise) 

SKYB Sinai   Kredi  ve Yatirim  Bankasi   (Industrial  Credit and  Investment 
Bank) 

TSKB Türkiye Sinai  Kalkinma  Bankasi   (Turkish   Industrial  Development 
Bank) 



Preface 

The Second General Conference of the United Nations Industrial Development 
Organization (UNIDO), held at Lima in 1975, established a 25 per cent target share 
for the developing countries in world manufacturing value added (MVA) to be 
achieved by the year 2000 (about a threefold increase from the share in 1975). To 
attain this target and other national industrial goals, a large increase in capital and 
other inputs to industry will be required. How to allocate these resources within the 
industrial sector, that is, how to select industrial priorities, is an important question 
the developing countries will need to consider carefully if they are to achieve their 
national industrial goals without wasting resources. 

The study examines and assesses the process of selecting industrial priorities in 
practice, rather than in theory, in the hope that improved empirical knowledge of the 
selection process will aid actual decision makers and lead to more meaningful 
theoretical analysis. Considerable emphasis is placed on the institutional background 
of decision makers, their aims and the nature of constraints that influence decisions 
and choice of policy instruments. Unlike most studies on development, it is the 
process itself rather than the outcome of the process of selecting industrial priorities 
th¿?t is the main concern here. 

As a guide to future decision making, the study focuses on how in recent years 
(up to around 1975) five major developing countries- Brazil, India, Mexico, Republic 
of Korea and Turkey-have selected industrial priorities. 

Besides having a combined population of 850 million (1975) and accounting for 
half of the manufacturing value added of the developing countries (as of 1975), the 
five countries examined here, all of which have fairly advanced industrial sectors, 
encompass a wide spectrum of industrial development experience, the analysis of 
which should be of general interest to economists, administrators and others 
concerned with the industrialization of the developing countries. 

In his essay on Brazil, Joel Bergsman (World Bank) shows a system effectively 
operated by and for the business community. On India, Deepak Lai (University 
College London) analyses the lack of economic rationale in decision making and 
calls for greater emphasis on social profitability. Leopoldo Soli's, Subdirector 
General, Banco de México SA, Mexico City, on Mexico, shows decisions to be 
strongly influenced by private interests and to be made largely on the basis of 
commercial profitability. Irma Adelman (University of Maryland, College Park) and 
Larry Westphal (World Bank), on the Republic of Korea, indicate that decision 
making there has become highly refined through use of programming models. In the 
essay on Turkey, Anne 0. Krueger (University of Minnesota) and Baran Tuncer 
(Bogaziçi University, Istanbul) emphasize the ad hoc nature of decision making. 
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ova 
CONTENTS 

Chapttr P»g* 

I. Statistics and methodology 
Secretariat of UNI DO      1 

Statistical indicators of industrial development     2 
Methodologies for assessing industrial priorities: a brief review  6 
Outline of the selection process      9 

II. Industrial priorities in Brazil /HI/LQ. 
J. Bergsman      12   1/7/0,3 

The institutions and the instruments     12 
How priorities are determined      17 
Facts that influence the setting of priorities      20 
Conclusions      21 

III. Industrial priorities in India /)ét | LU 
D.Lai     24    (/TOT 

Industrial planning and controls in India, 1951-1975      24 
Determinants of the pattern of investment     30 
"Optimal" investment planning      39 
Future prospects     43 

IV.    Industrial priorities in Mexico A(h\iS\ 
L. Soils     48   UT©? 

Background      48 
The institutional framework      49 
Industrial policy     52 
Instruments of industrial policy      57 
Influence of public-sector enterprises on setting of priorities     89 
Effects of policy on setting of industrial priorities     92 
Conclusions      111 

V.    Industrial priorities in the Republic of Korea 
/. Adel man and L. E. Westphal 113 

Background     113 
Institutions for planning and instruments for implementation     115 
The second five-year plan     116 
The third five-year plan      121 
Lessons learned from the second and third five-year plans    126 

ix 

Olltt 



WW 
Chapter Pa*e 

VI.    Industrial priorities in Turkey 
A. 0. Krueger and B. Tuncer 129 

Structure and growth of the Turkish economy     129 
Policies for growth 131 
The State economic enterprises     133 
Economic goals and decision makers    135 
Foreign influences    1^1 
Determining industrial priorities: the planning stage    142 
Programming and implementation in the public ector     147 
Determinants of resource allocation in the private sector 152 
Incentives for private investment     164 
Influence of trade policies on allocation of resources     166 
Effectiveness of priority selection in Turkey    169 

Figure 

Schematic view of the selection process 10 

Tables 

I. MVA, share of five countries in developing country total, 1975, and MVA 
growth rates 1960-1975         2 

2   MVA share in GDP, 1960 and 1975, five countries and total, developing 
3 countries        ° 

3. Sectoral composition of MVA (ISIC 3), 1970, by major group, five 

countries     
4. Manufactured exports, share of five countries in developing country total, 

1973, ratio of manufactured exports to MVA, 1973. and growth rate of 
manufactured exports, 1969-1973         5 

5. Structural composition of manufactured exports, five countries, 1973, by 
SITC section  5 

6. Plan achievements and targets of capacity and production-selected industries 31 
7. Social and private rates of return in Indian industries (1968)     37 
8. Principal types of fiscal incentives in Mexico for industrial development    . . 58 
9. Principal financial instruments for promoting industrial development    .... 68 

10. Nominal tariffs and effective protection, by product group, 1960  70 
II. Capital density in industries exporting more than 4 per cent of the gross 

value of their production       97 
12. Degree of geographical concentration in industry 100 
13. Structure of the industrial sector    106 
14. Capital goods industries     107 
15. Maquila industries    109 
16. Real GNP and some components, selected years     130 



Page 

17. Relative importance of State economic enterprises in Turkish industry in 
selected years    134 

18. Planned investment allocations in the three five-year plan periods 143 
19. Estimated economic rates of return for projects financed by TSKB during 

1974 and 1975 (through August) 160 
20. Distribution of fixed investment by sector, 1965-1970    170 
21. Estimates of economic and financial rates of return and effective rates of 

protection for selected industrial projects 176 

xi 



I.   Statistics and methodology* 

The starting point for this study is the premise that for many, perhaps most 
developing countries, the process of selecting industrial priorities has been piecemeal 
and only distantly related to the attainment of national goals. Institutions involved in 
the selection process often play adversary, rather than co-operative, roles. Decisions, 
both public and private, have been conflicting, having frequently been made in 
isolation on the basis of narrow vested interests. They have not been developed 
within a consistent framework reflecting rational choice from among feasible 
alternatives. Given the need for such a framework, however, methodological criteria 
proposed in recent years by theoretical economists are being put into practice to a 
very limited extent, partly because data requirements (the cost of acquiring reliable 
information), and skilled manpower requirements (the cost of training or importing 
economic analysts) may be high and partly because such criteria have tended to focus 
on economic efficiency without adequately taking into account social objectives such 
as income distribution and employment, political constraints on policy change, and 
problems associated with the lack of institutional infrastructure. Such criteria should 
be easier to apply, take political reality into greater account and focus more on 
socio-economic, rather than simply economic issues. 

The question of reality, that is, divergence between the practice and the theory 
of selecting industrial priorities, may be illustrated by the following fictitious 
conversation: 

PROMINENT ECONOMIC ADVISER: Mr Minister, you must alter policies so 
as to promote priority industries and discourage non-priority ones. 

MINISTER OF INDUSTRY: Very sound advice, but how do I know a priority 
from a non-priority industry'7 

PROMINENT ECONOMIC ADVISER: According to my never-fail linear 
programming model, A, B and C are your priority industries. 

MINISTER OF INDUSTRY: But A provides no employment, B is making 
ever-increasing losses and C is owned by a family supporting the political 
opposition. It seems to me that in this case we can do without your never-fail linear 
programming model! 

The study indicates that, at least for some of the countries examined, such 
divergence of viewpoints between the practitioner and the theoretician, or lack of 
dialogue between political decision maker and economic technician,1 may be a 
serious problem that needs to be overcome if the process of selecting industrial 
priorities in these countries is to be improved. 

This chapter discusses some statistical indicators of industrial development in 
Brazil, India, Mexico, Republic of Korea and Turkey on a comparative basis. Next, 

»Secretariat of UNIDO. 
' Such as the iterative procedure suggested in Guidelines for Project Evaluation (United 

Nations publication. Sales No. 72.II.B.11). 
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the main methodological alternatives currently being suggested by theoretical 
economists as a basis for selecting industrial priorities are briefly reviewed Finally a 
conceptual outline of the selection process, which may be compared with the 
experience of the five countries as examined in chapters II-VI, is presented. 

Statistical indicators of industrial development 

Tables 1-5 show some key indicators of industrial development in Brazil, India. 
Mexico the Republic of Korea and Turkey in terms of the significance, similarities 
and differences in the manufacturing sector in the five countries. Contrasts in the 
manufacturing sectors of India and the Republic of Korea are particularly striking, n 
Sdk, the manufacturing sector is small in proportion to GDP, but large relat.ve to 
total manufacturing value-added (MVA) of the developing countries Moreove 
Indian MVA growth is low, and manufactured exports account for a relatively small 
proportion of those of the developing countries; the opposite is true for the Republic 

°f KTable 1 shows that as of 1975, these five countries accounted for about half of 
total MVA of the developing countries, excluding the centrally p^•d*com•¿ 
countries of Asia. Brazil's share in the total amounted to about two fifths. During the 
oeriod 1960-1975, the Republic of Korea's manufacturing sector grew Particularly 
Lidly at an average annual rate of almost 19 per cent. In India, on the other hand, 
the MVA growth rate was only about 4 per cent, well below the average 

Table 2 shows that the Republic of Korea's share of MVA m GDP grew 
remarry, from 11 per cent in 1960 to 32 per cent in 1975. Turkey s share of 
MVA in GDP in 1975, almost 22 per cent, also was considerably larger than in I960. 
The change in Brazil, India and Mexico was much smaller, but even in these countries 
the conUibutkm of the manufacturing sector to GDP has been increasingly 

important. 

TABLE 1    MVA   SHARE OF FIVE COUNTRIES IN DEVELOPING 
COUNTRY TOTAL, 1975, AND MVA GROWTH RATES 1960-1975 

(Percentage) 

Share in 
developing MVA average 
country annual growth 

Country total, ¡975 rate ¡9601975 

Brazil 19.52 8.33 

India 9.80 4.22 

Mexico 11.08 8.38 

Republic of Korea 
Turkey 

4.76 
4.32 

18.61 
10.06 

Total 49.48 7.86 

All developing countries 100.00 7.42 

Source: United Nattons Statistical Office. 
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TABLE 2.   MVA    SHARE    IN   GDP,    1960    AND    1975,    FIVE 
COUNTRIES AND TOTAL, DEVELOPING COUNTRIES 

(Percentage) 

Share of MVA in GDP 

Country 1960 1975 

Brazil 21.45 24.86 
India 12.43 15.22 
Mexico 19.03 23.03 
Republic of Korea 11.10 32.31 
Turkey 12.88 21.53 

Average, five countries 16.23 21.91 

All developing countries 15.40 19.06 

Source: United Nations Statistical Office. 

Tabic 3 shows the sectoral composition of MVA in the five countries as of 1970. 
In each, food, beverage and tobacco industries; textiles, wearing apparel and leather 
and leather products industries; chemical industries; and metal products, machinery 
and transport equipment industries (ISIC divisions 31, 32, 35 and 38) accounted for 
75-80 per cent of total MVA. Of these, food, beverages and tobacco accounted for 
33 per cent of MVA in Turkey, 22 per cent in the Republic of Korea, 21 per cent in 
Mexico, 17 per cent in Brazil and 14 per cent in India. Wearing apparel and leather 
and leather products accounted for 31 per cent of MVA in India, 24 per cent in 
Mexico, 23 per cent in the Republic of Korea, 18 per cent in Turkey and 13 per cent 
in Brazil. Chemicals accounted for 19 per cent of MVA in Brazil, 12 per cent in 
India, 16 per cent in Mexico, 20 per cent in the Republic of Korea and 17 per cent in 
Turkey. Metal products, machinery and transport equipment accounted for 26 per 
cent of MVA in Brazil, 19 per cent in India and Mexico, 14 per cent in the Republic 
of Korea and 12 per cent in Turkey. Some product groups such as tobacco 
manufactures and petroleum refining showed particularly wide country-to-country 
variation in their contribution to MVA, presumably as a result of differences in 
factors having an influence on industrial priorities such as local tastes and availability 
of resources. 

Turning to export of manufactures, table 4 shows that, as of 1973, the five 
countries accounted for 26 per cent of the total for developing countries. The ratio 
of manufactured exports to MVA varied 7-18 per cent, except for the Republic of 
Korea, which had a very high ratio of 82 per cent. During the period 1968-1974, the 
average annual rate of growth in the Republic's manufacturing exports was also very 
high, 51 per cent. High growth rates during the same per od were also recorded by 
Brazil (44 per cent) and Turkey (40 per cent). 

Manufactures accounted for 84 per cent of total exports of the Republic of 
Korea in 1973, more than half for Mexico and India, but only about two fifths of 
total exports for Turkey and Brazil (table 5). Most of Turkey's and India's 
manufactured exports were those classified chiefly by material (SITC 6), as was 
almost half of Brazil's manufactured exports. For the Republic of Korea, SITC 6 and 
8 were important, whereas for Mexico, SITC 6 and 7 were important. 
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TABI 1   1    SI CTORAL COMPOSITION OF MVA (ISIC 3), 1970, BY MAJOR GROUP, ITV1 
COUNTRII S 
(Percentage) 

Country 

¡CIS major group" Brazil India 

311-312 
313 
314 
321 
322 

323 

324 

331 

332 

341 

342 

351 
352 

353 
354 

355 
356 

361 

362 

369 

371 
372 
381 

382 

383 

384 

Mexico 

18.24 
2.05 
1.02 
9.94 

8.09 

Food manufacturing 13.32 8.31 
Beverage industries 2.27 1.16 
Tobacco manufactures 1.41 4.27 
Manufacture of textiles 9.14       21.77 
Manufacture of wearing apparel, 

except footwear 1-68 3.79 
Manufacture of leather and 

products of leather, 
leather substitutes and fur, 
except footwear and wearing 
apparel 0.63 1.63 1.43 

Manufacture of footwear, except 
vulcanized or moulded rubber 
or plastic footwear 1-65 3.61 5.02 

Manufacture of wood and wood 
and cork products, except 
furniture 2.53 4.23 1.54 

Manufacture of furniture and 
fixtures, except primarily 
of metal 2.05 0.80 

Manufacture of paper and 
paper products 2.59 1.28 

Printing, publishing and 
allied industries 3.58 2.09 

Manufacture of industrial chemicals     5.83 4.03 
Manufacture of other chemical 

products 4.87 4.68 
Petroleum refineries 2.01 133 
Manufacture of miscellaneous 

products of petroleum and coal 2.01 0.10 
Manufacture of rubber products 1.94 1.41 
Manufacture of plastic products 

not elsewhere classified 1 87 0.26 
Manufacture of pottery, china 

and earthenware 1.39 0.45 
Manufacture of glass and glass 

products 0.94 0.85 
Manufacture of other 

non-metallic mineral products 3.61 4.Q9 
Iron and steel basic industries 4.01 5.74 
Non-ferrous metal basic industries        4.01 1.34 
Manufacture of fabricated metal 

products, except machinery 
and equipment 3.35 5.70 

Manufacture of machinery, 
except electrical 7.35 4.08 

Manufacture of electrical 
machinery apparatus, 
appliances and supplies 5.34 3.33 

Manufacture of transport 
equipment 8.69 3.34 

0.51 

2.46 

3.07 
2.56 

5.22 
5.84 

0.20 
1.33 

0.41 

0.10 

1.64 

3.28 
3.89 
1.33 

4.10 

3.07 

4.81 

6.66 

Republic 
of Korea   Turkey 

14.13 
4.50 
3.80 

15.70 

6.70 

0.33 

0.66 

2.89 

0.53 

2.28 

3.15 
6.45 

3.82 
5.46 

1.09 
1.58 

1.59 

0.45 

0.77 

4.38 
2.53 
0.34 

1.64 

1.93 

4.17 

5.44 

15.94 
4.34 

13.02 
13.92 

2.32 

0.40 

0.91 

1.41 

0.20 

1.72 

1.51 
0.81 

3.83 
10.08 

0.20 
1.82 

0.70 

0.91 

0.80 

3.33 
6.66 
1.81 

4.24 

2.62 

1.82 

3.33 
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Country 

¡CIS major group" Brazil India 
Republic 

Mexico        of Korea   Turkey 

385 Manufacture of professional and 
scientific, and measuring and 
controlling equipment not 
elsewhere classified, and of 
photographic and optical goods        0.95 

390 Other manufacturing industries 0.95 
2.55 
3.73 

0.41 
1.74 

0.34 
3.32 

0.10 
1.20 

Source: United Nations Statistical Office. 
aSee International Standard Industrial Classification  of all Economic  Activities (United 

Nations publication, Sales No. E.68.XVII.8.). 

TABLE 4. MANUFACTURED EXPORTS, SHARE OF FIVE COUNTRIES IN DEVELOPING 
COUNTRY TOTAL, 1973, RATIO OF MANUFACTURED EXPORTS TO MVA, 1973, 
AND GROWTH RATE OF MANUFACTURED EXPORTS, 1969-1973 

(Percentage) 

Manufactured 
exports. 

Manufactured exports. Ratio of average annual 
share in developing manufactured exports growth rate. 

Country country total 1973 to MVA, 1973 1969-1973" 

Brazil 8.02 7.64 44.21 

India 4.62 18.15 18.02 

Mexico 4.36 14.84 23.08 

Republic of Korea 7.93 82.46 51.03 

Turkey 1.34 7.02 39.56 

Total, five countries 26.27 17.51 34.28 

All developing 
countries iOO.OO 20.49 22.98 

Source: United Nations Statistical Office. 
aFor Brazil, Republic of Korea and Turkey, 1968-1974; for India, 1969 1974; for Mexico, 

1968-1973. 

TABLE 5.   STRUCTURAL COMPOSITION OF MANUFACTURED EXPORTS, FIVE COUN- 
TRIES, 1973, BY SITC SECTION 

(Percentage of SITC 0-9) 

Manufactures Machinery 
classified and Miscel- 

Manufactured chiefly by transport laneous 
exports Chemicals material equipment manufactures 

Country (SITC S-8) (SITC 5) (SITC 6) (SITC 7) (SITC 8) 

Brazil 19.82 1.77 9.19 4.90 3.96 

India 53.09 1.97 40.60 4.22 6.30 
Mexico 51.93 6.42 20.44 17.62 7.45 
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TABLE 5 (continued) 

Country 

Manufactured 
exports 
(SITC 5-8) 

Chemicals 
(SITC 5) 

Manufactures 
classified 
chiefly by 
material 
(SITC 6) 

Machinery 
and 
transport 
equipment 
(SITC 7) 

Miscel- 
laneous 
manufactures 
(SITC 8) 

Republic 
of Korea 

Turkey 
84.21 
18.06 

1.51 
1.06 

34.10 
11.94 

12.25 
0.68 

36.36 
4.38 

Source: United Nations Statistical Office. 

Methodologies for assessing industrial priorities: a brief review 

In recent years various methodologies for evaluating alternative resource 
allocations have been developed on the basis of optimization and economic growth 
models, theory of international trade and applied welfare economics. Some of these 
methodologies have been intended for national, general-equilibrium analysis, some for 
sectoral or product-level analysis and others for project analysis. Those most relevant 
to the problem of assessing industrial priorities are discussed below. 

Broadly speaking, as the scope of the analysis widens an increasingly simplified 
view of policy goals and instruments and economic structure is taken. Linear 
programming models, which permit "optimal" general-equilibrium solutions by 
imposing constraints on resource use, have provided the main basis for national 
analysis, but have been little used in assessing industrial priorities because of their 
highly restrictive assumptions and lack of detailed sectoral specification (Eckaus and 
Parikh (1968), Goreux and Manne (1973), Manne (1974)). Techniques known as 
domestic resource cost (Bruno 1972, Krueger 1972), effective protection (Corden 
1971) and semi-input-output (Kuyvenhoven 1976), which give partial-equilibrium 
solutions based on the concept of comparative advantage, have been used for sectoral 
or product-level analysis. Among project analyses, based on cost-benefit techniques, 
the Guidelines for Project Evaluation, Guide to Practical Project Appraisal, the 
revised book by Little and Mirrlees (1974) and that by Squire and van der Tak 
(1975) are probably most representative of the current school of thought.2 

These methodologies have several characteristics in common. First, an objective 
function, or statement of what is to be maximized-economic efficiency, planners' 
preferences or social welfare (however defined), for example-is selected. Secondly, a 
set of policy instruments reflecting what is believed to be areas of feasible policy 
control is chosen. Depending on the particular situation,, choice may be assumed to 
be restricted to small changes in a single policy instrument or to be virtually 
unlimited. Thirdly, using techniques such as input-output analysis, the direct and 

2 A somewhat different approach is taken in the "effects method" of project evaluation. 
B Balassa, "The 'effects method' of project evaluation once again" and M.Chervel, "The 
rationale of the effects method, a reply to Bela Balassa", Oxford Bulletin of Economics and 
Statistics, vol. 39,1977. 
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indirect effects of a possible policy change on commodity and factor flows are 
determined. Fourthly, a set of shadow (i.e. social accounting or planning) prices of 
commoditis and factors is calculated. If, for example, economic efficiency is taken as 
the sole objective and constraints on policy change are nil, shadow prices reflect 
opportunity costs, including those derived through trade possibilities. In some 
instances market prices may be taken as equivalent to shadow prices, which is to say 
that social value is reflected by market forces. Fifthly, a criterion for resource 
allocation and a corresponding set of rules for making policy decisions are proposed. 
Because of these similarities, the results obtained through use of apparently different 
methodologies will often be quite close in practice (although differences in treatment 
of time, for example, will affect results). 

The mathematical relationship between net social profitability (NSP) as derived 
through project evaluation, domestic resource cost of foreign exchange (DRC) and 
effective protection (EP) is examined below.3 

NSP is a cost-benefit criterion where activities should be undertaken if and only 
if the value of commodity output at least equals the value of commodity and factor 
inputs, with all values expressed in terms of shadow prices. NSP may be defined 
simply as 

NSP = B - (C, + Cf) (la) 

where B is the value of output, C¡ is the value of commodity inputs and Cf is the 
value of direct factor inputs, all expressed in local currency. 

Alternatively, costs may be expressed as the sum of domestic factor costs and 
foreign exchange costs, so that 

NSP = 5-(Cd+Ce) db) 

where Cd (domestic factor costs) and Ce (foreign exchange costs) are found by 
breaking down C¡ and Cf into their direct and indirect domestic factor and foreign 
exchange costs. For example, direct repatriated profits from foreign investment and 
imported materials used indirectly in producing inputs included in C¡ would be added 
to Ce. Other components of Cf and the indirect domestic factor content of C¡ would 
be added to Cd. 

Equation ( 1 b) also may be rewritten to express the benefit and foreign exchange 
costs in terms of foreign currency so that 

NSP = BX ~~ (Cd + CeX) (lc) 

where B and Ce are the benefit and foreign exchange costs expressed in foreign 
currency and X is the shadow exchange rate. 

DRC is a measure of the cost of an activity in terms of domestic resources used 
directly and indirectly (in local currency), relative to foreign exchange gains through 
export or import substitution (in foreign currency). Activities should be undertaken 
if DRC is less than the shadow exchange rate, for a DRC > X implies that the 
domestic resource cost of gaining foreign exchange is too high relative to 
opportunities available in other activities. DRC may be defined as 

DRC = Cdl(B- Ce) (2) 

JTo keep the analysis simple, semi-input-output, NSP as derived through linear-pro- 
gramming models and differences between various project evaluation methodologies are not 
considered here. Also, the time dimension is disregarded, shadow prices are taken to reflect 
international trade opportunities and output is assumed to be a tradable product. 
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DRC has for the most part been used at the sectoral or product level as a 
simplified cost-benefit criterion (no time dimension, shadow prices of domestic 
factors generally taken as given, little emphasis on objectives other than efficiency). 
It is basically equivalent to NSP, however. If the expression for Cd derived from (2) 
is substituted into equation (1c), we find 

NSP = #X    DRC(ß    Ce)    C\X (3a) 

Rearranging, we have 

NSP = (X    DRC) (B    Ce) (3b) 

From equation (2) it can be seen that if the net foreign exchange gain (B Ce) 
is positive,4 then DRC >0. Further, from equation (3b) it can be seen that if 
DRC<Ar, then NSP > 0. Thus industrial priorities will receive the same ranking 
when the DRC criterion, with acceptance of an activity if and only if DRC < X, is 
applied as they will when the NSP criterion, with acceptance when NSP>0, is 
applied. 

Although in the past there has been considerable controversy regarding the 
relationship between DRC and effective protection (EP), with some arguing that they 
were equivalent and others arguing that one or the other provided a superior criterion 
for assessing industrial (and other) priorities, it is now clear that EP, as generally 
defined, is not equivalent to DRC and it does not provide an acceptable criterion for 
assessing industrial priorities (Pearson 1976; Srinivasan and Bhagwati 1978). 

EP may be defined as 
V* 
- - 1 (4a) 
V 

where V is value added at international (shadow) prices and V* is value added at 
domestic (market) prices. Expressed in the cost-benefit terms of previous equations, 
EP equals 

<*^-Ç>-l (4b) 
(B    Q) 

where B* and Cf are measured at domestic (market) prices. Thus EP is simply the 
ratio, expressed in per cent, of the net commercial benefit to the net social benefit of 
an activity when domestic factor costs are disregarded. EP may be useful in showing 
the degree of divergence between international and domestic value added, but it does 
not provide a satisfactory criterion for ranking resource allocations. Even if the EP 
equation is modified to include domestic factor costs valued at shadow prices (in the 
denominator) and at market prices (in the numerator), NSP (the denominator) may 
be positive; but EP may be positive or negative, depending on the sign of the 
numerator, net commercial profit. Calculations of EP and DRC at the industrial 
subsector level have been made for many dev^Io^ing countries (Little, Scitovsky and 
Scott (1970), Balassa (1971), Bhagwati, Krueger et al (1975-77)). 

Although these methodologies represent a substantial advance over earlier 
techniques for planning and evaluation of industrial development policies (Chenery 
1961), they have aroused much criticism because of assumptions made regarding 
objectives, instruments and economic structure. Areas of disagreement include the 
extent to which detailed and accurate economic data are available, the acceptability 
of various (often  implicit) value judgements built  into  the  analysis and the 

4 If (B - Ce) is negative, the activity should be rejected under both DRC and NSP criteria. 
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administrative feasibility of policy change. An essential part of the problem would 
seem to be that criteria intended to assist in selecting industrial priorities have been 
formulated without giving adequate attention to the real world in which they are to 
be used. 

Outline of the selection process 

Analysis of the process of selecting industrial priorities requires that we identify 
decision makers, their objectives and areas of policy control, possible conflicts among 
decision makers and criteria used to choose from among alternative sets of industrial 
priorities We also need to look at the outcome of the selection process, that is, the 
resulting priorities and investment pattern, and its influence on industrial structure 
and growth and on the size and distribution of income. 

We may ask what institutions (planning commission, finance ministry, industrial 
development ministry, international trade ministry, political bodies, regional 
organizations, public enterprises, chambers of commerce. World Bank etc.) play a 
role in setting industrial priorities? What are their functions and powers^ To what 
extent are institutions interdependent? To what extent are relations between 
institutions characterized by co-operation or confrontation? Are individual 
personalities important To what extent are private market forces involved? 

We may also ask what specific criteria and methods, if any, are used to establish 
industrial priorities. To what extent are objectives other than economic growth, such 
as increased employment or balanced income distribution among social groups or 
regions involved? Have criteria been used consistently, and to what extent do 
criteria' accepted by different institutions conflict? To what extent are priorities 
influenced by ad hoc judgements? What role is played by lobbyists and political 
pressure groups? By ignorance, corruption and administrative difficulties'? 

Regarding implementation and results, we may ask, have the industrial priorities 
established been translated into investment decisions that will be effective in 
achieving national goals? If not, why^ Do existing policies in particular areas (trade, 
exchange rate, monetary supply, taxation, investment licensing, wage and price 
controls etc.) complement or conflict with established industrial priorities? To what 
extent do the objectives of the private sector, which may have ultimate control over 
investment decisions, conflict with public policy aims? Has the system resulted in a 
reasonable allocation of resources within the industrial sector? If not, is it because of 
the faulty setting of priorities? If so, what can be done to improve existing methods 
of selecting industrial priorities? 

The figure shows a highly simplified view of the selection process. Moving trom 
top to bottom, we identify first the decision makers and decision-making 
institutions. Next we identify their objectives, control instruments and criteria for 
making choices. These are combined to give an allocation of resources within the 
industrial sector, which, in turn, is translated into welfare effects, that is, the impact 
of resource allocation decisions on the economic structure. Finally the economic 
structure is shown as providing feedback to the decision makers, their objectives, 
instruments and choice criteria and the resulting resource allocation. 

In contrast to the abstract view represented in the figure we now turn to the 
actual practice of Brazil, India, Mexico, the Republic of Korea and Turkey in 
selecting industrial priorities as of the mid 1970s. 
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Set of objectives 
0= [oi, o2,o3,. . .] 

Set of decision makers and 
decision-making institutions 

Set of control instruments 
(policy variables) 

/>= [Pi.P2.Pi 1 

Set of resource allocations 
(investment targets) 
A = [ai,a2,a3 ) 

Set of welfare effects 
(output, employment, 

distribution etc.) 
W= [tvi, Wt, w3. . . .] 

Set of criteria for choice 
C=  [Cx.C^.Cj ] 

Schematic view of the selection process 
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II.   Industrial priorities in Brazil" 

The institutions and the instruments 

The first question that arises in determining who sets industrial priorities in any 
country is how investment is divided between the public and private sectors. In 
Brazil, private and public decision makers exert considerable influence on each other, 
and therefore it is often difficult, and indeed almost beside the point, to decide 
which sector is making the decisions and which sector is following. Government 
influence is exerted through many instruments, including not only direct government 
investment and influence on the investments of partly public firms but also loans and 
equity financing from government and from private banks, special incentives, taxes 
on domestic production and on trade and price controls. At the same time the 
influence of private industrialists on government policy has been pervasive in recent 
years. 

Direct public investment has been of great importance in steel, petroleum and 
chemicals, but unimportant in the other manufacturing sectors. Of course, heavy 
government investment in transportation, electric power, other infrastructure and 
iron ore mining also affects the manufacturing sector as a whole. 

Substantial government participation in the iron and steel industry began only 
after the industry had grown to quite a respectable scale. Iron and steel making was 
started by private entrepreneurs while Brazil was still a colony of Portugal. By 1930 
the industry supplied 95 per cent of apparent consumption of pig iron and 85 per 
cent of apparent consumption of steel5. This growth was based on local consumption 
and local raw materials: rich iron ore deposits and charcoal; the latter, used almost 
exclusively instead of coal for iron ore reduction in early years, came at first from 
forests and later from eucalyptus plantations created for that purpose. It has been 
pointed out that this industry has developed "naturally": i.e., as a result of 
comparative advantage and market forces rather than of deliberate policy. 

Since the 1940s, however, the Government has played a major role in the 
continued expansion of the industry by establishing modern, larger, more capital 
intensive integrated plants. Today, government firms account for over half of the 
steel industry's production.6 The three largest companies are CSN, a wholly 
government-owned firm set up in the 1940s, COSIPA and USIMINAS, which are 
government-controlled ïrms dating from the 1950s and 1960s. 

Petroleum production and refining today are at far higher levels than they would 
have  been  without   direct   government intervention. The petroleum  sector is 

•Joel Bergsman (World Bank). This study was done in 1975, before the author joined the 
World Bank. 

'Werner Baer, The Development of the Brazilian Steel Industry (Nashville, Tennessee, 
Vanderbilt University Press, 1969), p. 87. 

'Werner Baer, Isaac Kerstenetsky and Annibal V. Villela, "The changing role of the state in 
the Brazilian economy", World Development, November 1973. 
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dominated by Petrobras, a government enterprise founded in 1953 and now the 
largest company in Brazil. Petrobras monopolizes exploration exploration by private 
firms is hard to imagine and accounts for over half of existing and all new refining 
capacity and about half of sales. In 1968, Petrobras entered the petrochemical sector 
in earnest with the founding of its subsidiary Petroquisa. 

The Government decided to enter these sectors for two basic reasons: (a) it 
assumed that national economic development could proceed only if highly autarkic 
policies were adopted; and (b) it was strongly nationalistic. That is, growth through 
exports and international specialization was not thought to be feasible to any great 
extent, and development of import substitution required domestic production of 
basic inputs so as to reduce the need for foreign exchange; nationalistic desires for 
self-sufficiency and independence led to the same policy. Given these ideas, high 
public (as opposed to private) investment in these fields was, apparently, something 
close to a necessity. Extensive exploration for petroleum (and, to a lesser extent, 
processing) seemed so far from profitable that truly draconian incentives would have 
been required to induce private activity. Moreover, these measures would almost 
certainly have had to include high market prices, an outcome antithetical to import 
substitution in lines that use petroleum products. In the steel industry the rate of 
return for private enterprise was good, but the huge amounts of capital required by 
large, modern integrated mills were not forthcoming from private sources.7 

Government equity participation reduced the amount of private capital needed and 
also provided an implicit promise that the industry would be well treated in the 
future. 

To move now from direct public investment to the activities of government 
banks, only the National Economic Development Bank (Banco Nacional de 
Desenvolvimento Economico-BNDE) has had a major effect on industrial priorities. 
In its early period, 1952-1964, 59 per cent of BNDE resources went to energy and 
transport and 37 per cent to manufacturing. Twenty-five of the latter 37 percentage 
points went to steel and 4 to chemicals. Most of the rest was divided among motor 
vehicles, non-ferrous metals, shipbuilding, pulp and paper and other metal products. 
After 1964 BNDE shifted from providing major assistance for large capital projects 
providing working capital and smaller loans to more firms in a wider variety of 
industries. Assistance to buyers of Brazilian-made capital equipment was a major 
focus of this activity; BNDE has thus helped this sector significantly in the last 
decade even though its reported sectoral allocations do not show this effect. During 
the period 1966-1969, BNDE devoted between one third and one half of its total 
resources to industrial sectors other than steel; the share going to steel dropped to 
less than 10 per cent. Electricity, transport, and communications became important 
once again, rising to over one third.8 

BNDE investments in infrastructure are the non-surprising response to the need 
for infrastructure. Early allocations to steel reflect the need for public investment in 
that sector explained a few paragraphs earlier, while the shift during 1964-1966 can 
now be seen as a temporary desire-since forgotten-to reduce the role of public 
capital in the economy. 

The unimportance of government investment in other parts of manufacturing 
can be seen from the low total of government investment-4 to 6 per cent of GDP 
during the 1950s and 1960s (source: national accounts)-and the low share ofthat 

7For details see Baer, op. cit., pp. 79-83. 
* BNDE Annual Reports (author's calculations). 
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total that went to manufacturing-about 2 per cent in 1969.9 Thus, in 1969, a 
representative year, public investment in manufacturing amounted to roughly 
0.12 per cent of GDP (2 per cent of 6 per cent). Further evidence includes 
industry-wide computations reported by Morley and Smith,1 ° where the only sectors 
in which government enterprises are even mentioned are metals, chemicals (including 
petroleum) and transportation equipment (where the government share is 3 per 
cent); and the annual economy-wide survey, "Who's Who in the Brazilian Economy" 
published by the magazine Visao (e.g., 26 February 1973), where the only sectors in 
which any public firms are among the 10 largest are mining, metals, public utilities 
and petroleum. 

Thus public investment has markedly affected investment allocation within 
manufacturing-favouring principally steel and petroleum, and to a lesser extent 
certain chemicals. Public investment has also increased investment in manufacturing 
as a whole, through heavy investments in electricity, transport and other physical 
infrastructure. Public investment in infrastructure has been an important part of the 
1967-1974 "Brazilian miracle". However, most other allocation within manufac- 
turing has not been greatly influenced by direct public investment. 

Other government policies have had, however, notable effects on industrial 
priorities. These effects flow from the use of instruments such as tariffs and export 
incentives and from less structured but at least equally important instruments such as 
concessions granted through consultative groups (principally tax exemptions and 
concessionary financing), price controls or other procedures. 

While most industrial investment decisions in Brazil remain formally in private 
hands, entrepreneurs are subject to strong and pervasive government influence. For a 
private investor seeking loans, credit sources are largely public. Over 50 per cent of 
commercial banking (by value of loans) is government controlled. Other sources of 
credit are BNDE, the Federal Development Bank for the Northeast (Banco de 
Nordeste-BNB), and state development banks. If duty-free imported equipment is 
desired, the Foreign Trade Office of the Bank of Brazil (Carterio de Comercio 
Exterior-CACEX) must approve the exemption. When production begins, the 
Government may review the initial price to be charged and any subsequent increases; 
failure to satisfy the price commission may result in the calling of loans and other 
unpalatable measures. In short, the Government has the power and the instruments 
to make, shape or break any industrial venture in the country, even though the 
deliberate exercise of that power in specific cases is limited to only a small share of 
investments. 

This government influence was exercised in the past through formal 
consultations. During the 1950s, co-ordinated government policies relevant to 
investment in certain sectors were designed by "executive groups" (grupos 
executivos). These groups, which functioned in the automotive, shipbuilding, capital 
goods, chemicals and iron-ore mining sectors, were high-level bodies composed of 
representatives with authority from relevant ministries, BNDE etc. They worked 
closely with representatives of private firms to plan the development of the sector 
and the policies to be used to promote that development. 

» Fernando A. Rezende da Silva, Avaliacäo de setor publico na economia Brasileira (Rio de 
Janeiro, IPEA, 1974), p. 73. 

1 ° Samuel A. Morley and Gordon Smith, "Import substitution and foreign investment in 
Brazil", Oxford Economie Papers, March 1971. 
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In the 1950s, the very existence of an executive group meant that a decision had 
been taken to promote investment in the sector. The group's purpose was to 
co-ordinate the granting of credit and tax, import and other benefits. In return for 
these favours, the Government bargained for and received the investments it wanted, 
and in addition the investors agreed to substitute progressively domestic for imported 
inputs, among other things. In most cases the groups put together a powerful package 
of instruments, including credit allocation and tax incentives, and the industry was 
established. 

The executive groups did not spend much time analysing the decision to 
promote the sector as a whole, or the social costs and benefits of individual projects 
to be approved. Rather, they considered the markets, management capacity of the 
firms and technical and financial feasibility of projects. The expected financial return 
was as much the result of the decisions taken by the group as it was a subject of their 
deliberations. 

During the 1960s the executive groups became less important. Towards the end 
of the decade and through the early 1970s, a number of changes were made. Today's 
situation was set in 1970 with the establishment of new groups under the Industrial 
Development Council (Conselho de Desenvolvimento Industrial-CDI) in the Ministry 
of Commerce and Industry. There are now groups for most of the important 
manufacturing sectors, and more than half of all manufacturing investment in Brazil 
is reviewed by a relevant group.1 ' But CDI is famous for never disapproving a 
project, and indeed even its approval is not especially important because the groups 
no longer speak for the ministries and banks that decide on tax exemptions, 
concessionary credit etc. Thus, co-ordination appears to be greater today than it was 
during the 1950s, but the opposite is in fact the case. 

In recent years the most important government influence on industrial priorities 
has been exercised through the tax system. The instruments are import duties and 
duty exemptions (non-tax import regulations are also important) and export 
incentives, which consist almost completely of tax exemptions. 

Protection against imports-counting not only taxes but also the price effects of 
other measures-is high in Brazil, and its variance among manufacturing sectors is also 
high. For a 43-sector disaggregation of manufacturing, product protection in 1970 
ranged from -25 to +158 per cent, with a mean, weighted by total supply, of 36 per 
cent.12 The changes through 1973 increased the variance but did not greatly change 
the mean of this distribution; more recently, the mean has almost certainly increased. 
Quantitative analysis of the effects of protection during the period 1949-1962 
showed that, of a 20-sector breakdown of manufacturing, 10 sectors had significant 
imports at the start of the period. Of these, the three receiving highest protection 
experienced the most import substitution (electrical equipment, transport equipment 
and plastics), while the other seven received less protection and had lower import 
substitution (non-metallic mineral products, metals, machinery, paper, chemicals, 
pharmaceuticals and miscellaneous).13 

1 ' Projects approved by CDI amount to roughly 20 per cent of gross fixed investment in the 
economy as a whole. Edmar L. Bacha and others, Analyse governmental de projetos de 
investimento no Brasil, 2nd ed. (Rio de Janeiro, IPEA, 1972), pp. 33 and 34. 

13Joel Bergsnian, "Foreign Trade Policy and Development", in H. Jon Rosenbaum and 
William G. Tyler, eds., Contemporary Brazil: Issues in Economic and Political Development (New 
York, Praeger, 1972), p. 86. 

13 Joel Bergsman, Brazil: Industrialization and Trade Policies (London, Oxford University 
Press, 1970), pp. 102-110. 
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The protectionist policies were designed to promote rapid industrialization, 
including not only finished goods but most producer goods as well, and they were 
effective. For the last 10 years, imports have not been a significant part of total 
supply of any manufactured goods in Brazil except for heavy equipment and some 
chemicals. Structural changes have been slower during this period; the industrial 
boom that started in 1967 has responded more to changes in domestic demand than 
to policies designed with investment-allocation goals as important objectives. 

The federal excise tax probably has a marginal effect on industrial allocation. 
The tax rate varies among products, but except for a few items such as tobacco and 
liquor the rates are not more than 20 per cent. 

"Incentives to export manufactures", progressively strengthened since their 
introduction in 1968, consist mostly of tax exemptions and credits and vary greatly 
among products. In 1970, the impacts differed among sectors by roughly a factor of 
four, i.e., the incentives increased export profitability four times as much in some 
sectors as in others. The most favoured sectors were tobacco products, non-ferrous 
metals, food products, thread and yarn, textiles, metal products, shipbuilding and 
railroad vehicles. Least favoured were confectionary products, shoes, wood products 
and furniture and non-metallic mineral products.14 These incentives strongly affect 
profits in exports of manufactures. As of 1970, removal of the incentives would have 
reduced the sales price/variable cost ratio from 1.5 to 0.7 and would have reduced 
the sales price/variable cost ratio from 1.5 to 0.7 and would have reduced profits by 
350 per cent (N.B.: greater than 100 per cent, i.e., profits would have been negative) 
for manufacturing as a whole. However, the export incentives within manufacturing 
are completely haphazardly distributed among the sector, and the growth of exports 
has not in general been greatest in those sectors where incentives have been highest, 
but rather in those having a comparative advantage. 

The sharing of power over industrial priorities among ministries is not fixed in 
Brazil. Since the military coup in 1964, the location of power to make decisions has 
depended more on who occupied what position than on anything else; but in any 
case, the Government acts in a highly unified and coherent manner. The Ministry of 
Planning was supreme during the period 1964-1967; since 1967 the Finance Ministry 
has been the most important, although since 1974 its near-absolute pre-eminence has 
diminished. BNDE, attached to the Office of the President in its early days, is now 
subordinate to the Ministry of Planning. However, that ministry has been 
transformed into a kind of economic executive secretariat for the Office of the 
President. The Ministry of Commerce and Industry usually plays a significant but 
subsidiary role. The Central Bank is largely controlled by the Finance Ministry. 
Power over customs duties, exemptions etc. is shared between the Customs Policy 
Council (Conselho de Politica Aduaneira CPA), now quite subordinate to the 
Finance Ministry, and CACEX. These institutions are not always in precise accord, 
but the Minister of Finance can obtain what he wants in any important ruling. 

To complete the survey of agencies and instruments, international lending 
agencies (United States Agency for International Development, the World Bank) and 
foreign private investors should be mentioned. It seems reasonable to expect that the 
standards, internal processes and interests of these groups may affect the overall 
allocation of investment in the recipient country. Past preferences of these 
institutions and investors for projects in manufacturing (and in infrastructure that 
supports it) were consistent with Brazil's interest in industrialization; the changing 

14Joel Bergsman, "Foreign trade policy and development", loc. cit., pp. 83-85. 
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emphasis of the aid agencies on agriculture, rural development and income 
redistribution may affect Brazilian allocation in the future. The attractiveness of 
Brazil to transnational manufacturing corporations, which have provided capital, 
technology and experts, has assisted Brazil s conscious drive to industrialize. Thus, 
the allocation priorities of foreign investors and those of the Brazilian Government 
have often been quite close, and the effects of foreign investment have in general 
been to promote government objectives rather than to change them 

Finally, the absence of licensing, quotas or other direct government intervention 
in economy-wide or manufacturing-sector investment allocations should be noted. 
Government influence, while pervasive, is direct only in a few manufacturing sectors, 
and indirect elsewhere. 

The analysis in this study concerns intersectoral priorities. However, in the last 
10 years Brazil has placed a high priority on regional development and is likely to do 
so even more in the future. Several programmes, most notably those based on the 
well-known Article 34-18, encourage investment in the north-east. More recently, 
problems arising from huge growth in the Sao Paulo metropolitan area have 
stimulated interest in policies designed to divert some of that growth to other areas 
in the future. 

How priorities are determined 

Throughout most of the last 30 years, Brazilian policy makers have agreed to 
pursue the goal of industrial growth, have implemented policies to achieve that goal 
and have succeeded. They seem to have embarked on this course for several reasons: 
they perceived a need to substitute domestic production for imports (e.g., the 
ECLA-Prebisch thesis of the 1950s); they wished to follow the path of the industrial 
countries, to modernize; they were influenced by nationalism and even by the idea 
that income elasticities of demand and/or cross-sectional "patterns of industrial 
growth"15 should determine the structure of growth in a developing country. Since 
these factors all lead to the same policies, the separate importance of each is 
impossible to determine. 

Setting priorities within the industrial sector was not co-ordinated. At no time 
did any person or institution attempt to set goals and to implement programmes to 
accomplish a specific pattern of industrial growth. Actual growth followed a typical 
and perhaps natural sequence. It proceeded first in import substitution from 
consumer non-durables to consumer durables and intermediate goods to capital 
goods. After the import substitution was virtually complete, exports of manufactures 
began to grow.16 The pattern is thus consistent with the logic of "backward 
linkages". The structure of development in Brazil did not appear to follow intuitive 
perceptions of static comparative advantage. 

Before the late 1960s, policy was based on autarkic assumptions. Thus domestic 
industry was promoted over agriculture and mining. Within industry, not only 
finished goods but important raw materials and processed inputs were to be 
produced domestically wherever possible. This strategy did not always fly in the face 
of comparative advantage (e.g., Brazil is fairly competitive in steel), but rather was 
pursued largely irrespective of it. More recently, the success of offering export 

1 'H.Chenery, "Patterns of Industria) Growth", American Economic Review, September 
1960. 

"Beigsman, Brazil: Industrialization and Trade Policies, op. cit., pp. 89-95. 
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incentives for manufacturing has significantly modified attitudes about autarky, but 
the policies in use are only a complex patching up of the old policies designed for 
more autarkic development. Thus, since even before 1957 both infant and mature 
industries, have enjoyed high protection (although infant industry arguments are 
prima facie nonsense for mature industries, and political influence was probably the 
major cause of the policy). On the export side, incentives are largely the mirror image 
of a tax structure designed for other purposes, and therefore their structure bears 
little or no relation to private profitability, likely comparative advantage or any other 
economic rationale that can be imagined. 

Brazil's sequence of growth did not, of course, occur accidentally. As noted, 
exchange-rate policies, tariffs and other import controls, investments and investment 
subsidies promoted the allocation of resources over time. However, just what were 
causes and what were effects or who were the initiators and who the responders in 
policy design is not completely clear. 

Businessmen even more than policy makers know that the list of a country's 
imports constitutes a good market survey. Thus, the question arises whether policy 
followed private investors' wishes or vice versa. Observers of the Brazilian scene differ 
on this score. Public officials must have had some ideas about the priorities to be 
given to different sectors. For example, to what extent and how domestic production 
of capital goods should be promoted has been an issue for the last 8 or 10 years, if 
not longer. But policies concerning tariffs, exemptions from tariffs for certain 
importers, lines of credit etc., owed their design at least as much to the entrepreneurs 
who stood to gain or lose from them as to public officials' view of what was 
somehow "best" or "efficient" for the country. Indeed, one main reason for the 
boom in industrial growth since the late 1960s is precisely that the Government 
listened to the private sector and accommodated its wishes to a great degree. 
Observers of earlier periods also stress the high degrees of consultation and 
accommodation during the 1950s.17 

Thus, for most of the last 30 years priorities within the industrial sector have 
been shaped by an interplay of public officials and private-sector investors. Public 
officials have been decisive in a few great events such as establishing the automobile 
industry and directly promoting growth in steel, while private response to 
opportunities for profit has been of great importance in setting priorities and has 
significantly affected the very policies that in turn affect those profits. The model of 
private capitalism with heavy State support fits the Brazilian case well. 

Formal economic analysis seems to have played a small role, if any, in setting 
priorities. In the public sector, it has been noted that strong combinations of 
instruments have been used to promote both manufacturing as a whole and several 
sectors within manufacturing. The design of these instruments did not proceed from 
any formal analysis such as optimal growth theory, static or dynamic programming, 
material balances or social marginal productivity. Public decision makers in Brazil, 
Bke their private-sector counterparts, usually consider markets, input availability and 

11 See, for example, Carlos Lessa, "F if teen years of economic policy in Brazil", Economic 
Bulletin for Latin America (United Nations publication, Sales No. 65.II.G.3), November 1964. 
One observer has stressed the contrary view emphasizing that technocrats were making policy 
while relatively immune to political pressures during 1947-1964. Nathaniel H. Leff, Economic 
Policy-Making and Development in Brazil: ¡947-1964 (New York, Wiley, 1968). The technocrats 
the author observed making "policy" in Brazil were free only to design the details of policies. 
The author joins with other skeptical viewers of Leffs thesis in doubting that their predecessors 
in the 1950s could have been even that independent in the highly political environment of that 
decade. 
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financial and technical feasibility; public officials sometimes also follow some 
notions of modernization, "natural" development sequences or prestige. The study 
by Bacha and others1 8 gives considerable detail about methods of evaluation in use 
in public agencies around 1970. They found that markets and the financial viability 
of the enterprise were the important criteria in BNDE; most other public investment 
banks used similar but often less rigorous criteria. In 1974 the author surveyed many 
of the same institutions as well as private-sector businessmen who deal with them; 
and although BNDE usually requires analysis of the internal rate of return (at market 
prices) with sensitivity analysis for major projects and uses the managerial capacity of 
the borrower as a crucial criterion, he did not find one public institution that formally 
employed programming models, shadow prices or other non-market-price criteria. 

Considerations of social costs do affect priorities informally. Inefficient coal 
mining and salt-producing operations were kept going for years to avoid high 
unemployment in certain areas; other examples could be found. But no formal 
analysis using the tool kit that economists have designed for such situations seems to 
have been made. In a few obvious cases, c.i.f. import costs may be substituted for the 
domestic price of a commodity; for example, Petrobras officials do not ignore the 
world price of crude oil in their calculations. However, import costs are invariably 
converted to domestic currency at the official exchange rate, which means that 
overvaluation due to protection that currently may be roughly 20 per cent and has 
been considerably higher in the past is ignored. 

The Development Agency for the North-East (Superintendencia do Desenvol- 
vimento de Nordeste -SUDENE), which is responsible for development in 
north-eastern Brazil and must approve use of funds under Article 34-18 as well as 
finum "W, by BNDE, uses an interesting point system to assign priority ratings to 
projects according to whether they satisfy certain criteria. The criteria include 
location in especially poor parts of the region, labour absorption, whether stock is 
available to the public etc. However, SUDENE approves every project that appears to 
be financially feasible and whose managers do not appear to be flagrantly 
incompetent. The priority system determines only how large the concessions may be, 
and most projects receive very high priority ratings.19 SUDENE technicians have 
opinions about which are the priority sectors, but these ideas have no noticeable 
effects on the allocation of investments. Ther permissiveness of SUDENE is not 
necessarily bad for the north-east or even for the country asa whole;the point here 
is simply that efficiency in allocating investment has not been evaluated 
systematically. 

Both public officials and private investors know that policies that affect profits 
can be changed. Thus, for design or analysis of many large public and private 
projects, the prices of products and of important inputs, and tax rates, are often 
policy instruments rather than exogenously fixed parameters, and profits or cash 
flow are often predetermined rather than endogenous variables.20 

1 *0p. cit. 
1 ' Bacha and others, op. cit., pp. 56-65. 
10"...the Government has the power, overnight, to render profitable all investment 

projects that it wants to be implemented, and to make the ones it does not want to promote 
financially »feasible . . . For all practical purposes, the private profitability of investment 
projects in Brazil is thus a by-product of the applications of the Government's instruments of 
economic policy." Bacha and others, op. cit., pp. 21 and 22. While this does not affect the ability 
to estimate social returns, it does strengthen the belief that profitability calculations are simply 
made up. 
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Facts that influence the setting of priorities 

Politicians and public officials have known for a few thousand years that 
societies are not homogeneous and ways to determine or approximate "the" social 
goals are far from perfect. Even economists have known that at least since Arrow's 
work.21 Some economists who think they know how to set industrial priorities 
recognize this fact while others do not, but none deals with it in a really 
satisfactory way. Some economists talk of making a technical analysis of the 
alternatives and presenting the results to the public officials. This proposal implies 
the acceptance of the goals of whatever public official happens to be occupying the 
relevant office. In any case the method usually does not work because public officials 
typically do not think in terms of such analysis and often do not want to have the 
alternatives well studied. The economist's crucial problem is that in most projects 
some gain more than others, and all the analyst can do is present his estimates and stop 
short of any unconditional recommendations unless he is willing to assume the right 
to choose his own objectives. (This choice, of course, is made by many lending 
agencies.) 

This problem is not limited to methods in which social goals are treated 
explicitly as Malan points out. Any set of prices, market or shadow, is in general 
consistent with some objective functions and not with others, whether the derivation 
is presented explicitly or not. 

The next fact that influences the way priorities are set is uncertainty. This 
specter pervades almost every aspect of cost-benefit analysis. Investment costs are 
often badly misestimated and not only because of inflation of monetary values. The 
operation of the project is subject to even more uncertainty, and the future of 
patterns of demand and prices of inputs and outputs are simply impossible to 
predict. 

Such uncertainties can be dealt with by sensitivity analysis in ways that are 
mechanically satisfying and sometimes even substantively helpful it is useful to 
know that the rate of return on project A may well vary between 20 and +60 per 
cent. But a more serious problem is that some of those unknown future conditions 
are themselves dependent on whether the project is undertaken and on how it works 
out. The "learning by doing" phenomenon is only one aspect of this dependence. To 
say that a decision model of broader scope is required is technically correct, but not 
helpful if the dependency relationships are not known. 

Another fact is that formal project evaluation, by whatever methodology, is 
almost always undertaken to justify a decision already made rather than to provide a 
basis for making the decision, a situation especially common in public agencies, 
international lending institutions, and similar bodies whose workings are highly 
visible. Here the very process of analysing priorities generates pressures that constrain 
the decisions that are supposed to flow from the analysis. Many of these institutions 
have reacted to this problem by promoting sectoral studies, in the hope of improving 
the projects that they will be under pressure to finance, and by doing prefeasibility 

21 Kenneth J. Arrow, Social Choice and Individual Values, 2nd ed. (New Haven, Conn., Yale 
University, Cowles Foundation, 1963). 

22 An excellent Brazilian critique of one recent project evaluation manual was based on this 
issue. Pedro Malan, "A rentabilidade macroeconomics de projectos de investimento", Pesquisa e 
Planejamento Economico, December 1972. 
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studies to obtain at least a rough evaluation before commitment becomes almost 
inevitable. Both approaches made sense, but they do not solve the problems caused 
by the existence of multiple objectives and uncertainty. 

That project evaluation in public agencies is usually undertaken to justify a 
decision already taken, or in any case will be needed to justify the decision after it is 
taken, creates a strong incentive to use market instead of shadow prices. Market 
prices' can be more or less objectively verified, and thus easily defended; shadow 
prices cannot. (Those whose attacks must be defended against seldom include 
economists concerned about differences between market prices and social values.) The 
importance of this need to have a defensible analysis should not be underestimated. 

Conclusions 

Although plenty of inefficiency can be found in BraziUan manufacturing, very 
little of it is due to sectoral misallocation-possibly 0.2 per cent of GNP or less, 
which corresponds to roughly 0.7 per cent (or less) of value added in 
manufacturing.23 However, efficiency among plants in the same sector varies widely; 
in most sectors some firms are highly efficient by international standards while 
others are not. Even the automotive sector, which has been plagued with difficulties 
in the developing countries, has one plant in Brazil whose real production costs in the 
late 1960s were not more than 15 per cent above international levels, with costs of 
aU components taken together 15 per cent less than the export cost of such 
components from the parent company's home plant, and with a social rate of return 
estimated to be at least 25 per cent.24 In the sectors where direct public investment 
has been most important, the results are also satisfactory. Steel seems reasonably 
efficient and petroleum may also be, although documentation is lacking in the latter 
sector. 

Trends in exports of manufactures during the last five or six years are consistent 
with this view. Exports of manufactures (not including semi-processed goods) rose 
steadily from $202 million in 1967 to $1,366 million in 1973, corresponding to an 
increase of 12-22 per cent of total export value.2 s Ford (Pinto) engines and Pirelli 
tires sold in the United States are made in Brazil, and many United States 
department stores sell towels and shoes from Brazil. However, the value of 
manufactured exports in each sector is still only a small fraction of total Brazilian 
production.26 

The lack of serious misallocation, even in the face of such a thorough-going 
industrialization as Brazil's, is due to a few basic factors. First, Brazil has the 
"natural" conditions needed for industrial efficiency. The main requirement is a large 
market, but it also has abundant raw materials. Other advantages are that 
industrialization   began  early   and  that   achievement-oriented  immigrants   have 

''JoelBergsman, "Commercial policy, allocative efficiency and X-efficiency", Quarterly 
Journal of Economics, August 1974. 

ï4Bergsman, Brazil: Industrialization and Trade Policies, op. cit., pp. 128-130. 
' * Brazilian government statistics; CACEX. 
3 ' Failure to find costs above international competitive levels due to misallocation does not, 

of course, imply optimal allocation. 
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continued to settle in the country. Secondly, the various governments have 
intervened about the right amount in the market. Promotion has been strong and 
flexible enough to get and keep things moving. Brazil's tradition of consultation, 
informal arrangements, and the basic pro-business government attitude contrasts 
sharply with (at another extreme) a case such as India, which suffers all the abuses of 
capitalism along with all the inefficiencies generated by detailed government control 
of imports and investments. 

The efficiency of allocation between industry and agriculture is perhaps even 
harder to evaluate. Suffice it to say here that Brazilian agriculture appears to be 
capable of feeding the rapidly growing population quite well, and keeping exports 
booming at the same time. Malnutrition in Brazil is due to maldistribution of income, 
not to scarcity of food. 

Another aspect of efficiency, outside the central focus of this study, but worth 
mentioning, is the relative prices of capital and labour and the resulting problem of 
absorbing labour. Policies have reduced the price of capital and increased the price of 
labour, and one of the results is that manufacturing employment has grown 
extremely slowly.27 By contrast, neutral policies might have increased 
manufacturing employment by as much as 100 per cent. The biases that did exist 
certainly had an effect on Brazil's income distribution, but it is not clear that they 
reduced either static allocative efficiency or GNP growth significantly. Moreover, by 
1974, GNP growth had absorbed so much labour that scarcities appeared in unskilled 
labour in Säo Paulo and even (according to some reports) in agricultural labour in 
parts of the north-east. 

Considering the misallocation that did occur, one may ask to what extent better 
analysis would have improved the situation. Evidence suggests that it would have 
made very little difference. It is, for example, doubtful whether unfavourable 
conclusions of a cost-benefit study or a programming model would have dissuaded 
President Juscelino Kubitschek from promoting the automobile industry (one of the 
early products of which was called the "J.K."); moreover, it has turned out that an 
automobile industry is not inefficient for Brazil. Most of the gross misallocations that 
one does find in Brazil were made for political or nationalistic reasons, and there is 
little reason to believe that a better methodology for evaluation would have changed 
the situation. 

If evaluative criteria are shifted from allocative efficiency and GNP growth, on 
the one hand, to income distribution on the other, one can conclude that Brazil's 
growth path and the policies that promoted it probably increased that degree of 
inequality. However, this result was apparently acceptable to policy makers, or in 
some cases actively sought after by them; it is doubtful whether any prior analysis of 
alternatives would have had much impact on policy in this case either. As a former 
minister said when asked to comment on income distribution in Brazil, capitalism 
works about the same in Brazil as it does in other countries. 

To close this chapter, we may consider how the setting of industrial priorities 
could be improved in Brazil. Focusing on techniques to improve the allocation of 
new investments is not the most important way to improve industrial efficiency, 
although good sectoral studies can furnish rough but useful guidelines as to scale, 
timing, and (where relevant) location of investments and are also of value where 

17 Joel Bergsman and Arthur Candal, "Industrialization: past success and future problems", 
in Howard S. Ellis, ed., The Economy of Brazil (Berkeley, University of California Press, 1969), 
pp. 36-40; Bergsman, Brazil: Industrialization and Trade Policies, op. cit., pp. 158-162. 
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several interdependent projects are at issue, at least where the interdependence is 
technological and known. One good sectoral study of, say, a plan to expand the 
electric power industry of a country as big as Brazil can save millions or hundreds of 
millions of dollars. In an economy like Brazil's, however, where market prices are of 
paramount importance, the main attention should be shifted from uncertain and at 
best small improvements in allocating new investment to virtually certain possibilities 
for cutting costs 10 or 20 or 30 per cent throughout the whole manufacturing sector. 
This was true in the earlier phase of import substitution and is even more important 
now that import substitution is almost complete and future structural change will be 
more a function of changes in domestic or export demand. The main emphases of 
such a policy are (a) to bring relative prices and relative profitability a bit more into 
line with present and estimated comparative advantage in the near future; and (b) to 
take positive, supporting action to improve technical efficiency. The policy calls for 
judicious and timely reductions in protection, combined with improvements in 
infrastructure, re-equipment loans and other necessary support, and followed by 
export incentives that open up larger markets and a profitable kind of "breath of 
competition". One version of this recipe has already been applied in Brazil and, while 
far from perfect, has apparently yielded considerable benefits in terms of both 
growth and efficiency. Further actions along the same lines, including rationalization 
of both protection and export incentives, would probably yield additional benefits of 
growth as well as efficiency. 
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III.    Industrial priorities in India* 

India has developed a complex system of planning, industrial licensing, foreign 
exchange, price and distributional controls. In principle the various plans are 
supposed to determine industrial priorities through their five-year programmes for 
industrial development, and the network of controls is supposed to channel 
investment into industries with priority. A marked divergence between plan and 
practice has arisen, however, largely because the instruments used for 
implementation were inappropriate. Moreover, the basis on which plan targets have 
been set is also open to question on analytical grounds. Many of these defects in the 
current system of industrial planning and control are by now well known, and the 
system has been under question for several years, so that its whole future is at 
present uncertain. 

Industriai planning and controls in India, 1951 1975 

Since 1951, India has attempted to direct investment into what were supposed 
to be "socially desirable" industries. The legal basis for such direction was provided 
by the Industries Act of 1951 and the Industrial Policy Resolution of 1956. The 
guidelines for industrial investment were laid down by the Planning Commission, 
which was set up in 1950 and has since then produced five five-year plans. 

The plans 

The first plan (1951/52-1955/56) contained relatively few industrial targets. Its 
industrial programme consisted largely of projects that were being implemented or 
due to begin. About one third of total industrial investment was to take the form of 
assistance to private agencies, while most of the remainder was to be devoted to 
public-sector industrial projects already begun. In the private sector, the main 
emphasis was placed on increasing the output of existing industries to their installed 
capacities rather than on creating new capacity.28 There was thus nothing behind the 
industrial targets laid down in the first plan besides rough projections. 

The second five-year plan (1956/57-1960/61) for the first time contained an 
analytical framework-the two- and subsequently four-sector model of Mahala- 
nobis,29 which was identical in us analytical structure to the model of the Soviet 

•Deepak Lai, University College London. 
1 * A. H. Hanson, The Process of Planning (London, Oxford University Press), p. 96. 
2'P. C. Mahalanobis, "Some observations on the process of growth in national income", 

Sankhya, September 1953 and "The approach of operational research to planning in India", 
Sankhya, December 1955. 
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economist Feldman.30 It provided the rationale for a heavy-industry-biased; 
import-substitution programme of industrialization. Logically this model is valid only 
for a closed economy in which the Government has complete control over the 
consumption-savings balance in the economy.3 ' Subsequently it was argued that this 
model of development was appropriate for India, as a country suffering from a strict 
foreign-exchange bottle-neck (which makes its development problems analogous to 
those of closed economy), owing to the stagnant world demand for Indian exports. 
The inefficiency and hence irrationality of Mahalanobis's investment allocations 
between the four sectors he considered (capital goods, factory production of 
consumer goods, household production of consumer goods including agriculture, and 
the services sector) was soon shown by Komiya ( 1959). 

With the third plan (1961/62-1965/66) the foreign-exchange bottle-neck became 
an explicit assumption, "but the choices about the magnitude of investment in heavy 
industry as also the pattern of such investments and others were still to be without 
reference to notions of economic calculus".32 The targets, as in the second plan, 
were set in physical terms. 

With the fourth plan (1969/70-1973/74) the Planning Commission did publish 
the basis for its physical target setting in an attempt to provide internal consistency. 
This process is best described in the words of its chief architect, the late Pitamber 
Pant of the Planning Commission: 

"The elaboration of a detailed and internally consistent programme 
corresponding to a given set of overall objectives regarding income, investment, 
savings, foreign trade and payments, involves first the preparation of a balance of 
aggregate income and expenditure and their disposition between different 
categories of final demand. The commodity composition of each category of 
final demand has then to be estimated. This together with the structure of input 
requirements for different sectors provides the basis for estimating the internally 
consistent total requirements of final and intermediate goods. At this stage, it is 
essential to take into account the overall constraints on imports and directions 
and degree of import substitution which is technically possible and economically 
justified. The required increase in domestic output and capacity for various 
branches provides the basis for estimating investment needs. The total 
investment needs so derived must be consistent with the aggregate investment 
implied in the macro-economic projections. The total investment in its turn must 
balance with the projected savings and foreign aid."33 

This type of planning reached its formal culmination in target setting for the 
draft fifth five-year plan (1974/75-1978/79). The targets were arrived at within a 
66-sector input-output model of the open static Leontief variety. Its purpose was, in 
the light of the overall growth rate target set by the Government, to ensure 
consistency among the output levels of different sections in the terminal year. To 
arrive at terminal-year investment levels, a macro-economic growth model was used. 

30E. D. Domar, "A Soviet model of economic growth", In his Essays in the Theory of 
Economic Growth (London, Oxford University Press, 1957). 

3'For a lucid critique, see M. Bronfrenbrenner, "A simplified Mahalanobis development 
model", Economic Development and Cultural Change, vol. 8, 1960. 

33 J. N. Bhagwati and P. Desai, India-Planning for Industrialization (London, Oxford 
University Press, 1970). 

3 3 Perspective Planning Division, 1966. 
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To estimate consumption, a special model was developed that linked the 
redistribution of consumption among different sections of the population directly 
with the interindustry model. Imports were estimated endogenously by constructing 
the appropriate import coefficient matrices. 

While this brief outline of the analytical basis of Indian planning during the last 
two decades may suggest that target setting has become more "scientific", the real 
position is quite different. The latest "plan frame" (draft fifth plan) provides no 
more than an outline for testir ; the consistency of the interindustry targets within 
what has been labelled a "proje tion" model.34 However, interindustrial consistency 
is perhaps the minimal virtue o.e requires of a plan; more important are the issues of 
feasibility and optimality. 

The targets for industries of key importance are based on the reports of working 
groups that the Planning Commission sets up at an early stage of plan formulation. 
Each working group has about 10-15 members drawn from the ministries and other 
central government agencies concerned, and from the Planning Commission itself. In 
carrying out their functions, they have been instructed to treat physical requirements 
as the limiting factor rather than financial resources. Nevertheless, each group 
estimates the costs, including that of foreign exchange, of the projects it suggests for 
inclusion in the plan. It also estimates requirements for extra technical personnel. 

The working groups dealing with fuel, fertilizers, machinery and steel (Heavy 
Industry Division) operate under the guidance of the Steering Committee for 
Industry, Transport, and Power. This Committee formulates tentative targets, which 
are submitted to the groups, as a guide in establishing provisional requirements for 
investment, foreign exchange and ancillary services. Preliminary proposals are also 
made regarding the balance of production increments as between new enterprises and 
expanded existing ones. 

After completing their studies, these working groups report to the Steering 
Committee, which indicates to them the financial resources likely to be available and 
how the resources should be allocated to the various sectors. The industrial working 
groups then revise their original proposals to take account of financial limitations. 

Industries not regarded as of key importance are dealt with by the Ministry of 
Commerce and Industry and the Planning Commission itself The Ministry consults 
the 19 or 20 Industrial Development Councils, each of which is composed of 
employers, trade unionists, technicians, government officials, and Planning 
Commission personnel. In theory, these formulate the development plans for their 
various industries, which are then scrutinized by the Ministry before they go to th? 
Planning Commission for final processing. In practice, targets for the "organized 
private sector" are formulated by the powerful and well-staffed Development Wing 
of the Ministry of Commerce and Industry, which maintains close contact with 
employers and their associations. Although the Development Wing and the Planning 
Commission work together, some friction exists between the two organizations. 
Industries having no development councils are subject to schemes drafted by the 
Development Wing, in informal consultation with the Committee of the Federation 
of Indian Chambers of Commerce and Industry.3 s 

In addition to the conflicting interdepartmental pressures arising from this 
process of investment planning, other pressures arise because India is a federal polity. 
In the area of industrial planning these pressures manifest themselves essentially 

34 See A. Rudra,/wten Plan Models (Bombay, Allied, 1975). 
3 * Hanson, op. cit. 
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through attempts to influence the location of both public- and private-sector plants. 
One of the objectives of Indian planning is the regional dispersal of industry, and the 
industrial licensing system as well as public-sector industrial location have been 
subject to political pressures exercised by the states, the most notable being periodic 
agitation to force the Government to locate steel plants within a particular state. 

Private sector 

The Industries Development and Regulation Act of 1951 and the Industrial 
Policy Resolution of 1956 laid down the basic principles of industrial policy in India. 
The Act of 1951 provided that all private enterprises required a licence to (a) set up a 
new unit; (b) to expand substantially an existing unit; and (c) to change the product 
mix of an existing unit. Thus, since the passage of this Act, the Government has 
sought to regulate the pattern of investment in virtually the whole of the large-scale 
industrial sector through licensing. The Resolution of 1956 demarcated the spheres 
in which industries were to be solely developed by the State, those to be 
progressively State-owned, and those to be left solely for private enterprise to 
exploit. Private enterprise was expected to supplement State effort. 

The objectives of industrial licensing are (a) to enforce the planned investment 
pattern; (b) to counteract trends towards monopoly and the concentration of wealth; 
(c) to maintain regional balance in locating industries; (J) to protect the interests of 
small producers and encourage the entry of new entrepreneurs; and (e) to foster 
improvement in industry by ensuring the optimum scale of plants and the adoption 
of advanced technology. 

To subserve these multiple objectives, an application for an industrial licence is 
first scrutinized by various official agencies, which comment on points such as 
foreign-exchange requirements for capital goods and maintenance, foreign 
collaboration envisaged, connections with large business groups, proposed capital 
structure and sources of finance, technical feasibility of the project as assessed by the 
Director General of Technical Development (DGTK) and other technical authorities 
and the impact on the small-scale sector (as assessed by the Development 
Commissioner for Small-Scale Industries). 

The applications approved by the departments, with their comments, are placed 
before a Licensing Committee consisting of officials from the Ministry of Industry, 
the Planning Commission and the state governments. Applications not approved 
are placed before a Rejection Committee (composed similarly to the Licensing 
Committee). The recommendations of the Licensing Committee and the Rejection 
Committee are then placed for final decision before the Ministry of Industry. 

At the end of the process, the entrepreneur receives either a licence, a rejection 
letter, or (more recently) a letter of intent. The latter contains an official 
commitment to issue an industrial licence if certain conditions are fulfilled. 

If the prospective producer requires imports of capital goods or maintenance 
inputs, he has to run the gauntlet of the trade-control system. For imported capital 
goods, licences are issued after clearance by an interdepartmental Capital Goods and 
Heavy Electrical Projects Committee. One of the important tasks of this committee is 
to persuade producers to use less attractive sources of foreign credit, and thus try to 
bring the supply and demand for different categories of tied credits into balance. As 
with licences for maintenance imports, an important adjunct of the import licensing 
procedures is the "indigenous availability" clearance provided by DGTD, the purpose 
of which is to prohibit imports of goods that can be obtained domestically. 
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Various attempts have been made to liberalize and simplify these procedures 
following the criticisms of the inefficiencies and delays associated with them that 
have been made by several official committees. Since 1966, the industrial licensing 
system has gradually been loosened. For "core" industries, which are those requiring 
investments of over Rs 50 million, licensing is required. Non-core industries, 
those with investments between 10 and 50 million rupees, also require licences, but 
these are given liberally, while no licences are required for the remaining industries. 
However, even in these delicensed industries, import controls continue for both 
capital and maintenance goods, and the "indigenous availability" criterion continues 
to be applied. 

Concomitant with this delicensing. an attempt was made to reduce the 
concentration of economic power by restricting investment by the large industrial 
enterprises to the "core" sector and by applying to them a newly formulated 
monopolies-and-restrictive-practices act (which in effect means an extra hurdle tobe 
crossed in making investments for these enterprises). Moreover, since the fourth plan, 
fixed targets have been laid down only for the core industries. For the remaining 
industries the plan projections are merely indicative. 

The simplification of procedures to reduce delays culminated in the setting up 
of a Project Approvals Board in November 1973 in the Ministry of Industrial 
Development. 

More recently, there has been a further liberalization of licensing procedures, 
whose net effect is greatly to reduce the area of industry where licensing is still an 
obstacle to setting up, expanding or diversifying industrial capacity. However, the 
recent commitment of the Janata party to promote small-scale industries, and its 
demarcation of industries that are suitable for the newly defined "small", "cottage" 
or "tiny" sectors, has introduced additional possibilities for bureaucratic 
interference. 

Various criteria have been used by the licensing authorities in issuing licences. 
For the industries for which targets are laid down in the plan, the targets form the 
initial basis for the licensing capacities. However, the Government has never issued 
specific guidelines to enable potential applicants to understand the criteria adopted 
in approving applications. The use of licensing lists of industries falling into the 
categories of banned, free and merit industries has provided some guidance to 
potential applicants. These lists are prepared every six months by a committee of 
officials. Industries on the banned list are those for which it is considered that 
adequate capacity has been licensed, and applications are rejected without reference 
to the Licensing Committee; on the merit list are those applications that were 
considered of merit; and the residual are on the free list. 

But the plans did not lay down targets for all industries. For those for which no 
targets were laid down, the Licensing Committee took account of the estimated 
demand for the product, the goal of achieving balanced regional development, 
possibility of exports, avoidance of monopoly and other basic principles set forth in 
the Industrial Policy Resolution of 1956. 

Much worse, no criteria were laid down for deciding the allocation of investment 
among different firms within an industrial sector even when there were explicit 
targets laid down in the plan for the sector. 

In practice, the rule followed in issuing licences within industry was a 
chronological selection based on "first come first served", and as there was no 
follow-up of licences, this procedure led to a pre-emption of targeted capacity by a 
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few producers who often had no intention of establishing the capacity, leading to an 
underutilization of licences and shortfalls between established and planned capacity 
in many industries. Consequently, the authorities tended to issue licences in many 
industries beyond planned targets, thus making it impossible to legislate the planned 
pattern of investment with precision. 

Public sector 

With successive plans, the share of the public sector in total industrial investment 
has been rising at the expense of private-sector investment. From about 25 per cent 
of total large-scale industrial investment in the first plan, the public sector raised its 
share to roughly 50 per cent by the end of the third plan. The Draft Fifth Plan 
envisages that nearly 62 per cent of the total projected industrial investment of about 
Rs 135 billion will be in the public sector. It is of some importance therefore to 
outline the procedures followed in making public-sector investment. 

Although industrial licensing does not apply to the public sector, imports of 
capital or maintenance goods for this sector are subject to regulation as they are for 
the private sector. Moreover, the import licensing procedures public-sector 
enterprises must follow are more cumbersome thün those laid down for private 
enterprises. 

The plan lays down targets for expanding capacity for the major industries in the 
public sector. However, in some cases the public-sector enterprises themselves suggest 
new capacities not Usted in the plan. Such proposals are sent to the relevant 
ministries and the Planning Commission for comments. The comments and 
recommendations are collated and assessed by various financial advisers in the 
Finance Ministry, who have also to assess the financial viability of the projects. Till 
recently the criteria used and the procedures followed for sanctioning public-sector 
projects were fairly ad hoc, the main criteria used being a crudely estimated financial 
rate of return and the physical capacity targets laid down in the plan. But decision 
making was particularly subject to political pressures, especially from the state 
governments, some of which came to identify the hallmark of their success as 
obtaining a public-sector steel plant in their state. 

Since November 1972, a different procedure has been followed for making 
public-sector investment decisions. The public-sector enterprises still formulate the 
projects, mainly in line with plan targets. These proposals, however, are appraised by 
a Project Appraisal Division (PAD) in the Planning Commission. Its recommen- 
dations, together with those of various departments on all investment projects over 
Rs 10 million, are sent to the Public Investment Board (PIB), a high-level committee, 
whose chairman is the Expenditure Secretary, Ministry of Finance, and members are 
the Secretary, Department of Economic Affairs (Ministry of Finance); Secretary, 
Ministry of Industries; Secretary, Planning Commission; Secretary to the Prime 
Minister; and the Director of the Bureau of Public Enterprises in the Ministry of 
Finance. The composition of this committee reflects the various considerations 
relating to public expenditure, foreign-exchange supply, plan targets, and political 
factors that are taken into account in its deliberations. All projects above 
Rs 50 million, if recommended by PIB, require further cabinet approval. 

The only explicitly economic appraisal now done is that by PAD. It normally 
takes plan targets for granted and makes some adjustments for taxes and subsidies 
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and uses rough estimates of world prices for valuing trading inputs to derive the 
economic rate of return of the project. It is currently attempting to lay down a 
consistent methodology for its appraisal that is essentially a variant of the 
Little-Mirrlees (1974) procedures. In this context, a preliminary note on appraisal 
procedures, and estimates of shadow prices on Little-Mirrlees lines were prepared 
during 1974 in PAD. The current thinking in PAD is not to attempt to question plan 
targets, but to present economic rates of return for projects in the plan to those 
setting plan targets, so that these may be reappraised in the light of the economic 
rates of return worked out by PAD. 

Dfttrminants of the pattern of invntmtnt 

As noted earlier, setting the plan targets was supposed to determine the desired 
pattern of industrial investment. However, target setting was based at best on a 
consistency type of physical planning exercise, with some attempt (via the working 
group exercises) also to ensure that the targets were feasible given the desired growth 
rate of the economy, which was politically determined. Thus, it could not be claimed 
that the resulting targets were economically the best. 

However, even the desired pattern of investment was not in fact implemented, 
despite the use of a plethora of controls. Thus, in the first three plans (as in the 
fourth), there were large variations in planned and realized capacities. In the acids 
and fertilizers industries, licensed capacity vastly exceeded created capacity, while 
the opposite appears to have been the case in the alkalis and allied chemicals 
industries. In steel castings, forging and pipes, actual capacity installed (and output) 
fell significantly short of targets. In caustic soda and soda ash. the opposite occurred. 
This situation did not change markedly in the period of the fifth plan. Table 6 lists 
production and capacity targets and the realized production and capacities at the end 
of the fourth plan together with the targets laid down for the fifth plan. It shows 
that in many of the core industries (heavy industry and metals) the shortfalls 
between achievements and targets have been the greatest. 

Table 6 also shows that for many industries (following the practice begun with 
the fourth plan) no specific targets were laid down. It did not, however, mean that 
these industries were free of the network of controls that regulated industrial 
investment and production decisions in India. For as noted above, the Licensing 
Committee still regulated these investments, but in terms of vague criteria. 

However, by restricting licensing to units above a certain minimum size, the 
authorities placed an implicit tax on the larger units and thereby relinquished control 
over the investment decisions of smaller units, except through fiscal and monetary 
measures. This in itself would mean a marked dilution of efforts to enforce the 
planned pattern of investment. 

In the absence of criteria for choosing from among several investment proposals, 
the relative private profitability of alternative investments established the pattern of 
private-sector investment. 

With the virtual cessation of planning, following upon the failure to finalize the 
Draft Fifth Plan, as well as the general loosening of the licensing system, this 
ttntfency has been accentuated, though with the announcement of the new industrial 
policy (1977) by the Janata Party, which demarcates industries that are to be 
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promoted as small-scale industries, further bureaucratic licensing to achieve this 
objective can be expected in the future. Even with a perfectly functioning system. 
however, industrial licensing, which is essentially a negative instrument for 
channelling investment, cannot create investment demand. Investment depends upon 
the relative private profitabilities of different industries. 

The two major public policy instruments that determined this relative 
profitability were the trade control system and the various price and distributional 
controls on a number of commodities. 

Since 1956/57, widespread use has been made of quantitative import restrictions 
for managing the balance of payments, which, together with import licensing on the 
basis of an overvalued exchange rate, has led to a wide range of effective protective 
rates (see table 7). These differing rates of protection have determined the actual 
pattern of investment. Since imports of capital and intermediate goods were 
permitted while the import of consumer goods was banned, the result was, on 
balance, higher effective protective rates and hence incentives to invest in the 
indigenous consumer goods industries, and thus actual investment at odds with the 
planned pattern based on promoting heavy industry. 

Moreover, many of the goods where investment was considered to be a priority 
were also those on which price and distributional controls were imposed. These 
included steel, paper and cement. Since 1965, a policy of partial decontrol has been 
followed for some of these core industries, since the net effect of these controls is to 
reduce their relative profitability and hence to create a disincentive to invest. 

The resulting private profitabilities bore little relationship to social 
profitabilities. Table 7 gives private and social rates of return in some Indian 
industries for 1968. The social returns are derived on Little-Mirrlees (1974) lines and 
are shown for alternative estimates of the shadow wage rate. It is apparent that there 
are wide divergences between social and private profitabilities, and that the effective 
protective rates that have largely determined private profitability are by no means 
designed to lead to a correction of these divergences. 

Also, the practice of chronological selection of intra-industry investments 
entailed a bunching of licences at the start of each plan, which implied that 
investments were not phased over the life of each plan. A strain was thus put on 
scarce resources in the earlier years of the plan; and the actual phasing was not based 
on economic criteria, but was the result of decisions determined by short-run 
considerations, such as the availability of foreign exchange in particular years. 

Finally, maintenance imports (for producing current output) were licensed on 
the principle of "fair" or "historic" shares and the installed capacity of the producer. 
This led to a freezing of the relative outputs and market shares of industries and 
firms. It also led to the establishment of excess capacity, as current output depended 
on import allocations, which were based on a percentage of installed capacity. 

In conclusion, therefore, neither the desired nor the actual pattern of industrial 
investment in India can be said to have conformed to any sensible economic or 
technical criteria. Thus, it cannot be presumed that industrial planning succeeded in 
improving the social efficiency of industrial investment over what would have 
occurred as a result of purely market forces, in fact, the converse may well have 
been the case. Many of the objectives industrial planning was to further were vague 
and inconsistent. Given the federal and democratic polity within which planning had 
to be conducted, numerous conflicting pressures were constantly being applied to 
dilute further the avowed purpose of planning. Not surprisingly, by the end of 1975, 
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planning as a whole had been discredited and seemed to be little more than a 
statement of pious hopes. The network of controls that had been established, though 
recently loosened, has not been abolished and still continues to influence the pattern 
of investment in essentially ad hoc and arbitrary ways. Attempts were made to 
remove official discontent with the system, as expressed, for instance, in the reports 
of the Administrative Reforms Commission (ARC),36 by mere tinkering with the 
administrative framework of planning, the feeling being that shortfalls in 
implementation and divergences between plan and practice could be overcome by 
improving the functioning of bureaucrats and by wishing away many of the 
inconsistencies in objectives and conflicting political pressures that have bedevilled 
Indian planning. Nevertheless, the question remains whether these failures were due 
to remediable defects in the planning or control system, or whether the very basis for 
setting industrial priorities, which underlies such attempts at industrial planning, was 
unsound. 

"Optimal" ¡nvwtment planning 

The deficiencies of Indian industrial planning are only partly due to 
administrative and other lacunae. Much of the problem is a result of the misplaced 
use of multisector planning models. Theoretical criticism of Indian plan models has 
largely been concerned with questions of formulating and estimating such models. 
However, the claims of the originators of these models turn out to be much more 
modest than what the Indian planners have attempted to do with them. In his survey 
of both official and academic Indian plan models, Rudra concludes that these models 
are "(a) not satisfactory aids for judging the soundness of plan targets set by less 
formal methods; (b) not satisfactory instruments for the setting of plan targets, ready 
to be implemented; and (c) do not provide a satisfactory frame for the evaluation of 
projects".37 

Although some model builders and practising Indian planners seem to hope that, 
in time, with improved models and better data collection and processing facilities, it 
may become possible to derive investment plans that could be considered "optimal", 
given the current state of knowledge, the derivation of an "optimal" plan, which is 
the ultimate justification of the multisector model type of approach to planning 
resource allocation, is an impossible pipe-dream. 

An alternative, more realistic, approach based on procedures developed largely 
by Little and Mirrlees is considered below. 

An economy will be examined in which a fairly large public sector coexists with 
a predominant private sector. The government's chief instruments of control are 
fiscal and administrative devices (taxes, subsidies, price and distributional controls, 
import and investment licensing and the pattern and volume of public expenditure) 
whereby it can (a) alter the implicit or explicit terms on which goods and services are 
echanged, that is, alter relative prices of goods and services; and (b) directly 
determine to some extent the relative quantities of goods and services that can be 
produced. If an optimal plan could be derived, the tasks under (a) and (b) would be 

3 * See in particular The Machinery of Planning (ARC, March 1968). 

"Op. cit., pp. 211-212. 
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achieved simultaneously, by the government's either directly legislating the 
appropriate relative quantities of various goods or by using taxes and subsidies to 
make relative prices correspond to the "dual" solution of the economy-wide model. 

Lacking such an optimal plan, the goverment must decide what is a feasible and 
desirable distribution between present and future consumption, and hence what isa 
feasible and desirable medium-to-long-term rate of growth for the economy. This will 
require an intertemporal model (at its crudest one of the Harrod-Domar types) that 
charts alternative feasible time paths for the economy taking account of broad 
constraints such as existing technological structure, the availability of current 
resources of capital and labour, and likely changes in them over time. At best, an 
optimal growth model could be formulated, which, given various policy objectives 
and values of technological parameters (e.g. marginal capital/output ratios), could 
yield some idea of the optimal growth path of the economy. From such a model, 
various national parameters, which reflect both the given policy objectives and 
estimates of the aggregate technological and resource constraints over time, which 
could be of use in project evaluation, could be derived. 

This long-term, or perspective, plan is then a forecast of the likely growth path 
of the economy, given certain choices made by the government about the desirable 
level of savings and investment, and hence the desired rate of growth of the economy 
(from among the feasible rates). 

The perspective plan has to be translated into sectoral plans, which serve two 
purposes: (a) to provide forecasts of demand based on the aggregate growth rate of 
the economy the government considers feasible and desirable for sectoral goods and 
services; and (b) to indicate to public-sector management estimates of supplies from 
different sources, the areas in which, because of expected demand-supply imbalances, 
public-sector investment would be desirable. To make such projections, an 
input-output table is indispensable. Continual work on bringing input-output tables 
up to date is therefore a prerequisite for preparing meaningful sectoral plans. A wide 
variety of aggregate planning models can be used.38 One such model (Mirrlees and 
Khan, forthcoming) tries to identify sectors that could be export-oriented, import 
substituting, and non-traded, on grounds of comparative advantage. It attempts to 
stimulate a solution to an economy-wide model in which the prices of traded goods 
are equated to border prices, while prices of non-traded goods are determined for 
different values of the shadow factor-price ratio (the shadow wage rate and 
accounting rate of interest), so that the supply of foreign exchange becomes nearly 
elastic. This model is obviously an application of the Little-Mirrlees project 
evaluation rules at the sectoral level. 

Whatever model is chosen for aggregate and sectoral perspective planning, the 
highly tentative nature of the results should be remembered. The results may 

"... if carefully handled so as to avoid their worst failings, give some 
insight as to the likely desirable development of the economy on a broad 
sectoral basis. When it comes to filling in the sectors, they are useless."39 

For the latter task a system of project evaluation is essential, for which a set of 
accounting prices is required. As these prices cannot be obtained in practice from the 
solution to an optimal planning model, 

38 A. Manne, "Multisector models for development planning-a survey", Journal of Devel- 
opment Economics, vol. 1, 1974. 

391. M. D. Little and J. A. Mirrlees, Project Appraisal and Planning for Developing Countries 
(London, Heinemann I ducational Books, 1974), p. 92. 
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"... one must find indirect ways of guessing the accounting prices that 
would hold for an optimal solution. In so doing one starts with actual prices, for 
the market mechanism does provide a 'solution' to the actual economy and 
indeed a new solution every minute. But, as we have seen, there are good reasons 
to believe that these solutions are not optimal. By allowing for these reasons, 
one can make good guesses about how to amend actual prices to approach nearer 
to those prices which would be likely to reign if the economy were operating in 
a properly efficient manner in pursuit of the objectives demanded of it."40 

The Little-Mirrlees project evaluation rules are likely to be applicable in a wide 
variety of second-best general-equilibrium models that will be relevant for many 
developing countries. 

We can now describe the process of mutual interaction between the aggregate 
perspective plan, the multisector medium-term (say, five-year) plan and the system of 
project evaluation. 

Let us assume that we already have an input-output table for the economy, 
which, together with a long-term macro-model, has been used to develop a broad 
sectoral five-year plan. In this plan, we would have a whole set of production levels 
of different goods and services in the economy. Clearly, not much confidence can be 
placed on these levels as the basis for an optimal plan. However, they can be regarded 
as a first approximation of the planner's forecast of the likely future developments of 
demand and of the ensuing pattern of production and trade, given their estimates of 
resource availabilities and domestic production and foreign trade possibilities. 

On the basis of the perspective plan, various national parameters, e.g. the 
accounting rate of interest, distributional weights for different contemporaneous 
income groups and shadow wage rates can be derived. These, together with the 
Little-Mirrlees shadow pricing rules, can then be used to set up a system of project 
evaluation for public investments (and for that part of private investment that is 
directly under government control, say, through some system of industrial licensing). 
Public-sector firms would then begin by sending up projects that would initially be in 
line with the "targets" laid down in the five-year plan. These would be appraised by 
shadow pricing the inputs and outputs, and accepted if their social net present value 
is positive. In the latter case the preliminary sectoral estimates (reflecting the planner's 
initial judgements about the social desirability of investment in the relevant sectors) 
embodied in the plan would be justified. If, however, it turns out that projects in a 
particular sector yield negative social present values, then the project would be 
rejected and this information (including the technological and price data) would be 
passed on to those responsible for drawing up the five-year plan so that they could 
then revise their sectoral allocations and hence the piar. In this basically iterative 
process, over time the planning office would be able both to obtain better 
micro-information for drawing up its sectoral and perspective plans, and to be 
relatively confident that in the actual selection of investment projects only those that 
were socially profitable would pass the appraisal test; hence there would be a built-in 
check to prevent socially undesirable investment allocations from being made as a 
result of the necessarily partial and incomplete information on which the initial 
sectoral five-year plan was based. 

From the description of this "idealized" planning process, it appears that project 
appraisal then will play a crucial if not central role in public-sector (or in the 

40 Ibid. 
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government-controlled sector) resource allocation. In fact, it can be argued that in 
this system project evaluation plays the major role and is the central instrument for 
determining investment allocations, while the sectoral and aggregate plans provide a 
framework for determining the broad social objectives and the national parameters 
required for the project appraisal procedures. Moreover, the medium-run (five-year) 
plan according to this argument would need to be continually revised in the light of 
emerging information from project evaluation. But basically, the role of the plan 
would be to (a) chart out certain strategic objectives, like the desired (and feasible) 
rate of growth of the economy, and the resulting changes in employment, 
consumption and savings over time; and (b) to provide signals to project formulators 
of the areas (sectors) in which, on the goverment's best estimates, public- and 
private-sector investments would be socially profitable. However, the ultimate test of 
the desirability of investments would be based on explicit project appraisal. 

Furthermore, the information obtained from project evaluation would also be 
valuable in designing other public policies. For instance, the divergences between 
private and social profitability would indicate the directions in which the market 
relative price structure should be changed by appropriate fiscal or administrative 
intervention, to bring it closer to the relative social price structure. Secondly, the 
evaluation of past and current public investments at accounting prices would provide 
a better measure of the performance of the public sector and could also be used as an 
instrument to monitor and improve public-sector performance. It could be 
particularly important in India, as well as in other countries where, given the wide 
divergences between market and social prices and the tendency to price public-sector 
outputs below their social calue, the current measures of profitability are a poor 
guide to both past and current public-sector performance. Thirdly, in its 
macroeconomic policies to manage the level and pattern of aggregate demand, the 
government very often has to vary the level of public expenditure. Thus it naturally 
faces the problem of deciding in what particular sectors public expenditure should be 
changed (raised or cut). Normally, the decision is based on some ad hoc rule, such as 
a certain percentage increase or cut in all public expenditure. This, however, is likely 
to be a suboptimal policy, for, given the heterogeneity of the items constituting 
public expenditure, to implement an aggregate cut in expenditure, particular cuts 
would fall on marginal sectors and projects. This implies that the government should 
in making its expenditure cuts, first raise the discount (i.e. interest) rate at which 
investment projects are accepted, and all projects that were previously socially 
profitable at the old (and lower) discount rate and are unprofitable at the higher one 
should be discontinued or postponed. Clearly, the rise in the discount rate would 
have been correctly estimated when the sum of the expenditure on the marginal 
projects rejected at the higher discount rate is equal to the desired aggregate 
expenditure cat. Thus, the required rise in the discount rate can be iteratively 
determined and the socially desirable pattern of expenditure cuts corresponding to 
the desired aggregate cut in public expenditure will be determined. 

Not all of these problems can be solved in practice within the aggregate planning 
type of approach supplemented by some ad hoc project appraisal used in India (and 
many other developing countries). Thus, our general conclusion isthat, if there is to 
be a "grand design" of investment planning, it may be better to use a grand design 
based on the project approach supplemented by judicious use of planning models 
rather than to use a grand design based primarily on planning models in which 
quantitative sectoral targets are laid down and project appraisal is limited to minor 
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choices of location and technique in a cost-effectiveness type of framework. The 
essential argument for preferring the project to the programming approach, as spelt 
out in this part, is that while in principle quantities and prices are simultaneously 
determined in an optimal plan, in practice, because of severe informational and 
computational constraints, such an optimal plan can never be derived. Nevertheless, 
it is possible in many real-world situations to make a fairly good guess at the optimal 
prices that would obtain if a full-scale, general-equilibirum, second-best model could 
be estimated and solved. Starting with these shadow or accounting prices, therefore, 
the quantities would be determined in stages. Or, in short, we have argued for the 
feasibility of determining optimal prices (and hence the project approach), rather 
than optimal quantities (and hence the programming approach), when in the real 
world both these primal and dual solutions of the optimum investment and 
production plan cannot be simultaneously determined. 

Future prospects 

How likely is it that the more rational system of industrial planning discussed in 
the last section will be adopted? What would its adoption imply for the system of 
controls that has been set up and for the deployment of other instruments of 
government policy to ensure a better allocation of resources? 

First, the institutional requirements for project-based, decentralized industrial 
planning already exist. The Project Appraisal Division (PAD) and the Perspective 
Planning Division (PPD) in the Planning Commission could be the central authorities 
that together would determine the non-traded accounting prices to be handed down 
to the government-controlled firms. Investment decisions of these firms would be 
based on these and expected border prices, and the criteria for judging their 
performance would be their social profitability at these shadow prices. The problem 
of estimating the effects of altering government trade and fiscal policies on some of 
these shadow prices would nevertheless remain. The lack of effective co-ordination of 
different instruments of government policy has been noted in terms of the imperfect 
implementation of the planned investment pattern in the past in India, with different 
controls pulling in contradictory directions. However, for the stability of the relevant 
shadow prices to be used in project appraisal, the only crucial policy that must be 
co-ordinated is that concerning quantitative restrictions. To the extent that tradable 
goods are subject to fixed import quotas, they are converted into non-traded goods. 
If they are subject to quotas that vary, they will be partially traded goods. Thus, 
certain goods could arbitrarily switch from one of the three sets of traded, partially 
traded and non-traded goods, depending upon the way the trade control system is 
operated. The desirable solution is, of course, to substitute tariffs for quantitative 
restrictions. This move is in any case desirable on other grounds at the present stage 
of Indian development, since the quantitative restrictions and the accompanying 
"indigenous availability" criterion used in determining whether competing goods can 
be imported are a major stumbling block in improving the efficiency of existing 
Indian industry and in promoting exports (to which the Indian Government is 
committed). 

Thus, if the trade control system can be rationalized by substituting tariffs for 
quantitative restrictions, then the problems of second-best investment planning 
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would not force the type of "areas-of-control" problem highlighted by Sen. For, it 
follows from the Dasgupta-Stiglitz4 ' demonstration of the case where all taxes (and 
distortions) are given at any arbitrary (non-optimal) levels for any or all 
commodities, that the Little-Mirrlees shadow pricing rules still remain the correct 
ones for investment decisions in the sector under government control. 

There is some hope, given the current disillusionment with the traditional 
methods of industrial planning, that the more rational project-based investment 
planning may prove acceptable a! least for the public sector. Given the increasing 
liberalization of industrial licensing and the increasing reliance on price as a means of 
controlling the economy, attempts to influence the pattern of private investment 
may also be based on sounder economic principles. Ultimately. as India's experience 
in the last two decades has shown, private investment can be channelled into socially 
profitable lines only by raising private profitability in these areas, which means 
making actual market prices as close to shadow prices as possible. Such an exact 
equivalence is unlikely to be achieved in the near future; but in determining the 
deployment of various fiscal and monetary instruments to influence private 
investment it will be necessary to see that the resulting relative private profitabilities 
of different industries are close to relative social profitabilities. If industrial licensing 
is to continue to be used to regulate private industry, then the obvious criterion for 
choosing between alternative proposals should be social profitability measured by 
social prices as in public-sector investments 

But what of industrial priorities in such a system of industrial planning0 As 
emphasized earlier, there is no realistic basis for the centralized setting of such 
priorities in view of irreducible uncertainty and the problems connected with the 
different levels at which information is held, and the consequent difficulties for any 
centralized agency in obtaining the relevant information. Although there seems to be 
no dearth of entrepreneurial talent in India, the past performance of the planners and 
public-sector managers suggests that there is little reason to believe that, given the 
correct shadow prices, investment decisions based on centralized government 
forecasts will prove to be better than those based on the decentralized forecasts of 
many private entrepreneurs. However, to the extent that India has committed itself 
to a policy of promoting public-sector investment, the Government will have to make 
some forecasts of future demand and supply for at least the goods that the public 
sector is engaged in producing to provide some guidance to public-sector managers. 
These forecasts, however, should be treated as indicative, with both the actual 
public-sector investment decisions and actual performance being judged in terms of 
social profitability at shadow prices. 

For a large country like India with a relatively highly skilled labour force and 
fairly diversified natural resource base, and by now a fairly diversified industrial 
structure, to lay down industrial priorities for the private sector would involve 
making forecasts for thousands of commodities. It is inconceivable that any existing 
methodology would enable such forecasting to be done rationally. As a result, it is 
much better to let the private industrial structure evolve as a result of the private 
entrepreneurs' own forecasts, made in an environment where the actual prices they 
face are increasingly close to shadow prices. The latter in turn involves a 
rationalization of the trade control system, the possible introduction of a wage 
subsidy to correct the divergence between the market and shadow wage rate, and the 

41 P. Dasgupta and J.E.Stiglitz, "Benefit-cost analysis and  trade policies", Journal of 
Political Economy, January/February 1974. 
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substitution  of value-added taxation for the extremely complicated and highly 
diversified system of excise taxation now existing. 

Under such a system of indsutrial planning, there may still be doubts about the 
physical consistency of the intersectoral demands and supplies of different 
commodities, so much emphasized by Indian planners. These fears would be 
misplaced For such consistency is only required in a closed economy. In an open 
economy foreign trade permits much more freedom for excess demands and supplies 
in different sectors to co-exist with overall external and internal balance. The only 
area where such consistency would still be required is for the set of non-traded 
goods. As most of these are provided by the public sector, centralized forecasts, and 
plans for these goods to ensure that supplies match future demand, still remain 
essential. It is an ironic comment on Indian planning, that in the one area in which 
public-sector investment planning in the sense of consistency remains of great 
importance, governments have traditionally made the grossest errors. As a result of 
erroneous forecasts or inefficient implementation, India in the past decade has seen a 
planned increase in the supply of engineers that has led to serious unemployment of 
engineers and power shortages that for years have crippled industrial production. 

Thus, in conclusion, there are feasible ways within the existing institutional and 
bureaucratic setting for India to move towards a more rational system of industrial 
planning. The stagnation of industrial output and investment since 1965 is now 
increasingly being recognized to be the result, in part, of the limitations of the crude 
import-substitution strategy followed in the past. The intellectual basis of the old 
system of target setting, and the practicality of implementing a planned investment 
pattern through the complex system of controls is also under question. Thus, there is 
some hope that in the near future India may move towards the sounder form of 
industrial planning discussed briefly here, though the likelihood of a backlash from 
all those who have benefited from the rents generated from the old methods of 
control should not be minimized. 
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rV.    Industrial priorities in Mexico* 

Background 

Mexico's industrial development has taken place in the framework of a mixed 
economy, under a legal system that provides for public, private and social forms of 
ownership and also lays the basis for State intervention in the country's economic 
sphere. Article 27 of the Constitution, dating from 1917, reserves to the State 
ownership of water, minerals and underground resources, in other words, those 
natural resources with the greatest industrial potential, at the same time it empowers 
the State to grant concessions to private persons to exploit these resources, with the 
exception of petroleum and hydrocarbons. Private property, for its part, is 
recognized as a right, but always subject to regulation and supervision by the State in 
the public interest. Social ownership relates to a communal system of exploitation. 

The areas reserved exclusively for the State are petroleum and other 
hydrocarbons, basic petrochemicals, exploitation of radioactive minerals and 
generation of nuclear energy, mining in the cases referred to in the relevant law. 
electricity, railways, telegraphic and radio-telegraphic communications and others 
specified in individual laws .4 

Furthermore, the public sector has gradually expanded its participation, side by 
side with private initiative, in certain manufacturing branches, including iron and 
steel, fertilizers, paper, sugar, foodstuffs, textiles, metal-working and engineering. 
printing and publishing. In 1974, 790 entities were subject to State control. including 
65 semi-autonomous organizations, 258 enterprises with majority State participation. 
46 federal and municipal public works, 387 trust funds (fideicomisos) set up by the 
Federal Government and 35 enterprises with minority State participation. In a word, 
the direct influence of the State on the operation of the mixed system has been 
extensive. 

For its economic regulatory activities, the Government has a number of 
traditional instruments at its disposal, such as tariffs, price controls and tax and 
monetary measures to correct economic conditions that may be detrimental to given 
social sectors or cause distortions in the operation of the economy at the level of 
aggregate supply and demand. 

This study will analyse the process by which industrial priorities within the 
mixed-economy system of Mexico are determined. 

Industrial priorities are set at two separate levels. First, special incentives are 
granted for the establishment and/or expansion of enterprises in sectors considered 
to have priority. Secondly, direct investment by the State decisively influences the 
orientation of industrial development by promoting the use of certain inputs, 
stimulating the supply of specific markets, promoting or permitting various types of 

•Leopoldo Solís, Subdirector General, Banco de México SA, Mexico City. 
4 ' See the Law on the Promotion of Mexican Investment and Regulation of F;orei|n 

Investment, Diario Oficial (Mexico City) 9 March 1973. 
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competition within the industrial sector etc. All these impulses provided by industrial 
policy determine the degree of effectiveness of the sector in pursuing the objectivesìt 
is expected to achieve within the country's development model. 

The setting of industrial prioriiies has been the result of the functioning of 
regulatory agencies, promotional bodies, and public and semi-public industrial 
enterprises, simultaneously acting under loosely co-ordinating mechanisms. Operating 
criteria are established mostly on an ad hoc basis. Policy instruments created 
originally for other means have come to be used as tools of industrial programming, 
i.e.. import licences, and no specific means have yet been developed for some 
purposes. 

Tha institutional framework 

The institutions playing a part in determining industrial priorities can be 
subdivided into four main groups: (a) the State secretariats that have industrial 
policy functions; (b) the financial institutions that govern the channelling of credits 
to industry; (c) other organizations in the public sector designed especially to 
support industrial activities, either directly or through productive investment in basic 
sectors; and (d) associations of industrialists, which exercise an influence on the 
making of government policies and establish guidelines for action by affiliated 
enterprises. 

State secretariats 

There are four State secretariats with industrial policy functions, namely, the 
Secretariat of Industry and Commerce, the Secretariat of Finance and Public Credit, 
the Secretariat of National Property and the Secretariat of the Presidency. 

The Secretariat of Industry and Commerce is responsible for protecting and 
promoting industry; regulating and promoting technical and industrial research; 
planning and setting, in consultation with the Secretariat of Finance and Public 
Credit, tariffs; placing quantitative restrictions on imports and exports; intervening 
with respect to industrial and commercial property matters; promoting foreign trade; 
providing technical advice to private enterprise on establishing new concerns; and, in 
general, intervening in production, distribution and consumption, where these affect 
the general economy. 

The Secretariat of Industry and Commerce is, then, the main body responsible 
for setting industrial priorities. It implements the policy of tariff protection for 
industry and, together with the Secretariat of Finance, establishes duties and tax 
incentives for industry. In addition, it has established specific machinery for 
regulating the transfer of technology and foreign investment. 

The Secretariat of Finance and Public Credit is responsible for collecting federal 
taxes and budgeting expenditure by the Federal Government, supervising the budgets 
of the main enterprises in the public sector, implementing monetary and credit 
policy, administering customs and tax inspection services of the Federal Government, 
and carrying out all other functions related to taxation. The Secretariat of Finance 
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plays an important role in industrial promotion by administering tax incentives to 
promote industrial decentralization and exports of manufactured products and by 
establishing criteria for channelling credits to industry through the country's banking 
system. 

The Secretariat of National Property is responsible for acquiring, supervising, 
conserving and administering publicly owned property and renewable and 
non-renewable natural resources and for granting concessions and supervising the 
exploitation of these resources. It is also in charge of supervising the operation of 
semi-autonomous organizations and enterprises exploiting the country's natural 
resources and assets and companies in which the Federal Government holds shares or 
interests. Thus, the purchase, expansion and operations of public enterprises are 
subject to the supervision of the Secretariat of National Property. 

The Secretariat of the Presidency is responsible for co-ordinating the investments 
of the various public-sector organizations, and also for planning and supervising 
government investment and investment by semi-autonomous organizations and 
enterprises in which the State has a share. Through these co-ordinating and planning 
functions, the Secretariat of the Presidency regulates the investments of public-sector 
enterprises and investments in infrastructure. The latter condition the potential 
expansion of industrial activity and the former strongly influence the fixing of 
industrial priorities through the exploitation of natural resources and the supply of 
basic inputs for industry. 

Financial institutions 

The Mexican banking system consists of the State banking system and financial 
institutions in the private sector. The State banking system comprises national credit 
institutions, which, in addition to the Banco de Mexico, the central bank, include 
Nacional Financiera, SA, and the Banco Nacional de Comercio Exterior (National 
Foreign Trade Bank). These institutions channel their resources mainly into key 
industries of the economy whose financial requirements have not been adequately 
covered by the private sector. Recently, the "mixed bank" has been introduced as a 
new form of State participation in Mexico's financial sector, in association with 
private shareholders. 

The country's banking system has operated on the basis of specialization, both 
in the obtaining of resources and in the granting of credit. This specialization is, 
however, fairly flexible, permitting a juxtaposition of functions4 3 

The private banking system developed remarkably between 1940 and 1970. 
While the average annual growth of the economy during this period was around 
6.5 per cent, the growth of resources available to credit institutions reached a rate of 
more than 18 per cent. 

The institutions regulating the flow of credit to industry are the Banco de 
México and Nacional Financiera. 

The Banco de México is empowered, inter alia, to regulate means of payment 
and domestic liquidity, as well as the amount and type of credit to be used to 
promote economic growth. The bank has at its disposal several regulatory 
instruments. It can vary the rediscount rate, buy and sell securities in the open 

4'Mario Ramón Beteta, El Sistema Bancario Mexicano y el Banco Central, Collection of 
CEMLA Studies (Mexico City, Centre for Latin American Monetary Studies, 1964). 
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market, change the compulsory rate of deposit and fix the maximum and minimum 
active interest rates of private banks. None the less, characteristics typical of a 
developing economy, such as a weak securities market and high interest rates, have 
made it difficult to use open-market operations and variations in the rediscount rate 
as control instruments. Consequently, the bank has mainly used changes in the 
reserve requirements as a means of exercising its regulatory powers. The direct 
operation of the bank does not cover the whole of the banking system, but it has 
gradually extended its influence, especially in the private sector. 

Nacional Financiera operates as a development bank. Its main function is to 
channel finance, predominantly on a long-term basis, to industries that are 
fundamental to the country's economic growth. For this purpose, it regulates the 
national securities market, acts as an international financial agent for the Federal 
Government and guarantees the credits of financial or investment companies. 

Other organizations in the public sector 

At various times the Government has set up highly diversified semi-autonomous 
organizations and State enterprises to support industrial activities. 

In some cases, the Government has assumed direct control over sectors 
considered strategic or constituting natural monopolies, e.g., petroleum, basic 
petrochemicals, railways and the electrical industry. In the petroleum sector, the 
enterprise known as Petróleos Mexicanos was created, and in the petrochemical sector, 
the Petrochemical Industry Committee, whose function is to determine which 
branches of activity may be undertaken by private enterprise and which must be 
dealt with by the State. In the railway sector, Ferrocarriles Nacionales (the national 
railways) was created, and in the electrical industry sector the Federal Electricity 
Commission. 

In other sectors, the Government has sought to promote industries considered 
essential for the country's development that, in terms of the magnitude of the 
investment required, have been beyond the means of the private sector, such as iron 
and steel, fertilizers and paper. The Government has established the Altos Homos de 
México and Lázaro Cárdenas Las Truchas iron and steel complexes, the Guanos y 
Fertilizantes (guano and fertilizer) complex, and the Tuxtepec paper mill. 

In the case of the sugar and foodstuffs industries, the State has absorbed 
industrial units in conjunction with agrarian reform or measures to supply essential 
items. Sugar mills in the public sector account for 50 per cent of the country's 
production, and this activity is regulated through the National Financial Institution 
for the Sugar Industry and the National Union of Sugar Producers. In the case of the 
foodstuffs industry, the State operates the National Consumer Necessities 
Distributing Company. 

In still other sectors, the State has rescued bankrupt private enterprises whose 
activities it has felt deserved support, as happened in the textile and metalworking 
and engineering industries. In the textile industry, the Government owns only one 
enterprise, Ayotla Textil, and in the metalworking and engineering industry it owns 
the Complejo Industrial de Ciudad Sahagún, a large complex manufacturing railway 
coaches and motor vehicle parts. 

State enterprises have been set up to supply the Government itself in the 
military, printing and publishing branches. 
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Associations of industrialists 

Two nation-wide organizations represent industrial private enterprise, namely, 
the Federation of Chambers of Industry (CONCAMIN) and the National Chamber of 
the Manufacturing Industry (CANACINTRA). CONCAMIN represents the interests 
of large enterprises, including companies with foreign participation, while 
CANACINTRA. which was originally one of the constituent bodies of CONCAMIN. 
represents the views of small or medium-sized enterprises The two groups often 
adopt opposing positions on the country's industrial policy, particularly as regards 
protection policies and foreign investment. CONCAMIN. whose members have more 
possibilities for acquiring foreign inputs, has attached less importance to protection 
or industrial integration. It has rather concerned itself with seeking more effective 
participation in the formulation of tariff policy. CANACINTRA. whose members 
mainly manufacture products with a high proportion of domestic inputs, has 
supported a restrictive policy on imports and has opposed the uncontrolled 
expansion of direct foreign investment. 

The divergence in the interests of the two groups has focused on the 
administration of quantitative controls. CONCAMIN objects to their generalized use. 
while CANACINTRA favours it. This divergence has, in the opinion of some 
authors, prevented industrial private enterprise from adopting a common position in 
dealing with the Government, which has had the ultimate effect of limiting the 
influence of entrepreneurs on the determination of industrial priorities44 

Industrial policy 

The recent evolution of industrial policy in Mexico is better understood as part 
of the country's overall development strategy. The appropriate orientation for the 
industrialization process and the objectives which the industrial sector is called upon 
to realize have been determined by the development model adopted. 

Development strategy 

The development strategy applied in the country until the beginning of the 
1970s has been called one of "stabilizing development "45 Its basic objective was to 
promote rapid economic growth while at the same time maintaining exchange-rate 
and price stability. The basic mechanism for achieving these objectives consisted in 
maintaining a high rate of return for private investment,which was ensured through 
massive import substitution; public investments in infrastructure; a narrow tax base 
and a non-graduated tax structure, which extended preferential treatment to profit, 
reinvestment, interest and unearned income; and moderate increases in real wages. 

The growing budgetary deficit in the public sector arising out of a tax policy 
designed to promote private investment was financed through expanding domestic 

44Rafael Izquierdo, "Kl proteccionismo en Mexico" in Leopoldo Soli's, ed. Ensayos sobre la 
Economía Mexicana (Mexico City, Kondo de Cultura Económica, 1973). 

4'Antonio Ortíz Mena, "Desarrollo estabilizador: una década de estrategia económica en 
México", paper presented at the annual International Bank for Reconstruction and 
Development/International Monetary Kund meeting, Mexico City, September 1969. 
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and foreign credit arrangements. The domestic resources came primarily from 
domestic savings collected by financial and banking institutions, channelled to the 
public sector through the central bank's reserve requirement system. Price stability 
gave rise to a strong boom in the Mexican finance system, whose growth rate 
increased to more than double that of the domestic product at current prices. This 
made it possible to increase the amount of finance for the public sector year by year, 
and at the same time channel increasing financial resources into the private sector. By 
contrast with what took place during the Second World War and the years 
immediately following it, in this phase new currency issues of an inflationary nature 
were no longer used to finance deficit operation by the public sector.4" 

In the context of the stabilizing development strategy, industrialization 
continued to be considered a sine qua non for development, as it had been since the 
1940s. Import substitution was intensified; protection was broadened, and 
accelerated industrial growth was achieved. In contrast, the growth rate of agriculture 
and stockraising declined. Exports consisting mainly of agricultural products also 
slumped, not only as a consequence of the decreased dynamism of the agricultural 
and stockraising sector, but also as a result of the bias against exports arising out of 
industrial protection itself. 

The country's growth process turned increasingly inward, through import 
substitution and the promotion of the broadest possible industrial base, well 
protected against external competition. Consequently, the prices of inputs of 
industrial origin, including those used in agriculture, and of consumer goods of the 
same origin rose. The resulting transfer of resources from farmers and consumers to 
manufacturers meant increased profits for industry, which were not heavily taxed 
owing to the preferential treatment granted to income from capital. 

All the above-mentioned factors encouraged accelerated growth and 
diversification of industrial activities. In addition, the State artificially reinforced 
industrialization through its direct intervention in the development of the sector. 

Public enterprises producing basic inputs for industry, especially in the field of 
energy, i.e., petroleum and its derivatives and electricity, not only supplied these 
goods and services at the rate required for an accelerated expansion of industry, but 
also follow ;d a policy of fixed prices independent of production costs. In fact, the 
prices for these inputs were kept virtually unchanged throughout the 1960s. In 
addition to being a decisive factor in achieving the price stability enjoyed by the 
country during this period (the annual average increase in the implicit deflator of 
GDP between 1960 and 1970 was 3.5 per cent4 7), this policy represented a growing 
subsidy to industry, which brought about greater profitability and a consequent 
increase in savings capacity and expansion in industrial plant. Furthermore, during 
this period the Government established and expanded a wide range of administrative 
mechanisms specially designed to promote the expansion and diversification of 
industrial activities. 

To sum up, the very nature of the development strategy adopted by Mexico in 
the 1960s encouraged accelerated expansion and diversification of industry, to the 
detriment of other productive activities, especially in the agricultural and stockraising 
sector. In addition, the instruments used by the State to promote industrial 
development   encouraged   the   indiscriminate   establishment   and  expansion  of 

4 * Leopoldo Soli's, Ixt Economia Mexicana: Retrovisión y Perspectivas (Mexico City, Fondo 
de Cultura Economica, 1971), pp. 108-123. 

4 'Banco de México, SA, Annual Reports. 
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import-substitution industries, for the multiple purpose of improving the country's 
external position, modernizing productive activities in the economy by increasing the 
relative share accounted for by industry in the generation of the domestic product, 
and raising the income level of the population.48 The industrialization policy 
followed during this period attached little importance to the geographical 
distribution of industry; to exports, competitiveness and efficiency in the operation 
of the industries promoted; to foreign participation in enterprise capital; or to 
integration of the industrial structure. 

Recent evolution of economic policy 

Towards to end of the 1960s, a number of imbalances generated by the 
development strategy adopted became apparent. The distribution of income did not 
improve with the passage of time; production became increasingly oriented towards 
responding to the consumption patterns and preferences of the upper income groups 
in the population. The import-substitution approach strengthened the tendency to 
introduce new consumer goods in the domestic market, copied from innovations 
generated by consumer societies in the developed countries. 

The technology for producing these articles also came from abroad, almost 
always linked either with the import of machinery and equipment or direct foreign 
investment. The imported technology, designed to take into account the relative 
factor abundance in the industrialized countries, was too costly for the country 
because it required a high proportion of capital inputs and parts and components 
produced abroad. Furthermore, the protectionist measures and other mechanisms for 
promoting industrial development encouraged the import of capital goods to a 
disproportionate extent with the simple intention of promoting physical investment 
by artificially reducing the private cost of the capital used in manufacturing 
processes. 

The combination of these factors in the context of a population with one of the 
highest growth rates in the world gave rise to a chronic deficit in the capacity of the 
productive system to generate jobs, which was reflected in substantial increases in 
unemployment and underemployment. In addition, the country became more 
dependent on foreign countries, since the deficit in the goods and services account of 
the balance of payments, aggravated by these factors, had to be financed through a 
growing foreign debt. Import substitution in respect of consumer goods generated 
growing requirements for capital goods, inputs and technology from abroad, also 
encouraging increased participation by transnational enterprises in the operation and 
expansion of the domestic productive system, above all in the most dynamic 
manufacturing branches. 

The external deficit arose, not out of inadequate external demand, but out of 
the inability of the productive system to increase exports as rapidly as necessary. The 
problems relating to exportable supply were primarily associated with the 
inflexibility of the rate of exchange, loss of dynamism of the agricultural and 

* * Sin« the productivity of industry is higher than that of other activities, the policy 
adopted discriminated against the agricultural and stockraising sector in favour of industry, with 
a view to maximizing income. However, investments in agriculture and stockraising can 
considerably increase the sector's product-capital ratio and may have a greater productivity than 
many industrial investments, thus making a larger contribution than industry to the objective of 
growth, quite apart from their obvious relative advantage in the creation of jobs. 
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stockraising sector and the low degree of competitiveness and efficiency of industry 
resulting from the indiscriminate import-substitution policy. 

The growing fiscal deficit also limited participation by the public sector in the 
economy, making it difficult for public-sector action to offset at least partially the 
social and equity imbalances in the distribution of income arising out of the 
development model followed. Greater dynamism was required in public investment, 
both to create the physical infrastructure necessary for industrial expansion and to 
guarantee the supply of basic inputs produced by public enterpises. Growing 
demands were, in turn, being placed on investment and current expenditure of a 
social nature by a steadily growing population. None the less, tax levels were kept 
down, in comparison with countries at a similar level or even a lower level of 
development; and public enterprises operated with growing financial deficits, which 
limited their expansion programmes and gave rise to increasing bottlenecks in the 
productive structure, resulted in additional imports and implied growing financial 
transfers and support from the national treasury. 

Furthermore, the machinery for the promotion of economic activity, especially 
the not very selective tax incentives policy and the rate structure for transport, 
strengthened the economic forces favouring geographical concentration and 
polarization of economic activity. The country's industrial growth was concentrated 
in the main urban centres of consumption, especially Mexico City; and the disparities 
in standards of living became accentuated, since the concentration of other types of 
activities, particularly services, was promoted. All these factors together encouraged 
excessive population growth in the country's main cities. 

Thus, at the beginning of the 1970s, the size of the revenue deficit and of the 
external deficit made it very difficult to maintain both the high economic growth 
rate and the stability of prices and the exchange rate,49 bringing about a conflict of 
objectives in the development strategy. The deterioration in the purchasing power of 
most of the population, arising out of the bias towards concentration of personal 
income and the growing inability of the system to create new jobs, made the 
development strategy based on the model of inwardly focused growth unworkable. 
The lack of dynamism of the agricultural and export sectors limited the possibility of 
continuing to increase the growth rate of national production. In a word, the 
economic policy adopted in the 1960s was no longer viable. 

In the last few years, new guidelines and priorities have been set for the 
development of the industrial sector to correct the imbalances that arose in the initial 
stages of industrialization, to contribute more efficiently to the achievement of 
national objectives and to develop the capital goods sector. 

Industrial policy objectives may be briefly outlined as follows: 

(a) To increase job-creation capacity; 

(b) To maintain the high growth rate industry has shown in the past; 

(c) To offset, through exports of manufactured goods, the foreign exchange 
needed for the expansion of industry ; 

(d) To achieve a more balanced geographical distribution of industry and create 
new development poles in backward areas; 

4'The only short-term means of adjustment for reducing the current-account deficit while 
maintaining a fixed exchange rate consists in lowering the rate of growth of the domestic product 
to reduce the growth of imports. This means was used in 1971 and resulted in a sharp drop in the 
real growth rate of GDP, from an average of 6.8 per cent in the 1960s to 3.2 per cent in 1971. 
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(e) To orient industrial production more strongly towards the needs of the 
great majority of the population; 

(f) To reduce industry's dependence on foreign capital and. in particular, on 
the service "packages" it obtains from transnational enterprises; 

(g) To develop its own capital goods industry to neutralize capital for the 
country from cyclical fluctuations in the world economy. 

These objectives will serve as the frame of reference for evaluating the criteria 
for industrial priorities. 

Policy on foreign investment and transfer of technology 

Direct foreign investment has made an important contribution to the country's 
development in terms of production, employment, financial resources and tax 
revenue. None the less, it has also encouraged a high degree of industrial 
concentration, adversely affected the balance of payments, resulted in the purchase 
of unsuitable and costly technology and placed growing pressure on domestic 
financial resources.50 

The foreign share in industry has grown largely as a result of the support given to 
industrialization, particularly in the form of protection and tax incentives, and the 
policy followed by the Government regarding foreign investment up to 1973.when 
the Law on the Promotion of Mexican Investment and Regulation of Foreign 
Investment was promulgated. 

The new legislation attempts to strengthen the negotiating position of the State 
vis-à-vis foreign capital so that the external services required for development can be 
acquired selectively and at the lowest possible cost. The Law recapitulates and 
supplements previous regulations, dating back to various periods, defining specific 
activities in which it is considered advisable to permit direct foreign investment and 
the conditions under which it is desirable, and lays down that, as a general rule, in all 
other sectors foreign investment may account for not more than 49 per cent of the 
capital of Mexican companies. 

The Law defines foreign investment as investment by foreign corporate bodies 
and physical persons, foreign economic entities without legal personality and 
"Mexican business enterprises in which foreign capital accounts for a majority share 
or in which foreigners are empowered in any capacity to take decisions on the 
management of the enterprise" (Article 2). The Law regulates the following acts 
relating to goods, property or rights by foreign investors: (a) the acquisition of 
capital or fixed assets of Mexican enterprises existing or to be established; (b) control 
of the administration of an enterprise or authority to take decisions on its 
management; fcV installation of a new establishment; (d) new fields of economic 
activity; and (e) new lines of products. 

This statute created the National Registry of Foreign Investments and the 
National Commission on Foreign Investment, the former to serve as a control organ 
and central agency for information on foreign investment, and the latter as the body 

50 Fernando Fajnzylver and Trinidad Martínez Tarrago, "Las empresas transnacionales: 
expansión a nivel mundial y proyección en la industria Mexicana". (Mexico City, Centro de 
Investigación y Docencia Económica, A.C., 1975), pp. 187-196. Mimeograph. 
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responsible for co-ordinating the action of federal agencies in this field and dealing 
with applications relating to investment involving operations in the five areas listed 
above. 

Applications are evaluated primarily on the basis of the following criteria: 
complementarity between foreign and domestic investment; magnitude and degree of 
integration of branch of activity involved; contribution to the balance of payments; 
generation of jobs and training of Mexican technicians and administrators, as well as 
technological development; diversification of sources of investment; degree of 
financing of operations with foreign resources; and, lastly, contribution towards 
industrial decentralization and the incorporation of domestic inputs and components 
into products manufactured. 

Government policy concerning the development and transfer of technology has 
in general been passive and marginal. Although before 1972, the year in which the 
specific law on the subject was promulgated,5 ' attempts had been made to introduce 
technological criteria into industrial development policy, there was no overall policy 
on the transfer of technology. 

The legislation in force is intended to regulate one of the phases of the 
technological process, namely, purchase of technology, in order to avoid excessive or 
unjustified payment of royalties and to eliminate restrictive clauses that have 
generally been included in transfer of technology contracts. This control is exercised 
through the National Transfer of Technology Registry under the control of the 
Secretariat of Industry and Commerce. 

Inttrumtnts of industrial policy 

The main machinery for regulating industrial activity the Mexican State has used 
up to now includes the instruments used in protection policy-customs duties, 
quantitative import controls and manufacturing programmes; various tax incentives 
that have been applied to promote exports of manufactures, geographical 
decentralization of industry and reinvestment of profits; and financial incentives, 
price regulation and machinery regulating foreign investment and transfer of 
technology. 

Tables 8 and 9 summarize the main industrial development instruments. 

Tariffs 

Duties on imports have not played a very important role as a mechanism of 
protection. In 1929, the first tariff schedule with genuinely protectionist aims was 
established; the average level of the tariff was none the less fairly moderate, and its 
coverage was narrow. The changes in the tariff over the years have primarily reflected 
objectives relating to government revenue, the balance of payments or administrative 
improvement. However, many specific headings of the tariff schedule were altered to 

5 ' The provisions of this law have been analysed in detail in National Approaches to the 
Acquisition of Technology, Development and Transfer of Technology Series No. 1 (United 
Nations publication, Sales No. 78.II.B.7). 



58 
Industrial Priorities in Developing Countries 

TABLE 8.   PRINCIPAL TYPES OF FISCAL INCENTIVES 

Instrument of 
industriel 

promotion 

Requirements? 
incentives and    \ 
type of beneficiary 

Requirements 

Law on the promotion 
of new and necessary 
industries 

•40% maximum im- 
ported content 
calculated on direct 
production cost 

•Minimum in-ptant 
procetstng 10% 
(flexible) 

Subsidies for exports 
and frontier tone 
sales 

•50% minimum 
domestic content 

•WM! be applicable to 
products lilted in the 
Diario Oficial of 
9 January 1975 in 
accordance with the 
new tariff (ICE) 

Temporary imports 
and exports 

•409? minimum 
domestic content 
(a lower percentage 
may be accepted if 
it can b« justified 
on economic grounds) 

•Deposit equivalent 
to 1(HK& of the taxes 
resulting from the 
operation plus 1 (K? 
to cover fines (a 
preventive measure) 

•Minimum of 51^ 
of shares in the 
hands of nationals 

•Remittances abroad 
for technical 
atetstance and the 
exploitation and use 
of patents and trade 
marks not to exceed 
3% of sales 

•Maximum rate of 
interest in accordance 
with the international 
foreign credit market 
(variable) 

•Employment of foreigners 
limited to one-year 
contracts, renewable, with 
salaries between 10% and 
20% of the total wage bid 

«Sales prices will depend 
on price movements in 
the country of origin 

•2% of tax savings for 
administrative expenses 
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IN MEXICO FOR INDUSTRIAL DEVELOPMENT 

Refutation of the 
maquila industries 

•Imports in accordance 
with the requirements 
act out in the regula- 
tions governing 
temporary imports 

Incentives to decen- 
tralization aimed at 
promoting regional 
development 

•Minimum of 51ft 
national capital 

Rule VIÌI 

•An integration 
programme is 
required 

Reinvestment 
incentives 

•Permission to be 
requested from 
the Secretariat 
of Finance and 
Public Credit 

•Export of production •Remittances abroad 
for the use of 
patents, trade marks 
and technical assist- 
ance will be deter- 
mined individually 
but must not exceed 
3% of sales 

•Contracts making 
provision for payment 
for the use of patents, 
trade marks and tech- 
nical assistance may 
not put restrictions 
on export 

•Prior authorization 
to raise foreign credit 

•The integration 
programme must 
be approved by 
the Secretariat 
of Industry and 
Commerce 

•Products must have 40% 
domestic content (a 
lower figure may be 
allowed provided there 
is a time-table for 
integration) 

•The management of the 
undertaking» and the 
boards of directors 
must be Mexican 

•Profits may not be 
exempt from state taxes 

•4% of tax savings as 
payment for admini- 
strative expenses 
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Instrument of 
industrial 

promotion 

Requirements, 
incentives end 
type of beneficiary 

Law on the promotion 
of new and necessary 
industries 

Subsidies for exports 
and frontier tone 
sales 

TABLE 8 

Temporary imports 
and exports 

Incentives * Refund of 100% of 
import duties on 
machinery, equipment 
and spare parts 

•Refund of up to 100% 
of the net federal 
share of indirect taxes 

•100% exemption 
from general import 
and export duties 

«Refund of 100% to 25%, 
on a decreasing scale, 
on import duties on 
raw materials and 
components 

«Refund equal to 11% 
of the sales price 
ex factory (in practice 
this is the same for 
all products) 

•Refund of 100% of 
tax on trading revenues 

•100% refund of duties 
on imported inputs 
(when they are not 
subject to the 
temporary import 
regime) 

•Refund of 100% of 
tump tax 

*IUÉ«te of income tax 
up to a maximum of 40% 

•Permission not to 
accumulate the amount 
refunded for purposes 
of calculating overall 
company tax (making 
annual adjustments) 

«The labour tax and the 
tatet tax in respect of 
technical assistance 
royalties and dividends 
can also be covered with 
the refund 

«Tax Refund Certificates 
(CEDlt) are accepted by 
the governments of the 
ttatet as payment for all 
tax on trading revenues 
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(continued) 

Regulation of the 
maquila industries 

Incentives to decen- 
tralisation aimed at 
promoting regional 
development Rule Vili 

Reinvestment 
incentives 

•Refund of 40% of 
total of import 
duties deposited 

•Complementing the 
United States import 
duties on value added 
outside the country 
to raw materials and 
components of United 
States origin are recovered 

ZONE 2 
•50% to 100% rebate 
on general import 
duties 

•50% to 100% rebate 
on labour tax 

•Duty will be 
charged by unit of 
volume in conformity 
with the correspond- 
ing tariff item in the 
new General Import 
Duty Schedule 

•Imports may be made 
in one or more 
consignments and 
through one or 
more custom-houses 

•Up to 100% rebate 
on income tax in 
respect of formation 
of reinvestment 
reserves through 
accelerated 
depreciation 

•60% to 100% rebate 
on income tax 

'Accelerated depreciation 
•50% to 100% rebate 
on the tax on 
trading revenues 

•The majority of the 
capital does not have 
to be in national hands 

ZONE 3 
•60% to 100% rebate 
on general import 
duties 

•60% to 100% rebate 
on labour tax 

•Facilities for foreign 
personnel in the 
provision of services 

•Authorization for 
finished goods to be 
sold on the domestic 
market provided that: 
(a) they do not compete 
with national goods; 
(b) they replace imports; 
and (c) they comply with 
all the fiscal require- 
ments laid down 

•60% to 100% rebate 
on income tax 

•Accelerated 
depreciation 

•60% to 100% rebate 
on the tax on 
trading revenues 
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TABLE 8 

Instrument of 
industrial 

promotion 

Requirements^ 
incentives end 
type of beneficiary 

Lay» on the promotion 
of new »né necessary 
industries 

Subsidies for exports 
and frontier zone 
sales 

Temporary imports 
and exports 

•CEDI» can be cashed at 
the National Foreign 
Trade Bank (if there it 
a surplus after payment 
of tax) 

Beneficiaries 
Naiv industries: 

Beak industries 

Smnt+Mk industries 

•100% exemption from 
general import duty 
in the first four years, 
50% in the next three 
years and 23% in the 
final three years 

*I00% exemption from 
the tax on trading 
revenues 

•100% exemption from 
stamp tax 

•Up to 40% rebate 
on income tax 

•100% exemption from 
general import duty 
in the first three 
years, 50% in the next 
two years and 2.5% in 
the final two years 

•25% reduction on railway 
freight charges 

• 11 % refund of indirect 
taxes on the total value 
of their operations for 
exporters of Mexican 
technology and services 

•11% of ex factory value 
as refund of indirect 
tax for import 
substitution, based on 
international competition 

* 100% exemption from 
income tax and tax on 
trading revenues in 
respect of payment abroad 
of commissions for 
services in connection 
with exports 

•fermission for exporting 
companies to use direct 
costing methods 

•The same general 
incentives provided the 
requirements are met 

•The seine general 
incentives provided 
the requirements 
•remet 

•The same general 
incentives provided 
the requirements 
are met 

•The seme general 
incentives provided 
the requirements 
•remet 



Industriai priorities in Mexico 63 

(continued! 

Refutation of the 
maauìl« inâuitriet 

Incentive» to éeeen- 
trmMtëtkm aimed et 
promoting regione,! 
development Rule Vili 

Reinvtttmtnt 
Incentives 

'Manufacturing plant 
not established for 
maquik activities 
may be so used provided 
it meets the 
requirements 

ascvntiw* piu » ••• 
the teejiHfesnenti 

"The same general 
incentives 
provided the 
requirements at* 

The same general 
incentives provided 
the requirements 
at« met 

Ine san 
Bscesnivei swvnsNej 
the requirements 

•Tne ssase general 
iacantivet provided 
the requirements 
are met 

•The same general 
incentives provided 
the requirements 
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TABLE 8 

Instrument of 
industrial 

\    promotion 

Requirements^ 
incentives and 
type of beneficiary 

Law on the promotion 
of new and necessary 
industries 

Subsidies for exports 
and frontier zone 
sales 

Temporary imports 
and exports 

•100$ exemption from 
tax on trading 
revenues 

•100% exemption from 
stamp tax 

•Up to 40$ rebate 
on income tax 

Secondary industries •100% exemption from •The same general •The same general 
general import duty ¡ncintives provided incentives provided 
in the first two the requirements the requirements 
years, 50^ in the next are met •remet 
two years and 2% in 
the final year 

•100% exemption from 
tax on trading revenues 

•100% exemption from 
stamp tax 

»Up to 40% rebate 
on income tax 

"Necessary" •The same as for •As for new •Ai for new 

industries: new industries industries industries 

Basic industries 

Semi-basic *As for new •As for new •As for new 

industries industries industries industries 

Secondary •As for new •As for new •As for new 

industries industries industries indus'ries 

Specialist 
trading 
companies 

•Additional refund of 
indirect taxes in the 
amount of 4% of the 
ex factory value 

Export industries •The same general •The same general 
incentives provided 
the requirements 
are met 

the requirements 
are met 

Maquile industries 

Enterprises 
engaging in new 
activities in a 
municipality 

•The same as for 
new industries 

•The same general 
incentives provided 
the requirements 
are met 
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(continued) 

Refutation of the 
maquila industries 

Incentives to decen- 
tralisation aimed at 
promoting regional 
development Rule VIII 

Reinvestment 
incentives 

•The MIM general 
incentive! proved 
the requirement! 
»» Mtt 

•The mm» general 
incentivei provided 
the requirementi 
if t met 

I Ml H^Rv mßWrWwtm 

iMtolêvtl pf&vìité 

* Ai for ut 
industriel 

•Ai for Mw 
induMriei 

•Ai for new 
taiitetriet 

*Ai for new 
industriel 

•Ai for new 
tnduitriei 

•Ai for new 
ittduttriei 

•Ai for new 
Mutuici 

•Ai for new 
induitriei 

•Ai for new 
induttmt 

•The tame general 
incentivei provided 
the requirement! 
are met 

•The tame general 
incentivei provided 
the requirement! 
arc met 

•The «ame general 
incentivei provided 
the requirement! 

•The tame general 
incentives provided 
the requirement« 
are met 

•The tame generai 
incentivei provided 
the requirement! 
are met 

•The tame genet at 
iatáaBAtÉVaM MAVÉálá •nWrnfTfl pnnMi 

the requirementi 
•remet 

•The same general 
incentivei provided 
the requirementi 
are met 



66 Industrial Priorities in Developing Countries 

TABLE 8 

Instrument of 
X.            industrial 

X^    promotion 

Req uirements^- IMW on the promotion        Subsidies for exports 
incentives and    X of new and neceaary          and frontier zone Temporary imports 
type of beneficiary X industries                             sales and exports 

Enterprises •The same general 
utilizing products incentives provided 
from the zone the requirements 

are met 

Enterprises *The same as for The same general 
engaging in new industries incentives provided 
activities new the requirements 
in the country are met 

Enterprises *The same general 
filling gaps incentives provided 
in supply the requirements 

are met 

Enterprises •The same general 
nationalizing incentives provided 
their production the requirements 

are met 

Enterprises •The same general 
expanding incentives provided 
their capacity the requirements 

are met 

Enterprises •The same general 
investing their incentives provided 
profits to the requirements 
establish are met 
or expand 
industrial 
undertakings 

Enterprises •The same as for •The same general 
of particular new industries' incentives provided 
national the requirements 
interest are met 

•Refers only to commercial enterprises. 

grant protection to new products or to enlarge the margins for existing products as a 
result of continual negotiations between the Government and various groups of 
entrepreneurs. Between 1964 and 1970, the number of dutiable items grew at a rate 
of more than 1,000 a year; in 1970, around 12,900 items were dutiable. The tariff 
levels applied to this large number of items varied greatly because the tariff was 
designed to answer various purposes, e.g., protecting domestic production, 
discouraging unnecessary imports and favouring imports of products not 
manufactured in the country. This lack of uniformity was further aggravated when a 
surcharge of 10 per cent on the import of luxury articles, revenue from which was 
earmarked for financing exports of domestic manufactures, was introduced in 1962. 
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(continued) 

Regulation of the 
maquila industries 

Incentives to decen- 
tralization aimed at 
promoting regional 
development Rule Vili 

Reinvestment 
incentives 

The same general 
incentives provided 
the requirements 
are met 

*The same general 
incentives provided 
the requirements 
are met 

*The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are met 

*The same general 
incentives provided 
the requirements 
are met 

*The same general 
incentives provided 
the requirements 
are met 

*The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are nvt 

The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives proveed 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are met 

The same general 
incentives provided 
the requirements 
are met 

The fiscal function of the tariff has also been fairly insignificant and has declined 
in the course of time. The share of federal government revenues obtained from 
import duties declined from 38 per cent in 1930 to 21 per cent in 1951, and to 
13 per cent in 1968. This decline is explained primarily by the expanded application 
of quantitative controls to imports. In Mexico, the tariff has been designed primarily 
to protect the production of consumer goods and to establish a liberal system for 
importing intermediate and capital goods. 

It is important to ascertain precisely the level of protection that has been 
granted to industry through the tariff, taking into account the extensive use made of 
quantitative controls. The only study that has been undertaken along these lines used 
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data for I960.52 It shows that the average nominal tariff weighted on the basis of 
gross production by sector was 22 per cent in 1960. Nevertheless, the tariff obtained 
by comparing domestic prices with international prices in this sectoral classification 
was 15 per cent, which is considerably less than the nominal tariff. 

Excessive protection margins are to be found mainly in the case of manufactures 
with a long tradition of production in Mexico and account for a substantial share of 
domestic industrial production. The opposite situation where implicit protection 
exceeds nominal protection occurs in the case of products facing real competition 
from imports or smuggling, such as consumer durables and equipment (see table 10). 

TABLE 10.   NOMINAL TARIFFS AND EFFECTIVE PROTECTION, BY PRODUCT GROUP, 
1960 

(Percentage) 

Effecti ve tariff Effective implicit 
Nominal protection protection 
protection 

Products grouped Balassa Corden Balassa Corden 
by sector of origin Tariff Implicit method method method method 

Total average (I to X) 22.0 15.0 35.0 31.0 28.0 25.0 
Average for manufactures 35.0 24.0 74.0 64.0 48.0 42.0 

I   Agricultural 6.7 6.5 3.9 3.7 3.1 3.0 
II   Processed foods 21.2 18.3 23.0 23.0 4.7 5.7 

III   Beverages and tobacco 69.8 28.8 257.8 204.5 48.1 42.4 
IV   Mining and energy 4.2 4.4 6.6 - 5.9 - 5.1 -4.9 
V   Construction materials 26.3 -3.6 97.0 72.6 0.6 0.8 

VI-A   Simple intermediate 
producís 24.4 21.8 58.0 49.8 42.2 37.1 

VI-B   Complex intermediate 
products 33.5 24.6 67.0 59.3 42.0 37.8 

VII   Non-durable consumer goods 63.9 25.4 129.2 112.0 31.9 29.9 
VIII   Consumer durables 40.8 49.0 86.7 78.3 100.9 83.0 

IX   Machinery 10.6 28.8 10.1 9.5 40.6 37.8 
X   Transport equipment 18.0 26.0 29.6 26.3 41.8 37.0 

Source: Gerardo M. Bueno, La estructura de la protección en México, 1970. [Translator's 
note: The reference should probably be to G. Bueno, "The structure of protection in Mexico", in 
Bela Balassa and others, The Structure of Protection . . ., op. cit. | 

The surplus protection that existed in a wide range of industrial branches made 
it possible to amend substantially the general import duty schedule in January 1975, 
with a view to simplifying and updating the schedule and removing shortcomings in 
the protection function of the tariff. 

The tariff levels established as a result of the restructuring are as follows: 

(a) For products intended for agricultural and stockraising activities, duties 
range from 0 to 5 per cent. Agricultural machinery is duty-free owing to the high 
priority assigned to achieving self-sufficiency in food; 

(b) Chemical and pharmaceutical products considered essential in combatting 
epidemics and in preparing antibiotics are subject to duties of up to 7 per cent; 

92 Gerardo Bueno, "The structure of protection in Mexico", in Bela Balassa and other», The 
Structure of Protection in Developing Countries (Baltimore, Johns Hopkins, 1973). 
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(c) Imports of basic raw materials not produced in the country are dutiable at 
the rate of 5-10 per cent. For raw materials that are of secondary importance or have 
a good chance of being manufactured domestically, a category that includes most 
intermediate products for industrial use, the rate is 15 per cent; 

(d) Finished products are dutiable at a rate of 20-35 per cent, with capital 
goods dutiable at a rate of 20-25 per cent, and other manufactured products at a rate 
of 25-35 per cent; 

(e) For luxury goods, the duty rate is 50-100 per cent. Cars assembled abroad 
are virtually the only products dutiable at the maximum rate of 100 per cent.53 so 
that it can be stated that the maximum level of the new tariff schedule is 75 per cent. 

The number of dutiable items was reduced by 36 per cent to 7,273. The specific 
duty that still applied to some items was abolished, and all impoits were subject only 
to the ad valorem duty. The duties were fixed in accordance with the degree of 
processing of the products concerned, which reinforced the importance of 
quantitative restrictions on imports as basic instruments of protection for industry. 
The average level of import duties, between 16 and 17 per cent ad valorem, is 
extremely low for protection purposes, considering the stage reached in the country's 
industrial development. 

The most significant change took place in the category of tools and machinery. 
Although the duty rate is about the same as the earlier rate,between 10and 25 per 
cent, the previous schedule granted a subsidy of 65 per cent on import duties 
applicable to all types of machinery, so that the real duty was not 20-25 per cent, 
but 7-8.75 per cent. The increase of around 200 per cent in nominal protection 
indicates the new priority assigned to the manufacture of capital goods in the country. 

Up to 1974 the Joint Tariff Commission, an intersecretariat body responsible for 
customs policy in which the Secretariat of Finance and the Secretariat of Industrie 
and Commerce participate, frequently revised both the number of tariff items and 
the level of duties on them, after considering requests submitted by enterprises that 
felt affected by the import duty system. When it was demonstrated that an input was 
not produced in the country, or else, although it was produced, certain technical 
requirements for its use as a substitute for the imported input were not met, a new 
tariff item was established with a low duty to facilitate its import and reduce the 
production costs of the requesting enterprise. In other cases, when domestic 
manufacture of an article that had previously been imported was started, an increase 
in the duty level could be granted to provide additional protection to the 
industrialist, in case the quantitative control system should not entirely prevent 
import of the item concerned. 

The new tariff schedule considerably reduced the number of tariff items and laid 
down a single duty rate for each sub-group, including both residual and generic 
items.54 This measure, in addition to facilitating customs clearance, is clearly 
intended to eliminate the previous habit of creating new tariff items in order to alter 
the duty for specific products. This reform points towards an important change in 
tariff policy, eliminating the granting of special or case-by-case treatment in response 
to requests by individual enterprises, which often generates distortions in the 
assignment of resources within industry. 

53 In this case, as in some others, tariff protection is inoperative, since the importation of 
cars is forbidden. 

54The previous schedule provided for higher duties on generic items than on residual items. 
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To sum up, tariff policy does not pursue protectionist aims, which are left to 
quantitative import controls. In the tariff reform, the tendency to discriminate 
against agricultural and stockraising activities was checked, which resulted in a lower 
level of protection for the manufacture of agricultural machinery. Furthermore, clear 
priority is given to domestic manufacturing of capital goods through an increase of 
about 200 per cent in customs protection for this branch, and an attempt is being 
made to eliminate case-by-case application of the tariff in order to prevent 
unjustified incentives from being granted to individual industries. 

Quantitative controls 

Quantitative controls are applied through: (a) import licences and (b) control of 
imports by the public sector. 

Import licences 

The system of licensing imports in use since 1948 has become the main 
instrument used to protect industry. It has also been used to guide investment 
towards industrial areas and branches considered to have priority; it has in addition 
served as an instrument for regulating foreign participation in the capital of industrial 
enterprises, price levels, efficiency of production and the use of domestic inputs in 
industry. It is also used in international negotiations on bilateral trade. 

The import licence system has been used mainly to cope with balance-of- 
payments difficulties arising out of the economic circumstances of the moment. and 
the range of products affected has substantially increased in the course of time. In 
1970, it was estimated that 65 per cent of the total value of imported goods and two 
thirds of all tariff items were subject to the import licence requirements. In 1973, 
more than 250,000 import licences were processed. As a consequence of the 
restructuring of the General Import Duty Schedule in January 1975, the range of 
products covered by the import licence system was expanded even further, and 
certain items not subject to control were regrouped with others of a general nature 
for which a licence was required. In July 1975, it was decreed that all tariff items 
should be subject to this requirement, in order to hold in check a flow of imports 
that appeared excessive. 

The Secretariat of Industry and Commerce is responsible for the administration 
of import licences. It is assisted in examining applications by over 40 Consultative 
Import Committees made up of representatives of the Secretariat itself and of groups 
of industrialists interested in the import or processing of goods subject to 
quantitative control. Through this machinery, the points of view of the parties 
concerned with imports are made known, and there are formal channels for 
expressing disagreement. However, the recommendations of the Committees are not 
binding, since the Secretariat of Industry and Commerce reserves the right to approve 
or reject applications submitted for its consideration, at its own discretion. 

The existence of domestic substitutes is the commonest criterion for evaluating 
applications for import licences. What has been called the natural theory of import 
substitution, according to which "if the domestic market is protected, invisible forces 
will inevitably appear on the scene to take advantage of the opportunities created by 
the Government",'* is generally accepted in the administration of import licences. 

"Izquierdo,op. cit., p. 267. 
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There seems to be a tendency to favour the domestic producer over the potential 
importer and to prohibit imports where a substitute, even if it is not competitive, is 
produced domestically. This conclusion would appear to be strengthened by a study 
that demonstrated, on the basis of a sample of import applications, that the main 
reason for granting import permits was the lack of domestic production of susbtitute 
goods. In only two of the 1,367 cases considered was importation authorized on the 
basis of price considerations. In these two cases, domestic prices exceeded import 
prices by around 200 per cent.5 6 

In addition, a formal price criterion exists on the basis of which the import 
permit will be granted if the price of the domestic substitute for the article to be 
imported exceeds the price in the market of the country of origin of the imported 
article by 90 per cent. In 1970, it was announced that the figure of 90 per cent 
would be reduced little by little, in order gradually to lower the level of protection 
granted to industry. Not only have the heavy imbalances in the trade balance in 
recent years prevented this reduction from being carried out, but the price criterion 
is no longer applied regularly either. When foreign price quotations reflecting sizeable 
differences in price between the imported article and the domestically produced 
substitute are presented, the domestic producer invariably argues, through the 
representatives of the chambers of industrialists in the Import Committees, that 
dumping is involved. The burden of proof, however, falls on the importer, who must 
demonstrate that the price obtaining in the country of origin is close to that of the 
individual quotation contained in his application and considerably lower than the 
price of the domestic substitute. In short, the criterion of price disparity is not very 
effective, even in the cases where the competent authorities decide to apply it. 

The many factors that must be taken into account in evaluating import 
applications on a case-by-case basis necessarily include subjective criteria that have 
given rise to undesirable collateral effects such as: the low degree of integration in 
many industrial branches; the existence of idle capacity in industrial plant; a wide 
range of levels of protection in the various industrial branches; the creation of 
monopolies and a low level of competition in many sectors; the generation of 
bottle-necks owing to the scarcity of intermediate goods required for the 
manufacturing of import substitutes; overinvestment in stocks of imported goods as a 
result of uncertainty concerning regular supply; a substantial wastage of resources 
absorbed by bureaucratic formalities on the part of both government agencies and 
importing enterprises etc. 

When these problems become evident, the authorities responsible for 
administering import permits attempt to correct them by refining and multiplying 
the ad hoc rules for regulating imports, which usually aggravates distortions in the 
assignment of resources and gives rise to stronger controls. This is particularly the 
case with non-standardized products that cannot be identified by means of generally 
accepted technical standards. 

A serious problem in applying the import licence system is the growing volume 
of applications that must be processed. In 1973, when around 70 per cent of the 
tariff items were subject to quantitative control, it is estimated that the Secretariat of 
Industry and Commerce authorized 250,000 import permits. In 1975, to cope with 
the growing deterioration in the trade balance, all tariff items were made subject to 
the import permit requirement. 

"Beta Batas», "Foreign trade and industrial policy in Mexico" (MexicoCity, March 1974). 
Mimeograph. 
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The only imports exempt from the requirement are those of products from the 
Latin American Free-Trade Association (LAFTA), in which liberalization of 
quantitative controls has already been negotiated. 

In view of the administrative difficulties involved in processing possibly 4,000 
applications a day, the Secretariat of Industry and Commerce has incorporated a 
number of tariff items into the electronic processing system. Under this system, 
approval or rejection is indicated for each product to speed up action on 
applications, and only the rejections are considered in detail, on the basis of 
applications for reconsideration. Under these circumstances, any attempt to 
rationalize the process of evaluation of import applications is somewhat 
impracticable. 

There is also a time-limit on the controls. Products subject to the permit 
requirement enjoy protection only long enough (three to five years) to consolidate 
their position in the domestic market. Although this rule has been applied for a 
number of years and the period of validity of the relevant decisions is constantly 
expiring, there is no known case in which the controls have been cancelled. 
Furthermore, there are still over 2,000 tariff items that were made subject to the 
import permit requirement before 1970, without a definite time-limit, and no 
deadline has been fixed for liberalizing their importation. 

Thus, it may be concluded that import permits are not in themselves a suitable 
instrument for indicating investment priorities. The many ad hoc criteria constantly 
being adopted in the application of the system and the problems implicit in its 
case-by-case implementation have caused these controls to be primarily oriented 
towards balance-of-payments objectives, even though they have generated distortions 
in the assignment of resources within industry 

Manufacturing programmes 

Since 1965, the Secretariat of Industry and Commerce has been using 
manufacturing programmes, i.e., agreements between enterprises and the 
Government, to regulate activities of industrialists wishing to undertake production 
of an item hitherto imported. These programmes have been administered in close 
conjunction with import licences. Each programme sets forth the commitments the 
domestic manufacturer assumes in order to gain protection granted by the State 
through quantitative controls. 

The intention has been, through this machinery, to guide and promote import 
substitution by inducing producers and importers to produce inputs and parts 
required for their operation locally and thus raise domestic content. An enterprise 
wishing to take advantage of the manufacturing programmes is guaranteed exclusive 
control of the domestic market in that imports of the products it wants to 
manufacture in the country are made subject to import licensing. In addition, when a 
manufacturing programme is accepted, the enterprise is guaranteed import licences 
for the inputs required for its manufacturing activities when these imports are 
covered by its integration time tibie Lastly, an enterprise applying for a 
manufacturing programme may benefit from tax incentives. 

The manufacturing programmes are the moat important instrument for 
fffulatmg industry. In recent years, manufacturing programmes have been a 
requirement in all caaes where enterprises applied for doswf of the frontier in 
respect of the product they intended to manufacture domestically 
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A manufacturing programme is also a requirement for new investments by 
enterprises in which foreign investors hold a majority share. Furthermore, when an 
enterprise applies for special tax and financial incentives, submission of a 
manufacturing programme is often required in order to enable the project to be 
evaluated. In fact, the manufacturing programmes have tended to be used as though 
they were industrial investment licences. Their function in determining industrial 
priorities is therefore of the greatest importance 

The criteria applied by the Secretariat of Industry and Commerce for approving 
manufacturing programmes are as follows : 

(a) A timetable for integration, or Mexicanization, is established for the 
product to be manufactured, and a specific goal fixed with regard to the use of 
domestic inputs that must be attained in the new production, taking into account the 
conditions with respect to price, quality and time required for supply that the 
manufacturers in the subsidiary industry concerned have achieved or are capable of 
achieving; 

(b) A maximum limit is also fixed in respect of the price excess permissible in 
import substitution. A price differential of around 25 per cent by comparison with 
the price in the country of origin of the product imported has been the limit 
generally applied in recent years. In a few special cases, the price excess authorized is 
less, and has sometimes been fixed as low as 15 per cent; 

(c) An export programme, with a suitable timetable, is also requested to offset, 
at least partially, the cost of the imports required for the new production by 
generating foreign exchange through exports arising out of the same project. 
Although in many cases it is hoped to offset the foreign exchange used in the project 
in full within a given period, the export programme is subject to negotiation, and no 
more specific criteria for determining the amount of exports agreed upon are known; 

(d) The programme also requires the enterprise to have a given capital structure. 
The general criterion laid down in the Foreign Investment Law, according to which 
at least 51 per cent of the company capital of the enterprise must be in the hands of 
Mexican investors, is applied. Through the programmes, deadlines and procedures are 
established for Mexicanization of the recipient enterprises when these are controlled 
by foreigners; 

(e) In addition, the payments in respect of patents, trade marks and technical 
assistance arising out of the project are regulated according to the guidelines laid 
down by the Law on the Transfer of Technology The general criterion is that 
payments in respect of technology should not exceed 3 per cent of net sales 
generated by the project receiving the technical support; 

if) Other requirements of leu importance are included in the programmes, such 
as the requirement that appropriate technical backing be provided in the 
manufacture and distribution of the new product in terms of servie«, maintenance, 
and repair; that an "official quality standard" be registered with the General 
Directorate for Standards, making it poaiibse to regulate certain qualitative features 
of the product; and that the producer give other types of guarantees with respect to 
supply of the product 

There is no doubt that application of these rules meant a considera»** 
over the traditional wiport-suhatitutioa system, and that « 
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true of the first three rules, which cover the most important factors determining the 
economic contribution of import substitutes to the domestic economy, i.e.. price 
excess, integration and exports. 

The fourth and fifth rules, which relate to foreign participation in enterprise 
capital and transfer of technology contracts, began to be applied before there were 
specific regulations on these subjects, with a view to regulating the qualitative aspects 
of industrial development. After the laws on foreign investment and transfer of 
technology entered into force, these criteria became of limited usefulness in 
manufacturing programmes, since they only supplement the specific machinery set 
up to regulate the phenomena in question, with a view to achieving coherency in 
State regulatory activity in the industrial sector. 

The economic rationale of these criteria, especially the first three, needs to be 
evaluated so that conclusions may be drawn concerning the establishment of 
industrial priorities. 

The first criterion involves a timetable for increasing the use of domestic inputs 
in the manufacture of the import substitute, in this way the Government puts 
pressure on industry to transfer its purchases of important inputs from foreign 
suppliers to domestic suppliers, since market forces operating in the context of the 
traditional import-substitution policy have failed to lead industry in this direction. 
The electronics industry provides an example of the strong pressure the Government 
has applied to achieve its goal. 

For many years, the Government endeavoured to promote integration by 
persuasion. All enterprises produced what was easiest cases and cabinets and 
imported the rest. In 13 or 14 years, parts made in Mexico accounted for no more 
than 20 per cent of the cost of materials. Resistance by the private sector did not 
cease until the Government announced unequivocally that import licences would be 
granted only to enterprises that had genuinely attempted to achieve domestic 
integration. Results were not long in coming. Within approximately three years, from 
1959 to 1962, a further 60per cent of materials, in terms of cost, were being 
purchased from domestic sources. Enterprises found themselves compelled to seek 
out and stimulate domestic suppliers, and production was started of certain types of 
valves that in 1959 had required imports worth 44 million pesos.'7 

In this case, it was possible to progress further towards integration than in other 
sectors, possibly owing to the special nature of electronic inputs, which can be made 
subject to standard technical specifications, and to the situation with respect to 
competition in this industry, where product differentiation is not of primary 
importance. In sectors where these conditions are not present (automotive, 
publishing) the Government has had to press integration more forcefully by granting 
special incentives governed by specific sectoral programmes. 

The setting of maximum price excess makes it possible to fix a limit on the cost 
absorbed by the country in respect of each import-substitution project. However, 
this limit is fixed only in relative terms, without taking into account the potential 
total coat of a project in the light of the volume of production. In other words, when 
the value of the import-substitution production is great, or is expected to increase 
substantially in due course, the permissible price excess must be reduced to adjust 
the incentive granted to the project and to regulate the total coat of the operation. 
Along the same lines, the initial limitations of the domestic market may justify a 
relatively high price excess at the outset, but a« the volume of production grows and 

"bq«feTéo.flp. cit. p. 263 
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greater advantage is taken of economies of scale, the initial price excess and the 
premium associated with the protection granted can be reduced. 

The commitment to export encourages enterprises producing import substitutes 
to be efficient, since they are compelled to compete in the international market and 
to adjust their input demand to the country's comparative advantage pattern The 
export programme is usually negotiated jointly with the domestic integration 
timetable so that the overall impact of the project on net foreign exchange gains is 
considered. Thus an enterprise that achieves a high degree of integration in its 
production process, and consequently accounts for substantial foreign-exchange 
savings, will be required to export a smaller proportion of output than another 
enterpise with a lower degree of domestic integration. 

Just as fulfilment of a large export programme ensuring that a given percentage 
of production will in fact meet competition in international markets is not strictly 
required, enterprises engaging in import substitution are not induced to make 
intensive use of the factors of production abundant in the country, such as labour, 
and to economize on those that are scarce, such as capital and foreign exchange. 

Furthermore, there is no criterion for associating a decrease in incentive with 
increased capital intensiveness of the production process. In other words, the criteria 
used to evaluate manufacturing programmes do not influence the selection of 
technology, nor specifically stimulate the creation of jobs, one of the priority 
objectives for industry. 

None of the criteria mentioned takes into account the general structure ot 
demand for inputs generated by project implementation. An effort is made through 
the domestic integration programme to limit the direct use of foreign inputs in 
import-substitution projects; but owing to the lack of a suitable industrial 
programming framework, overall import requirements are not considered, much less 
the multiplier effect on demand for labour or capital arising out of interindustry 
linkages.** 

For projects where a substantial proportion of the production is to be exported, 
the problem of evaluating the demand for raw materials used in the exports an»». 
Recent studies have endeavoured to demonstrate what is known as the Leontieff 
paradox in the case of Mexico, concluding that the country's exports of 
manufactured products are capital intensive rather than labour intensive, as would be 
suggested by the Heckscher-Ohlin theorem." However, these studies do not examine 
the relative intensity of use of raw materials or natural resources that are abundant in 
the country This applies to the exports of the chemical industry, which makes 
substantial use of petroleum derivatives, the iron and steel industry, mining and other 
branches. These considerations are also disregarded in the criteria used to evaluate 
manufacturing programmes, giving rise to the danger of over-exploitation of the 
country's non-renewable natural resources for the purpose of increasing exports of 
manufactured goods. 

The manufacturing programme machinery also promotes vertical integration oí 
industry at the planning level; for when the frontier is closed to permit the 
manufacture of a given product, especially intermediates, incentives are implicitly 

1 • Input-output analysis techniques can provide these background data. 
••See Robert W. Boatler, "Trade theory predictions and the growth of Mexico's 

manufactures exports", Economic Development end Culturel Chante, vol. 23, No. 3 
(April 1975), pp. 491-506; and Susumu Watanabe, "Constraints on labour-intensive export 
industries in Mexico", International Labour Review, vol. 109, No. 1 (January 1974), pp. 26-39. 



mmm 

jg Industrial Priorities in Developing Countries 

granted to industries requiring this input to manufacture it directly, since in this way 
they ensure quality control with respect to the input they require and at the same 
time obtain for themselves the subsidy implicit in the protection. Investment projects 
by large industrial enterprises that supplement their production processes by 
manufacturing their most important inputs internally are very frequently found. 
Even where import of the machinery necessary for this new line of production is 
subject to the import permit requirement, the licence is usually granted on the 
grounds that the machinery is not manufactured in the country, with no account 
being taken of the existence of similar projects that already make the same input in 
the country. This encourages the existence of idle capacity and impedes the 
development of specialized suppliers of inputs. 

When the manufacturing programme system is considered as a whole, one 
important defect becomes clear: only industrial enterprises that plan to engage in 
import substitution and require closure of the frontier or some other special support 
to make their investment profitable are compelled to comply with the programmes. 
Once a product has been made subject to the import permit requirement, any 
enterprise may manufacture it domestically without explicit permission from the 
Secretariat of industry and Commerce, and hence without having to subject itself to 
a manufacturing programme. This means that the system penalizes the most 
innovative manufacturers, namely, those who initiate domestic production of an item 
that was previously imported. On the one hand, this system is constructive because it 
does not formally protect monopolies in the domestic market;60 but on the other 
hand, there is no possibility of regulating the differential in the price at which the 
import substitutes are sold or the integration programmes for the industrial branch in 
question and its contribution to exports. 

In addition, there is no suitable supervision and control machinery to ensure 
compliance of enterprises in respect of price, domestic integration, exports etc.,laid 
down in the manufacturing programmes. Compliance is reviewed only sporadically. 
for example when the enterprises subject to them approach the authorities to apply 
for some additional benefit or continuation of the incentives granted once the period 
fixed hat elapsed. 

Imports by the public sector 

Importing by public sector organizations, whether carried out directly or 
through importing enterprises, is subject to various systems of control by the 
Secretariat of Finance and Public Credit, the Secretariat of the Presidency, and the 
Secretariat of National Property. Public-sector organizations must apply for import 
licences when they wish to purchase goods subject to control by the Secretariat of 
Industry and Commerce. However, in addition, importing by public-sector 
organizations must be authorized by the Public-Sector Import Committee, which was 
set up in 19S9 to subject such imports to a closer scrutiny than takes place under the 
licensing system. 

In recent years, public-sector imports have shown considerably greater 
dynamism than private-sector imports, and they already account for around 40 per 

*' However, in many cases, the limitations of the domestic market permit only one plant of 
an adequate size to engage in the domestic manufacture of the particular import substitute. 
Where this is the case and where there are, in addition, no near substitutes for the product in 
question, manufacturing programmes do promote and protect monopolies. 
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cent of total Mexican imports, while in 1968 they accounted for 22 per cent Less 
than 1 per cent of the applications for permission to import are rejected by the 
Import Committee. 

Conclusions regarding instruments of protection 

Import-substitution incentives, even when regulated by means of manufacturing 
programmes, do not establish clear-cut priorities for industrial exapnsion Investment 
priorities do not, therefore, arise out of appropriate industrial programming. The 
initiative usually comes from the industrialist who wishes to obtain protection 
against foreign importers and is not based on the establishment of priorities by the 
State. 

In addition, the proliferation of rules laid down in response to the distortions 
generated by the protection itself results in a case-by-case granting of investment 
incentives, and this makes it more difficult to apply general rules orienting the 
development of industry towards planned objectives. 

To sum up, instruments of protection have not been used consistently to 
promote industrial investment in areas of priority for the country's development. 
The protection provides investment incentives indiscriminately, and the selective 
criteria applied are able to regulate only certain undesirable side effects of the 
investments initially selected by private investors. 

Tax incentives 

Tax policy has been one of the most important direct instruments for promoting 
the country's economic development. It has had a positive influence on industrial 
activity, since preferential systems are granted for manufacturing, as compared with 
other economic activities. Taxes are low compared with taxes not only in 
industrialized countries but also in countries at similar levels of development. There 
is no doubt that, owing to its greater relative dynamism, the manufacturing sector 
has benefited most from the policy of low taxes and preferential treatment for 
income from capital. 

The main tax incentives used for purposes of industrial promotion are described 
below. They are classified according to the objectives of the various tax incentive 
schemes, in particular export promotion, the establishment and expansion of 
industrial enterprises, industrial decentralization, reinvestment of profits and the 
promotion of specific branches of activity. 

Incentives to promote exports 

Until the end of the 1960s, three instruments were used to promote exports by 
fiscal means, namely, the so-called triple subsidy, the temporary opt rat ions system 
and the programme of the maquila industry (see below). These systems wer« changed 
substantially in 1971 as part of the overhaul of the policy for promoting exports. 

The main device is the refund of indirect taxes, including import duties, to 
exporters of manufactured goods. Through this arrangement, the exporter is 
reimbursed the indirect taxes levied on the product and its inputs tinder terms in 
keeping with the GATT agreements, so that countervailing duties are not placed on 
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Mexican exports by other countries. The reimbursement covers duties on the import 
of the raw materials if the exporter does not avail himself of the temporary import 
system described below. In addition, refund of a further 4 per cent is granted if 
goods are exported through export consortiums approved by the Secretariat of 
Finance. 

For purposes of refund of taxes, the Secretariat of Finance has established tax 
refund certificates (CEDIs), which are nontransferable, valid for five years, and may 
be applied only towards the payment of certain federal taxes. Indirect taxes are also 
refunded to industrialists in respect of sales in the free zones on the northern frontier 
of the country to encourage competition by industrialists in those consumption 
centres that have traditionally been supplied by imports. 

The temporary operations system has the goal of promoting exports through 
better utilization of installed industrial capacity. Full exemption from import duties 
on foreign inputs used in the manufacture of export products is granted when the 
product to be manufactured is at least 40 per cent of domestic origin, in terms ot 
manufacturing costs.6 ' 

The system applicable to the maquila industry exempts from import duties on 
foreign materials, parts and components acquired by maquila industries for 
processing or assembly and subsequent re-export. Maquila operations for export are 
defined as those carried out by enterprises using temporarily imported machinery 
that export all their products no matter what share of their manufacturing cost may 
be domestic. Up to now most of the maquila industries have been subsidiaries of 
North American enterprises set up mainly along the northern frontier of the country 
because the relevant tax system applied only to a strip 22 km wide in that area. Since 
1972, the advantages provided for under the maquila system have been granted to 
industrial plants anywhere in the country. Products manufactured under this system 
may be sold in the domestic market provided that they take the place of imports or 
are used as inputs for exports. 

In addition, a subsidy of 25-50 per cent is paid towards railway freight charges 
for the transport of products manufactured in the interior of the country that are 
shipped by the manufacturer to the northern frontier or to the free zones either for 
consumption in the zone or for export 

Other tax incentive schemes are applied to certain industrial branches, including 
the automotive industry and, more recently, the pubi i »hing industry, as part of the 
special schemes for supporting these activities. The export incentives for these special 
tfctora tre similar to thoae provided for by the general systems described, and there 
are special procedures for granting them. 

Incentives to establish and expand industrial enterprises 

Up to 1972. the main tax incentive for establishing and expanding industriai 
enterprises was provided by the Law on the Promotion of New and Necessary 
Inéml liai prornulaatrd in 195$ The Secretariat of Industry and Commerce and the 
Secrétariat of Finance and Public Credit are responsible for its execution 

Ahhoufh the Law has been declining m significance owing to the enhanced 
jpjpoftanrf of measures to promote the decentralization of industry it is stall useful 
to Lumilili its provisions because M represents the most complete example of the 

•'Tat  inmr li    co*   of  mmme-Amt » t*k»bt«*  h*  *****   Msvtteff  iter »JSW <rf 
Mlkaty p<riw»tf «*«(«. wage« swi mi «ftwrcaiiMi uf In«* ^mm* 
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application of selective criteria in granting industrial investment incentives, criteria 
that have, furthermore, been adopted in applying instruments created subsequently. 

The incentives provided for by this Law are granted only to "new" or 
"necessary" industries. "New" industries are those engaging in the manufacture of 
goods hitherto not produced domestically, provided that these are not mere 
substitutes for other goods already being manufactured. "Necessary" industries are 
those whose production is inadequate to meet domestic demand, provided that the 
deficit is substantial and is not due to transitory causes. 

The provisions referred to indicate a clear orientation towards import 
substitution without taking account of the potential economic significance of each 
project. Little importance is paid to the generation of suitable levels of domestic 
competition and inducements to technological change, since enterprises producing 
substitutes for goods already being manufactured and competing with already 
established industries through price, quality and more advanced techniques are not 
promoted. 

A secondary classification is used to determine the duration ot the exemptions 
granted. Tax exemptions are granted initially for periods of 10. 7 or 5 years. 
depending on whether the enterprise in question is considered basic, semi-basic or 
secondary. In addition, the competent authorities may, at their discretion, grant 
extensions or renew exemptions for a maximum period of five years, but only to 
industries classified as basic or semi-basic. 

Basic industries are those producing raw materials, machinery, equipment and 
vehicles essential to one or more activities of fundamental importance for the 
industrial and agricultural development of the country. Semi-basic industries are 
those producing goods intended directly to meet essential needs of the population, as 
well as those producing tools, scientific apparatus or items that may be used in 
subsequent processes in other important industrial branches. Secondary industries are 
those manufacturing items not covered by the other headings. These definitions do 
not indicate what is to be understood by "activities of fundamental importance" for 
industrial development or "important industrial branches" As the incentives are 
glinted on a case-by-case basis, priority industrial branches are not explicitly 
indicated either by the law or by the competent authority 

Two additional criteria for granting the exemptions established by the Law are 
that inputs of dornest* origin should account for at lea« 60 per cent of direct 
manufacturing costs and that the degree of processing or value added in the plant 
should amount to at least 10 per cent 

These criteria confirm the tendency already mentioned to promote 
import-substitution industries, emphasizing the manufacture of inputs for which 
substitution ii difficult The mechanism provides for a greater incentive for industries 
ustftg large proporr ions of domestic inputs thus promoting vertical integrationat the 
plant level, which is usually very costly for the industrial structure and prevents 
advantage from being taken of the economies of stair that could be achieved through 
speciatued manufacture of inputs for all industrial users In addition to the emphasis 
on impon substitution, this machsnery shows a cleat orientation towards 
mducrumnate diversification of industria! production 

The Decrees on Industrial Decentraluatton (see below I take over vsrtusMy a» the 
entera used m the manufacturmg programmi i which have already been damami 

of the most maportant aie the provasti« that Hemsca» patticspatsoa si^mt 
capital of the enterprise must be at least 51 per cmt. the tsmtatsua of 
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payments abroad in respect of royalties etc., to 3 per cent of net sales; and a price 
range to which the new production must be adjusted, related to prices in the 
international market. 

In addition, a level of at least 60 per cent of domestic content in direct 
manufacturing costs must be achieved, and the competent authority may impose a 
limitation on the amounts of foreign credit contracted by the enterprise and the 
interest to be paid on that credit. These provisions reinforce the orientation of 
protectionist devices towards achieving the maximum possible degree of domestic 
integration by limiting the coverage of incentives to enterprises that have achieved an 
integration level of at least 60 per cent. The regulation of foreign credits, on the 
other hand, is an innovation in this field, it is intended to prevent foreign 
participation in Mexican companies from exceeding the maximum level of 49 per 
cent that is formally laid down in most cases and, at the same time, preventing 
benefits granted through tax incentives from being withdrawn from the enterprise 
through interest payments. 

In granting of tax incentives to promote exports of manufactured goods, 
primarily in the form of tax refund certificates, account is taken of factors relating to 
the structure of enterprise capital, acceptable domestic supply of the products to be 
exported, contribution by the project to the balance-of-payments situation and the 
degree of utilization of domestic inputs in production. No quantitative criteria are 
fixed for the application of these requirements, except as regards the amount of 
domestic manufacturing of the products to be exported. The full refund provided for 
is granted in respect of products that achieve a domestic content of at least 60 per 
cent; the refund is 50 per cent when the products have achieved a domestic content 
of between 50 and 59 per cent. 

Although the relevant law specifies that, for purposes of granting the tax refund, 
the Secretariat of Finance "shall take into account the capital structure of 
enterprises", in practice enterprises with majority foreign capital do not seem to have 
been discriminated against. However, this provision makes it possible to deny support 
to enterprises the Secretariat of Finance and Public Credit does not regard as 
enterprises with Mexican majority capital. Thus a high degree of discretionary 
power is reserved for the competent authorities in granting incentives, and emphasis 
is placed on domestic integration of industrial production,even for exports. 

Incentives to promote industrial decentralization 

The country's industrial development hat shown a marked tendency towards 
geographical concentration In 1970. the Federal District and the four most highly 
developed federal entities generated around 68 per cent of the industrial product, 
employed 61 per cent of all persons holding jobs in industry and accounted for 
62 per cent of the groas fixed aeaets in the country. This growth pattern was 
encouraged by venous factors, including, in addition to geographical and historical 
accidents, pursuit of a policy of import substitution for consumer goods, aponed in 
the initial stages to promote industrialitation. which encouraged the location of large 
industrial enterprises in the meen urban centres of consumption, the practice of 
tubstdumg the supply of bask «puts and public services: and the assignment of 
etcetsm priority to infrastructure prugianunn in the country's main manufactunng 
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Since no requirements regarding geographical location of enterprises were 
attached to the granting of tax incentives, the industrial growth pattern continued 
unchanged. In the early 1970s, however, two decrees were promulgated with the goal 
of counteracting the economic forces that generated the excessive concentration of 
industry. 

The Decrees on Industrial Decentralization and Regional Development of 25 
November 1971 and 20 July 1972 declare the establishment and expansion of 
industrial enterprises in economically underdeveloped regions and granting of 
incentives to such enterprises to be in the public interest. 

The incentives provided for in the decrees are granted to industrial enterprises 
when they are established in a municipality for the purpose of engaging in a new 
activity or taking advantage of regional resources; they invest the income from the 
sale of real estate in the establishment or expansion of industrial enterprises in the 
less developed zones of the country; they engage in an activity that is new in the 
country; they fill a gap in supply, where the shortfall was at least 20 per cent in ihe 
previous year; they are expanding their production capacity; they are rationalizing 
their production and increasing their productivity; and lastly, they are of particular 
importance to the economy.62 

The beneficiaries may enjoy exemption from taxes to varying degrees and for 
varying lengths of time, depending on the location of the enterprise, the national or 
regional economic importance of the activity or the degree of rationalization of 
production. The incentives and assistance are granted for periods of 310 years, on 
the basis of fulfilment of the criteria listed above. 

Obviously, the basic criterion for granting exemptions is the location of the 
enterprise, and preferential treatment is granted to relatively less developed areas. On 
the basis of this principle, the country has been divided into three zones. Zone 1, 
which is relatively built up and developed, covers the Federal District, Monterrey and 
Guadalajara and the surrounding townships. Zone 2 covers some of the townships in 
the neighbourhood of the urban and industrial centres in zone 1 and four moderately 
built-up cities. Zone 3, whose development has a high priority, comprises the rest of 
the national territory. 

In addition to the general incentives to decentralize, specific incentives relating 
to déconcentration were subsequently offered to (a) enterprises that play a part in 
developing industry, fisheries, forestry and tourism in the Tehuantepec Isthmus; and 
(b) small-scale and medium-scale industry on the northern frontier and in the free 
zones 

Reinvestment incentives 

To encournjr savings and the formation of domestic capital for industrialization 
itveral tax measures were introduced, including tax exemptions. Trading companies 
•M authorized to form reserves out of their taxable profits, in percentages fixed by 
the Secretariat of Finance, and the relevant tax exemption is automatically granted 
in these caaes. Specifically, with regard to the promotion of investment in machinery 
Mi equipment, the incentive consista in an increate in deductions from the taxâtes« 
profit with a view to accelerated depreciation of company assets 

•»Ti« aéitlionat e«**»*» that imutpnm* mut i»mj »• tawy ite n«ap4 
he ant at Hmt M «own « ta» Uw a* Ne* mi ìtmmmty 
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Incentives for specific branches 

Measures have been adopted to stimulate and regulate growth of specific 
branches of activity, chief among which are the automotive, soft drink and 
publishing industries. 

Since 1962, the State has attempted to promote the development of the 
automotive industry The most recent decree (1972) has the specific goal of 
increasing employment in the sector, establishing a satisfactory pattern of vehicle 
supply, increasing exports and reducing imports of automotive industry products, 
and increasing the share accounted for by Mexican capital in automotive parts 
manufacturing. 

As regards the soft drinks branch, a subsidy was established in December 1974 
for small enterprises using trade marks, preferably national ones, belonging to 
Mexican individuals or companies, as a means of protecting domestic bottlers from 
the competition of the large transnational enterprises that have traditionally 
dominated this sector in Mexico. The subsidy applies only to trade marks that are the 

'property of Mexican individuals or companies and are not linked with foreign brand 
names, symbols, emblems or the names of persons To qualify for a subsidy, the 
enterprise must use domestic inputs in the manufacture of the products for which 
the application has been submitted, and should not make payment* abroad in respect 
of royalties, technical assistance, use of trade marks etc. 

To promote the development of the Mexican publishing industry and the related 
graphic arts branch, a consultative body with wide-ranging promotion and regulatory 
powers in this field was set up in 1975. Some of its functions are to bring the trade 
balance of the sector into balance through regulation of imports and import 
substitution in respect of paper intended for the industry's use and through the 
preparation of export and international trade programmes; to make proposals for 
establishing industrial plants for paper production; and to grant incentives, assistance 
and facilities to enterprises publishing, printing and binding books and booklets. 

Fintmckd instruments 

Partly because of factors characteristic of a developing economy, monetary 
policy in Mexico is a more effective instrument than tax policy for promoting 
economic growth. These factors have also tended to orient »his policy primarily 
towards regulating the availability of credit, rather than variations in its cost, through 
qualitative controls. To meet industry's financial requirements, monetary authorities 
have used indirect and direct machinery for developing industrial activities. 

Compulsory reserve rate 

Since 1936, the main instrument used by the central bank to exercise its 
regulatory powers has been variations in the compulsory reserve rate. After 19*8, a 
number of measures concerning the use of bank assets were added to this machinery, 
and these constituted the beginnings of selective credit controls. 

To date, the compulsory reserve rate has undergone many adjustments, and its 
coverage has been expanded. At present, deposit and savings banks, finance 
companies and mortgage companies must keep reserves in cash and securities at the 
central bank. The amount of these reserves varies on the basis of certain criteria, i.e., 
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the type of institution, the origin of the funds, the due date of liabilities or deposits 
and the use of credit. 

Through this instrument, together with other means at its disposal, the Banco de 
Mexico establishes standards of priority in the granting of finance by the banking 
system to the various branches of economic activity None the less, since credit 
controls have been insufficiently selective, thus giving rise to "an assignment of 
financial resources that is to some degree incompatible with the priorities of 
industrial development policy",63 the State has established certain direct financial 
promotion measures 

Direct financial support 

Industry, and especially medium-scale and small-scale industry, encounters 
various internal and external problems in its efforts to obtain the finance it requires 
for its development. The internal problems include shortcomings in organisation and 
production, lack of financial planning and ignorance of available sources and types of 
finance. Among the external problems are conditions in the finance market, which is 
oligopolistic in structure, and credit policies applied by finance institutions involving 
market segmentation or price discrimination, which made credit expensive and 
difficult to obtain. 

To solve these problems, the State has established machinery for granting credit 
under special conditions to industrial enterprises it wishes to promote at various 
stages, from planning of the project to production and distribution of the goods. 

At present, for this purpose several public funds have been set up by the 
Secretariat of Finance in the legal form of trusts64 These funds are mainly 
administered by Nacional Financiera (NAFINSA) or the Banco de Mexico. 

The National Fund for Pre-in vest ment Studies (FONEP), established in January 
1968 and placed under the administration of NAFINSA, has as its primary goal the 
financing, promotion and evaluation of technical, economic and financial feasibility 
studies in both the public and private sectors, without distinction according to 
economic activity 

As of August 1974, FONEP had granted credits of 141.9 million pesos Of the 
82 transactions authorized, 60per cent related to industrial projects, 15 percent to 
agricultural surveys, 18 per cent to studies for service enterprises, 2 per cent to 
forestry projects and the remaining 5 per cent to general studies and lines of credit to 
financial institutions. 

NAFINSA has promoted the establishment of Joint Revolving Funds for 
Pre-investment Studies in each subdivision of the country since June 1971 to give 
impetus to the development of industrial activity in the states and regions. Some of 
the criteria followed for selecting projects are: utilization of natural resources, 
creation of jobs, contribution towards improving the balance of payments, export 
promotion or import substitution and effect on the prices of end-products. The 
project sponsor bears the cost of pre-investment studies for highly feasible projects, 
while the Fund bears these costs for projects that do not exhibit the minimum 
feasibility required. 

"NAFINSA-ECLA, La Política Industrul en el DetarroUo Económico de México (Mexico 
City, 1971), p. 304. 

"The trust (fldeicomi$o) is an institution through which its founder transfers to the trustee 
the goods and rights constituting its property so that the trustee may fulfil the purposes 
explicitly indicated by the founder of the trust. 
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The purpose of the National Industrial Development Fund (FOMIN), which was 
set up in 1972 and placed under the administration of NAFINSA, is to back up the 
establishment of new industrial enterprises or the expansion and improvement of 
existing enterprises by providing part of the company capital from the Fund itself on 
a temporary basis, or by channelling financial (capital stock) resources from credit 
institutions to the enterprises. 

The nature, terms and purposes of contributions from both sources are the same. 
The share of enterprise capital provided may be as much as 33 per cent. The capital 
must be minority capital and is provided on a temporary basis to give financial 
backing to companies passing through difficult initial or expansion stages without 
taking fie place of private initiative. Once the difficult stages are past, FOMIN sells 
its share, giving priority to the original investors or, failing that, to investors in the 
region. Where credit institutions have a share in enterprise capital. FOMIN can 
guarantee these the possibility of purchasing its investments. 

The main criteria according to which FOMIN evaluates industrial projects it 
contemplates backing are contribution to regional development and industrial 
decentralization, the creation of jobs, and contribution to the balance-of-payments 
situation. 

As of August 1974, FOMIN had sponsored the subscription of capital for 117 
enterprises. This backing involved commitment of 249.2 million Mexican pesos65 of 
the Fund's resources, which in turn mobilized a further 318.7 million pesos in 
additional investments by the other shareholders and 248.4 million pesos in the form 
of credits. 

The Guarantee and Development Fund for Medium-Scale and Small-Scale 
Industry (FOGAIN), which has been operating since 1954 and is administered by 
NAFINSA, is primarily intended to back enterprises with a net worth of 
25,000-25,000,000 pesos by providing them with credits on preferential terms with 
respect to amount, cost and repayment period. The backing provided to these 
medium- and small-scale industries is important in view of the large share they hold 
in total industry. Industrial establishments in this category recently accounted for 
64.6 per cent of all industrial establishments. They generated 73.4 per cent of 
production and 69.8 per cent of the total capital invested in industry and employed 
83.2 per cent of the population economically active in manufacturing industry. 

The Ninth Industrial Census showed that in 1970, small establishments provided 
employment for more than 55 per cent of the total industrial work force and 
accounted for 42 per cent of the industrial value added. The average annual wage 
paid was 10 per cent less than that paid in large-scale iniustry, while interest 
payments on loans, as a percentage of total assets, were 50 per cent higher than in 
large-scale industry. The interest rates charged by FOG AIN vary depending on the 
location of the enterprise, as laid down in the Decree of July 1972 for the promotion 
of industrial decentralization: 11 per cent for zone 1, 10 per cent for zone 2 and 
9 per cent for zone 3. Furthermore, the Fund is empowered to guarantee loans 
granted by credit institutions to this type of industry up to 50 per cent of the total 
amount of the debt of an enterprise and up to 75 per cent in the case of loans up to a 
limit of 150,000 pesos to industry located in zone 2 or zone 3. 

From the time it was set up until August 1974, FOGAIN granted 16,200 loans 
amounting to 4,500 million pesos to 8,500 enterprises, most of which were small 
(with a capital of 1 million pesos or less). The enterprises that have received backing 

1 Referred to subsequently as pesos. 
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from the Fund represent 11 per cent of Mexico's small and medium-sized industrial 
enterprises. They generate 17.1 per cent of production and provide jobs for 22.7 per 
cent of the economically active population employed in this sector. 

For the purpose of backing up the tax machinery for the promotion of industrial 
decentralization, the Trust Fund for Industrial Complexes, Parks and Estates and 
Shopping Centres was established in 1970. The Fund, which was placed under the 
administration of NAFINSA, is intended to promote the establishment of enterprises 
in less developed zones by providing entrepreneurs with the industrial infrastructure 
required. It facilitates the acquisition of land and buildings for plants; provides 
electricity, water, drainage and communications services; and gives advice on 
technical, administrative and marketing matters. 

The Fund for the Promotion of Exports of Manufactured Goods (FOMEX), set 
up in 1962, is administered by the Secretariat of Finance and the Banco de Mexico. 
Its primary purpose is to promote equilibrium in the country's trade and service 
balance by engaging in financing of sales, pre-export financing, the granting of 
guarantees on export credits and backing for import-substitution industries. 

Sales financing covers the financing of export sales of manufactured and 
semi-manufactured goods and the rendering of services abroad by Mexican 
enterprises. Pre-export finance relates to financing the production and maintenance 
of stocks of finished products for export. The granting of guarantees is aimed at 
protecting exporters, or the credit institutions financing them, against risks to which 
credits relating to exports of all types of goods or services, including raw materials, 
are exposed, such as non-convertibility and/or non-transferability of payments made 
by foreign purchasers or failure to repay the credit. Backing for import substitution 
in respect of equipment and installations takes the form of rediscounting or granting 
of assistance to cover the differential in interest rates between credits available from 
other sources and those that would be competitive in comparison with foreign 
offers.66 

The interest rates on the credits granted by FOMEX have remained unchanged 
since 1963, when the maximum rates that the Fund was permitted to charge in its 
transactions were initially fixed. For sales credits, the maximum rates range from 6 
to 8 per cent; for pre-export financing, the maximum annual rate is 8 per cent; and 
for import substitution the rate is fixed at a level competitive with foreign rates. 

The National Fund for Industrial Equipment, which was set up in 1972 and 
placed under the administration of the Banco de Mexico, is intended basically, like 
FOMEX, to strengthen the balance of payments. It differs from FOMEX only in the 
means used *o achieve its aim. It earmarks its resources for promoting the 
establishment and expansion of industrial enterprises and services oriented towards 
exports and/or import substitution. 

To this end, the Banco de México, which is the trustee of the Fund, grants 
discounts, credits and refinancing for intermediate institutions taking part in the 
Fund's financial backing transactions. The primary criteria taken into account by the 
Fund for the selection of projects to be backed are generation or savings of foreign 
exchange, creation of jobs, contribution to value added, industrial decentralization 
and regional development. 

The Trust Fund for the Purchase, Sale, Rental and Transportation of Maritime 
and Port Equipment, set up in 1971 under NAFINSA, is intended to provide the 
holders of concessions or permits for federal public maritime operations services with 

« * FOMEX, Diez Años de Apoyo a las Exportaciones 1964-19 73 (Mexico City, 1974), p. 3. 
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the equipment and vessels to meet port requirements for maritime trade In this way. 
the opening up of marketing channels is encouraged. 

These special funds through which credits are granted at preferential interest 
rates have a more restricted coverage than the other instruments of industrial 
development. In many cases, they are set up to grant special backing to certain 
industrial sectors, such as small-scale and medium-scale industry or enterprises 
established exclusively for purposes of export or import substitution. In other cases, 
the funds are designed to finance specific activities of enterprises without distinction 
as to industrial branch. In general, the criteria for eligibility applied in granting 
financial backing reflect the principles laid down for using the other instruments of 
industrial development. 

Thus, it is the coverage of the funds, rather than their rules of operation, that 
exercises a decisive influence on the establishment of industrial priorities. The 
implications for industrial development of the granting of preferential credits to 
certain industrial sectors or activities must also be considered. Credit backing has 
proved to be an important incentive to the expansion of economic activities, 
including agriculture, owing to the manner in which the financial system operates in 
Mexico. Despite the rapid growth of banking, especially in the last decade,61 the 
granting of credit has tended to be concentrated on modern, large enterprises68 for 
considerations of safety more than of profitability. Small enterprises and those 
engaged in traditional activities, however, encounter serious obstacles in obtaining 
credit, and when they do so they are compelled to take it on more onerous terms 
than credit recipients who offer better guarantees. 

In this situation, special funds not only serve as a subsidy to the beneficiary69 

but they also often represent a channel for access to bank credit, which is 
particularly valuable during a credit squeeze or when credit is rationed. Furthermore, 
the funds enjoy flexibility in their operations, since, as trusts, they are permitted to 
tailor their operating rules to the specific conditions in the market in which they are 
specializing. 

However, the question remains whether this credit support does not encourage 
capital intensiveness by granting subsidies through financing, and whether it would 
not be more efficient to grant direct support for production or to make the amount 
dependent on relative labour intensiveness to offset the existing bias against the 
absorption of labour in the industrial sector.70 In any case, what must be stressed 
here is that there are no clear-cut criteria for granting financial support that would 
prevent it from exercising a negative influence on the selection of technology, and 
the consequent orientation of the recipient sectors towards mechanization of their 
production. It is important to perfect this machinery for financial backing to 
industry to ensure that the relative advantages of the sectors judged to have priority 
on the basis of their levels of absorption of labour, savings of foreign exchange etc. 
shall be maintained. 

*7D. Brothers and L. Soli's, Mexican Financial Development (Austin, Texas, University of 
Texas Press, 1966), pp. 144-151. 

•'For 1974, a study made by Armando Ortega for Banco Internacional calculated that 
50 per cent of the credit went to 1 per cent of the recipients. 

'*FOMEX credits on export sales represent a significant subsidy, since the interest rate 
applicable on six-month credits is 6-8 per cent, while the market interest rate is 15-18 per cent. 

7"See Saúl Trejo Reyes, industrialización y Empleo en México (Mexico City, Fondo de 
Cultura Economica, 1973). 
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Price régulation 

On the basis of the authority vested in it by a number of constitutional 
provisions to regulate production and distribution in branches assigned priority for 
economic or social reasons,71 the Government has followed a policy of fixing 
maximum wholesale and retail prices in some of these sectors, above all in 
agriculture. To strengthen domestic measures adopted to combat the persistent 
domestic inflation, a new system of price control and regulation was established in 
October 1974. This system links variations in prices of products subject to controi by 
the Secretariat of Industry and Commerce to fluctuations in their production costs. 

Enterprises may be exempted from price fixing on the basis of cost fluctuations 
if the Secretariat finds that an exemption is justified by the volume of their sales, 
their relative importance in the branch, their geographical location or other factors. 

Ififtiwnct of public-sector tntor prists on sotting of prtoritws 

Industrial enterprises belonging to the public sector influence the determination 
of industrial priorities in two ways. First, the direct investment decisions they make 
shape the evolution of industry in the branches they control or direct However, 
perhaps more important, the very operation of public enterprises, through their 
production, distribution, price and other policies, provide incentives to private 
investment and thereby establish industrial priorities. 

An analysis of direct State participation in industrial production shows that the 
sectors in which the Oovernment participates directly as a producer have been 
selected on the basis of many criteria. 

The main reasons for direct State participation in industry are: 

(a) To control industrial branches considered strategic for ensuring the 
autonomy of domestic decisions on industrial development. This explains the 
Government's control of the petroleum industry, generation of electricity and the 
railways, which has resulted from the nationalization of foreign enterprises;72 

(b) To supplement efforts by private initiative in fields of investment which, 
owing to their magnitude, are beyond the reach of private investors or have been 
given inadequate attention, as is the case in the paper and iron and steel industries; 

(c) To support agricultural activities, as a necessary supplement to agrarian 
reform, in areas such as supply of basic industrial inputs and the processing of rural 
products, an example of the former being fertilizer production and of the latter the 
manufacture of vegetable oils and other derivatives and sugar mills; 

(d) To maintain in operation important sources of jobs, which, owing to the 
failure of private enterprises, may disappear, as has been the caie with many sugar 
mills acquired by the public sector, several plants in the metalworking and 
engineering industry and some textile enterprises; 

" Foodstuffs and clothing for general consumption or UM; industrial raw materiali; 
products of the bask industries; and services that contribute to the development of activities toi 
these fields and for which rates are not bid down. 

''Miguel Wionczek, Inversion y Tecnologia Extranjera en América Latina (Mexico City, 
Joaquín Moritz, 1970), pp. 22-29 and pp. 136-166. 
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(e) To supply the public sector itself, which as a result of its own development 
generates demand for inputs that can be met directly by enterprises with State 
participation. Examples are plants in the militan' supplies industry, publishing and 
some capital goods enterprises 

The current pattern of direct State participation in industrial activas does not 
indicate that a coherent set of criteria has been adopted to govern the policy relating 
to direct public-sector investment, but rather that investment decisions are made in 
response to concrete situations, and the only factor that has remained unchanged is 
the State's policy of considering its investments to be irreversible. In other words, 
once the decision has been taken to acquire a majority share in some enterprise, the 
investment has been consolidated, and the enterprise concerned has in no case been 
returned to private investors. 

In recent years, the need for industrial investment policy for the public sector 
that will make it possible to programme direct Stat*« participation in industrial 
activities has frequently been stressed In 1975, the Co-ordinating Committee for 
Public-Sector Industrial Policy73 was set up and made responsible, inter alia, for 
"fixing and programming industrial policies for the public sector through the 
establishment of priorities for the execution of new industrial projects or projects 
relating to the expansion and growth of existing activities", and for analysing, 
evaluating and, where appropriate, approving any new industrial projects for 
expansion of federal bodies, semi-autonomous organs, State enterprises and 
enterprises with State participation,74 The functioning of this Committee will have 
to be observed for a while before more comprehensive conclusions can be drawn 
regarding the establishment of priorities for the execution of industrial projects by 
the public sector. 

However, from the evaluation of investment projects that precedes the 
authorization of the public investment budget some of the general guidelines can be 
identified. Apart from the factors of feasibility and financial profitability. which are 
assessed by the usual project evaluation methods, shadow prices for some important 
inputs, such as foreign exchange, capital and labour, are used to evaluate the social 
costs and benefits of projects, although specific values are not indicated In a 
memorandum issued by the Directorate for Public Investmenten reply to an inquiry 
from a semi-autonomous enterprise on the proper use of shadow prices, it was stated 
that it was inadvisable to indicate specific values for shadow prices, since that might 
lead to a mechanical and erroneous evaluation of projects; evaluations should be 
therefore made on a case-by<ase basis, taking into account the many qualitative 
factors that cannot be quantified 

It is not surprising that the use of fixed parameters for evaluating very diverse 
projects submitted is avoided. However, some of the principles that have been 
adopted in the use of shadow prices are given as examples. The scarcity and high 
productivity of foreign exchange must be taken into account by adding to the cost of 
the imported content a correction value, which may in some cases amount to as 
much as 50 per cent. As regards the opportunity cost of capital, real discount rates of 
10-15 per cent are indicated, in addition to the correction for inflation considered 

71 The Committee is chaired by the Secretary of National Property, and permanent 
member» are the Secretaries of Finance, Induitry and Commerce and the Presidency, as wel as 
the Directors-General of Nacional Financiera, SA and the Sociedad Mexicana de Crédito 
Industrial, SA. 

74Divio Oflcml, 7 Jury 1975. 
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necessary during the life of the project. Lastly, in the case of unskilled labour, in 
view of its relative abundance, a social cost lower than minimum legal wages should 
be assumed 

The use of these social cost criteria indicates that, through technical evaluation 
of public investment projects, it is sought to bring direct public sector investment 
decisions into line with industrial policy objectives, especially as regards the ability of 
industry to generate jobs and the rational use of capital and foreign exchange. 
However, observation of investments actually made shows that technical and 
economic evaluation of investment projects constitutes only one part of decision 
making relating to public investments, the planning and final implementation of 
which have depended on the current economic situation. In other words, government 
criteria for making public-sector investment have not been consistent over time, and 
thus the State's direct investment polic> has not been an important vehicle for 
indicating investment priorities in the industrial sector. 

If direct State participation in industrial activity is closely scrutinized, it is seen 
that the means of generation and distribution of goods and services produced by the 
public sector is more important for the establishment of industrial priorities than the 
investment decisions. 

Although a detailed consideration of the operations of industrial enterprises in 
the public sector would exceed the limits of this study, a brief mention of the price 
policy the largest State enterprises producing basic industrial inputs have followed is 
useful for two reasons. First, by supplying basic inputs such as petroleum and 
electricity and rendering transport services, these enterprises can exercise a decisive 
influence on industrial activities; and, secondly, it is in the sphere of prices of these 
inputs that a distinctive approach on the part of the major public enterprises has 
been observed In other words, the price policy of these enterprises would be 
different if they were controlled by private businessmen. 

It has already been established that the stabilizing development strategy ensured 
a high return on private investment, as well as domestic price stability, through a 
policy of fixed prices for energy and transport as well as other factors supplied by 
State enterprises. The prices of these inputs being dissociated from their marginal 
costs, several distortions arose in the assignment of resources, especially in those 
industrial branches requiring large amounts of energy in their production processes. 
A glance at the large subsidies granted to specific enterprises in respect of the supply 
of electric power, for example, suggests that the establishment and expansion of 
some enterprises were artificially promoted  as well as the lavish use of energy. 

This policy of fixed prices has also affected industrial activity indirectly. The 
poor income-generating capacity of public enterprises has meant, for one thing, that 
these enterprises have had to make considerably greater use of external sources of 
finance than have private enterprises,75 competing with advantage in the domestic 
money and capital market, to the detriment of other economic activities, and, for 
another, that the reinvestment capacity of public industrial enterprises has been for a 
long time quite limited, causing delays in investment programmes, which frequently 
result in bottle-necks in the supply of some products or services. The subsequent 
acceleration in programmes for increasing the production capacity of some public 
enterprises has resulted in cost increases and high levels of imported content. 

This price policy has been revised in recent yean, with sizeable increases in 
electric power and railway freight rates and in the prices of petroleum derivatives and 

'5 NAFINSA-ECLA, op. cit., pp. 305 and 306. 
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other goods and services It would be desirable for the prices of these inputs supplied 
by the public sector to be adjusted fairly frequently in future, so that they will 
closely reflect increases in their production costs. 

Effects ef policy en Mttiftf of industruH prionttts 

Mexican industrialization policy, with its foundation in import substitution 
through protectionism, has followed a traditional pattern. It began with the 
substitution of finished consumer goods of simple manufacture and gradually 
progressed into areas requiring increasingly complex production techniques. The 
policy of protection for non-durable consumer items was accompanied by a liberal 
policy with respect to imports of capital goods and raw materials, the result of which 
was a verv high level of effective protection for consumer goods production. This 
policy had a significant impact on the balance of trade: the percentage of 
non-durable consumer items within the total volume of imports declined, and 
imports of machinery and equipment increased correspondingly. For the years 1940, 
1950, 1960 and 1970, non-durable consumer goods accounted for 14, 13, 6 and 
5.4 per cent, respectively, of the total volume of imports, while the share of 
machinery and equipment in 1950, 1960 and 1970 was 23, 31 and 36 per cent, 
respectively. The relative weight of consumer durable imports has also decreased. In 
more general terms, the share of consumer goods decreased from 28 to 16 per cent 
during the period 1940-1970, while that of capital goods and intermediate products 
increased from 27 to 50 per cent. 

It is difficult to pass judgement on the traditional infant industries argument, by 
which it is possible to justify temporary protection aimed at obtaining a market of 
sufficient size to enable import-substitution industries to benefit from economies of 
scale and set the stage for dynamic economic development. The underlying 
assumption is that, over time, industrialists acquire greater expertise and introduce 
technological innovations and improvements that will make the industry 
internationally competitive. However, the "infant industries" in Mexico generally do 
not reach "maturity", and in no instance have quantitative import restrictions been 
abolished, even though in accordance with the rule of limited duration permits may 
be granted for periods of not more than three to five years. 

Certain of the sectors of the economy in which growth has been most dynamic 
are those that have enjoyed the highest levels of protection, but this rapid growth has 
not been accompanied by satisfactory progress in technology and adaptation, with 
the result that, to continue to encourage these industries, the degree of effective 
protection has had to be maintained or increased. Moreover, the same industrialists 
who have developed their operations behind this protectionist barrier have now 
become an important pressure group in favour of maintaining the status quo in this 
area. 

Protection has helped to foster the emergence of an industrial class and has made 
it possible for industrial development to get under way, but not without occasioning 
high economic costs and giving rise to a system of production whose internal 
dynamics are difficult to control. 
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Distortions in the goods market 

Anti-export bias 

As a result of industrial protectionism, activities involving the export of goods 
and services became less attractive, since exporters had to use national inputs of 
steadily rising cost while the price of exports remained set by the world market. 

This pronounced anti-export bias can be seen in an effective implicit protection 
rate of 5 per cent for export activities, in marked contrast to a rate of 39 per cent 
for import-substitution industries.76 As a consequence, it is not surprising that 
exports of manufactured goods account for less than 4 per cent of domestic 
manufacturing, an extremely low proportion, in terms of the degree of industrial 
development achieved, when compared with other developing countries,7 7 

The rate of inflation in Mexico, which is higher than in the United States of 
America, has helped to increase the overvaluation of the exchange rate, thus adding 
one more disincentive to export 78 

Anti-agricultural bias 

In addition, industrial protection has led to a bias apinst the primary sector 
owing to a deterioration in the terms of trade between agriculture and industry and 
also to increases in the prices of agricultural inputs from the industrial sector, as well 
is a rigid policy of guaranteed prices for agricultural products. This an ti-agricultural 
bias has been partially offset by federal investments in irrigation projects, a policy of 
subsidizing fertilizer and scientific research. Nevertheless, these measures have not 
fully compensated for the discrimir tion from which the primary sector has suffered 
for some time. Gerardo Bueno has calculated that in I960 effective implicit 
protection for primary production amounted to 1 per cent as against more than 
20 per cent for manufacturing.79 

Exports of primary products have been the most severely affected by the 
industrialization policies. In 1960, the rate of effective protection for these products 
was, at   7 per cent, among the lowest.80 

The change in the structure of the production system that has come about 
because of the industrialization policy and that has taken the form of a channelling 
of production resources away from agriculture, exports and other sectors towards 
import-substitution industry has entailed an economic cost in that it has altered the 
patterns of investment and resource allocation and diverted funds from activities in 
which they would make a greater contribution to social well-being. Tariff protection 
has caused a gap to develop between the social and private benefits of industrial 
investment and production because the efficacy of industrialization as a means of 
creating and transmitting technological change has been exaggerated, as well as its 
ability to provide jobs for underemployed labour. The costs of industrialization stem 
from production costs that are higher than those prevailing internationally, and higher 
prices paid by the users of industrial inputs and the consumers of finished p.oducts. 

74See Gerardo Bueno, "The structure of protection in Mexico", op. cit., p. 198, table 8.10. 
7 'See Bela Salassa, "Patterns of economic structure, growth and trade" in B. Baiassa and 

others, op. cit., p. 29, table 2.1. 
7 * See Gerardo Bueno, "La paridad del poder adquisitivo y las elasticidades de importar y 

exportar en México", El Trimestro Económico, vol. XLI (2), No. 162 (April-June 1974), p. 313. 
T*See Gerardo Bueno, "The structure of protection in Mexico", op. cit., p. 190, table 8.8. 
t0Ibkl., p. 198, table 8.10. 
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Artificial monopolistic power 

The principal cost connected with static inefficiencies resulting from 
industrialization policies has not consisted in the effect of tariffs perse but »n the 
monopoly power granted along with the protection The policy of closmg the 
border" to products .t .s desired to protect has encouraged the emergence of 
domestic monopolies, particularly when a few plants are suffic.ent to supply the 

natTÍlZgsman, in comparing the effects of the commercial policies of six 
countries, including Mexico, draws a distinction between allocative »neffic.ency and 
other forms of inefficiency,82 He notes that commercial protection permits higher 
orices which are attributable to unavoidable higher costs, avoidable higher costs and 
monopolistic  returns. In  this last case, goods are  produced at costs closer to 
internationally prevailing rates than those made possible by tariff or commercial 
protection, but this circumstance is exploited to maintain excessively high wages and 
Varies or profits. Bergsman's calculations indicate that « in other cases, al locative 
inefficiency ,s not pronounced and that inefficiency ^'»f^^»^ 
or due to monopolistic distortions is more serious For Mex.co, he finds that the cost 
in national economic well-being due to protect.on »s 2.5 per cent of GNP divided 
simificantly, into 0.3 per cent attributable to allocative inefficiency and ...per 
cem  almost eight times as much  attributable to technological and monopolistic 
inefficiency. This points up how the absence of competition permitted by the 
commercial policy leads to monopolistic profits and avoidable production costs. 

Imbalances between industrial branches 

The industrialization policy hitherto pursued has promoted the development: of 
certa n branches of industry beyond what is desirable. The level of protection has 
Sn marïîdly, which has favoured branches producing finished consumer goods and 
dominated against those manufacturing capital and intermediate goods Protect on 
h« ¿Ten extended to the consumer goods industry at the expense not only of the 
pLary sector, but also of certain branches within the industrial sector .tself. One 
result has been the inadequate development of the capital goods industry 

The ri "in protection has been defended on the grounds that it implies an equal 
rate of effective protection for the various branches of industry ; this,s true .however 
only in the rare situation where the production process consists o a linear cha.n^th 
Twhen only that input that has been produced at the immediately preceding stage » 
erniloyed .t each succeeding stage of the production process^ As a result^ th 
p^tecfionist structure has generated additicnal costs ,n wel*e,ng by ,nt o^uc.ng 
distortions in investment and labour produaivity in different branches of industry. 

"In a,mall country faced with predetermined international price« th.>«»*»«* °^^ 
does not, in itself, create monopoly powe., even if there is only a stngk producer to supply the 

local market. _,»,«•• »   T*- 
"JoelBergsman,   "Commercial  poMcy,   allocative   efficiency  and   X  efficiency  ,  The 

Quarterly Journal of Economics, vol. LXXXVIIUAugust 1974), pp. 409-433. 
•'Harry G Johnson, "The theory of tariff structure, with special reference toward trade 

and development", in his Aspects of the Theory of Tariffs (Cambridf e, Mass., Harvard University 

Press, 1972). 
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Inefficiency in the distribution of licences 

The approval of import applications on the basis of a great many ad hoc criteria 
has led to considerable inefficiency for lack of a mechanism (for example, 
competitive public bidding for licences) to ensure that the licences shall be granted to 
the most efficient businessmen. The possibility of dispensing import permits in a 
discretionary manner has created opportunity for monopolistic gains, with the result 
that real resources are channelled into competition for the acquisition of permits. 
This has resulted in another cost in well-being, in addition to that occasioned by the 
implicit equivalent tariff. Moreover, the discretionary distribution of licences instead 
of their sale to the highest bidder has resulted in loss of government revenue and in a 
less efficient system of foreign-exchange allocation than if tariffs were used instead 
of quotas. 

Distortions in the factors market 

The application of industrial priorities has almost without exception contributed 
to reducing the cost of capital services in comparison with those of labour.S4 This 
policy has tended to keep the price of capital lower than it would have been if 
effective protection for capital goods were as high as that for other imports; thus 
market prices fail properly to reflect the country's relative resource endowment. 

The protectionist policy has had the effect of subsidizing imports of capital 
goods through lower effective tariffs than for other imports and through generosity 
in the granting of import licences This subsidy in relation to other imports has 
meant a subsidizing of the price of physical assets, and thus of the costs of using this 
factor, thereby encouragin  i shift in the use ratio of capital and labour. 

The other tax incenth J devised to promote industrialization have also exerted a 
similar effect on the relative costs of productive services. The Law on the Promotion 
of New and Necessary Industries grants up to 100 per cent exemption from import 
duties on machinery and up to 40per cent from income tax. Similarly, through 
manufacturing programmes, facilities are granted for importing raw materials and 
machinery. In addition, there are a number of fiscal mechanisms for permitting tax 
exemptions as a means of encouraging the formation of investment reserves, along 
with capital subsidies through the accelerated depreciation of company assets. 

The financial instruments used to promote industrialization have also 
contributed to the same phenomenon. The policies of the Development Funds aimed 
at promoting industrial investment and production have been mainly based on 
providing incentives through the granting of credit at subsidized interest rates, 
thereby additionally contributing to a lowering of the cost of capital services in 
comparison with the cost of labour. 

On the other hand, the effect of labour and income policies has been to increase 
the price of labour services due to social security payments, pay-roll taxes and the 
safeguarding by trade unions of high wages achieved through restrictive hiring 
practices. 

' * Ann Dryden Witte, "Employment in the manufacturing sector of developing economies: 
a study of Mexico, Peru and Venezuela", Ph. D. thesis, North Carolina State University, 1971, 
p. 74. 
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Effects on the capacity of the economy to generate productive jobs 

The increase in industrial production, which during the last three decades has 
grown at an average annual rate of over 7 per cent, has contributed to an increase in 
employment, due more to the scale effect than to the substitution effect. At present, 
the industrial sector generates 33.7 per cent of the national income and provides 
23.5 per cent of total employment However, the capacity of Mexican industry to 
generate productive jobs per product unit has declined by more than 15 per cent over 
the last 25 years. 

The lowering of the cost of capital services compared with that of labour has had 
a significant effect on the economy's capacity to absorb its available manpower 
productively.85 Even where the possibilities of capital-labour substitution at the 
enterprise level are nil, the change in relative factor costs has weakened the 
job-generating capacity of the industrial sector: as industries employing more 
capital-intensive techniques are favoured the demand for capital increases and that 
for labour sinks. 

Alterations in the structure of production in favour of sectors with a higher 
capital-to-labour ratio have meant a drop in added demand for labour per product 
unit, to the detriment of the employment-generating capacity of increases in the 
production of the sector. Industrialization incentives have had the collateral effect of 
favouring the use of non-labour-intensive technology, principally in those production 
stages or processes that permit more extensive substitution in the short term, with a 
more generalized effect in the long term, even in processes with more technological 
rigidity. 

The import-substitution policy has caused a change in the production structure 
in favour of branches using more capital-intensive methods, so that industrial 
protectionism has discriminated against agriculture, which is the sector where 
production is most labour intensive;86 in other words, fewer and fewer productive 
jobs have been created per unit of capital invested in the economy as a whole. 
Reports of the Secretariat of Industry and Commerce indicate that the average 
capital-to-labour ratio of the investments approved in 1973 in import-substitution 
industries amounted to 163,000pesos, in marked contrast to the average capital 
density of 92,000 pesos in 1970 in the industries accounting for 70 per cent of total 
industrial exports (see table 11). 

The reduction in the cost of capital services compared with that of labour has 
also had a substitution effect in encouraging an increase in the demand for capital 
and a consequent increase in the remuneration of this factor at the expense of 
workers' incomes. An increased demand for capital and reduced demand for labour 
has also resulted from expanded production in capital-intensive branches (along with 
discrimination against labour-intensive sectors), with a worsened functional 
distribution of income as a consequence. While the industrialization policies have 
made the use of capital cheaper, the return on capital has simultaneously increased, 
and the low capacity to generate employment has been an additional factor operating 
against income from labour. 

"Ibid., pp. 83-94. 
•* Production worth 1 million peso» requires 100 workers in agriculture, 55 in the food 

industry, 42 in the textile industry, 23 in the chemicals industry and 15 in the basic metals 
industry, according to a study by Sofía Méndez Villareal, "Technología y empleo", Demografia y 
Economía, vol. VIH, No. 1 (1974). 
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TABLE 11.   CAPITAL DFNSITY IN 1NDUSTRIKS EXPORTING MORF THAN 4 PER CI NT 
OF THE GROSS VALUE OF THEIR PRODUCTION 

Exports divided Contribution Gross fixed assets 
by grots value of to industrial divided by 
production exports number of workers 

Branch (percentage) (percentage ) (thousands of pesos) 

Manufacture of chemicals 
and chemical products 4 13.9 100 

Basic metal industries 5 16.6 135 

Manufacture of electrical and 
electronic machinery, apparatus, 
accessories and articles 6 9.2 33 

Extraction and beneficiation 
of caol and graphite 9 0.1 55 

Manufacture, assembly and 
repair of machinery and 
equipment, excluding electrical 10 6.5 52 

Metal ore mining and operation 
of benefications plants IS 8.1 66 

Manufacture of products 
of petroleum and coal 35 5.7 ISO 

Extraction and beneficiation of 
other non-metallic minerals 60 9.1 105 

Weighted average § 79.2 92 

Source: Figures baaed on the Ninth Industrial Census of 1971, op. cit., and on the Anuario 
del Comercio Exterior de 1970, Directorate-General of Statistics of the Secretariat of Industry 
and Commerce. 

This criticism of the industrialization policies does not mean that a 
labour-intensive technique would have been more profitable from the social 
standpoint. Capital-intensive techniques involve technological innovations which, 
although they may -equire less labour, may also save capital, thus leading to a lower 
social cost of production than a labour-intensive technique.'7 The choice of 
technology to be promoted must be based on a social evaluation in which the shadow 
prices of the factors of production are used. 

Effects on technological selection, adaptation and innovation 

Since Mexico has a mixed economy, the relative costs of the services of the 
factors of production that the market makes available to entrepreneurs are key 
elements in private decision making regarding the selection and adaptation of 
methods and techniques of production, transport and marketing of industrial 
products. While at certain stages in production there are technical rigidities, at others, 
such as transport, management and marketing, ample opportunities exist for 
capital-labour substitution. 

'7 John Sheahan, "Innovación y empleo", Demografia y Economía vol. V, No. 1 (1971 ). 
8 * The aggregate production function of an enterprise may have a production elasticity as 

between capital and labour different from zero, although the production function of one or 
several of the phases of the process may show fixed coefficients; the price elasticity of demand 
derived from fixed capital assets differs from zero owing to the scale effect. 
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The type of technology employed by enterprises in the public sector is another 
decisive factor affecting industrial priorities Major concessions have been made for 
imports of machinery and other equipment used in State enterprises in what is 
tantamount to a heavy subsidizing of the price of capital, and this has also affected 
decision making by public industrial enterprises Some public enterprises enjoy even 
more advantageous import conditions than do private enterprises because of the 
budgetary compensation system under which the cost of import duties is defrayed or 
the special subsidies on these duties that public enterprises receive. In addition, their 
trade unions are often more powerful and see to it that wages and other benefits are 
kept significantly above the market average. 

New   techniques  and  methods  of production,  transport,  management  and 
marketing originate in the more developed countries, mainly the United States.1 

These technologies have been developed to save labour, which is the least plentiful 
resource in those countries, in marked contrast to the abundance of manpower in 
Mexico. 

The principal vehicle for the transfer of new technology "packages" has been 
direct foreign investment. Although the technology involved in direct foreign 
investment is capital-intensive,90 the industrialization policies, by failing to match 
the factor price to Mexico's relative resource endowment, have impeded an effective 
adaptation of the imported technology to make use of Mexico's manpower *l 

By encouraging the use of capital-intensive methods, more advanced techniques 
have been introduced, which are usually the least labour-intensive, and the 
possibilities for technological adaptation have also been reduced. A particular 
capital-intensive technique may nevertheless involve lower social costs (in terms of 
shadow prices) than a labour-intensive technique; but there is a third possibility, 
more labour-intensive than the first and thus socially more advantageous, and it is 
precisely this type of adaptation that has not taken place. 

The National Registry for the regulation of the transfer of technology, together 
with the National Council for Science and Technology, performs an important role in 
the new technological policy, particularly with regard to matching the transfer of 
technology to Mexico's resource endowment and improving Mexico's negotiating 
position in the acquisition of foreign technology through contracts and licences. 

Industrial priorities and economic dependence 

Import substitution has led to an increase in the profitability of production for 
the domestic market rather than for foreign trade, and in the protection extended to 
local production no account has been taken of whether the investors have been 
Mexicans or foreigners. Industrial protectionism has limited the opportunities of the 
transnational corporations for exporting to Mexico from abroad, but has offered very 
good opportunities for replacing exports through direct investment in Mexico, aimed 
at sales on a local market shielded from international competition and in some cases 
offering monopolistic returns. 

**Of the patents filed HI Mexico over the last 10 years, 90 per cent belong to foreign 
national«. 

*' See Fernando Fajnzyrver and T. Martínez Tarrago, op cit. 
* ' Herman Von Berirab, "La techno logia y h industrialización", Revit* de Comercio 

Exterior, vol. XIX, No. 1 (January 1969). 
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Since the Second World War direct foreign investment in economic activities 
enjoying the highest levels of protection and geared to the domestic market has 
increased substantially. In 1940, only 7.1 per cent of direct foreign investment was 
channelled into industry. By 1950, this figure had risen to 26 per cent and by 1970 it 
was 74 per cent. On the other hand, investment in the primary sectors fell from 
26 per cent in 1940 to 7 5 per cent in 197092 

The transfer of technology that has accompanied foreign investment has been 
distinguished by a high capital-to-labour ratio, more than double the average for 
industry as a whole. Additionally, the commanding position of the transnational 
corporations has altered the structure of the market by contributing significantly to 
an increase in industrial concentration. 

The establishment of the National Commission on Foreign Investment and the 
enactment of the corresponding law have met the need to define economic policy 
with respect to foreign investment. 

Geographical concentration of economic activity 

The geographical distribution of economic, and particularly industrial, activity 
(see table 12) has been influenced by the general strategy of industrial development 
based on an import-substitution policy and reinforced by the concentration of power 
and the pressures exerted by regional political groups. 

With the impetus given to industrialization through import substitution, the 
domestic consumer market took on greater importance, becoming a decisive factor in 
the location of industries. The expansion of industry was concentrated in the larger 
towns, where sizeable consumer markets already existed; and as a result industry was 
able to exploit the advantages and economies associated with urban areas. By 
stressing the production of consumer goods, the commercial policy added to the 
importance of the pre-existing large cities, which already offered extensive markets; 
in this way, these policies have consolidated the traditional urban structure. 

Because of its anti-agricultural bias, excessive industrial protectionism led to 
increased migration from the countryside to the towns and exacerbated the problems 
of overurbanization. 

Public investment in urban community services and improvement in 
communication and transport facilities in the large towns increased the attrac- 
tiveness of the major cities as the location of industries and services. Invest- 
ments by the State in infrastructure, together with most of the fiscal incentives 
provided, were designed to lower the costs of manufacturing in large urban centres. 
The availability of better urban services encouraged urban concentration, which in 
turn bred new social pressures and fresh demands for public services. Political and 
industrial groups in the cities pressed for greater infrastructure projects, thereby 
setting in motion a self-sustaining and cumulative mechanism that has brought the 
concentration of industry and population to alarming levels. Industrial concentration 
has advanced so far that the high economic and social costs of continued expansion 
of a few major centres have more than offset any advantages associated with urban 
concentration. 

"See B. Sepúlvedt and A. Chumacero, La Inversion Extranjera en México (Mexico City, 
Fondo de Cultura Económica, 1973). 

" See F. Fajnzylver and T. Martínez Tarrago, op. cit. 
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Almost 80 per cent of the gross national product is produced in a few cities. 
Industry is concentrated in cities that had over 100,000 inhabitants in 1970. Within 
the Federal District and the State of Mexico, 46 per cent of all industrial workers are 
employed and 55 per cent  of the  value added by manufacturing industry is 
produced .9 4 

Despite the high social costs of overurbanization. the concentration of business 
is continuing, and the reason is that the entrepreneurs do not directly pay the high 
costs that society must bear to provide transport facilities, an urban communications 
system, power, education and other services. In addition, the concentration of 
government agencies and financial institutions has helped to aggravate the problem of 
uneven regional development and the imbalance existing between industry and 
agriculture. 

The industrial investment incentives provided by Mexican legislation have 
encouraged the concentration of people, services and industry. 

The guidelines and priorities of industrial and commercial promotion policies 
have not taken into account the territorial factor. The effect of the Law on the 
Promotion of New and Necessary Industries and of the guarantee funds has been to 
encourage concentration: d-iring the period 1940-1964, more than 70 per cent of tax 
exemptions and more than 60 per cent of loans were granted to industries located in 
the centre of the country. The concentration of higher education and of the public 
administration has also aggravated the problem. 

To provide the initial impulse for industrial development in Mexico, unbalanced 
growth as unavoidable; but this imbalance has now reached such proportion? that it 
is jeopardizing continued growth. The assignment of industrial priorities should 
enable a balance to be established between agriculture and manufacturing, and 
between the traditional growth centres and the new regions whose potential for 
development has thus far been neglected. 

Economies of scale, excess capacity and vertical integration 

Industrial plants producing import substitutes have been characterized by 
production scales that are not in keeping with the size of the Mexican market. The 
equipment and machinery, usually imported from the United States, have been 
designed for a market far larger than the Mexican and are often installed without the 
modifications necessary to adapt them to the country's relative factor endowment.9 

The social costs of industrialization have risen because the inadequate scale of 
production has frequently required increased protection so as to make import 
substitution profitable, even where investment is being duplicated unnecessarily. 
Because of the indivisibilities of large-scale plants, in certain sectors only a few 
enterprises or only one have been able to operate profitably, leading to a situation 
that has favoured oligopolistic or monopolistic practices. 

** Figure based on the Ninth Industrial Census of 1971 (Mexico City, Secretaria de Industria 
y Comercio, 1972). 

* * It should be noted, however, that in certain sectors where there is little technological 
rigidity, extensive experience in the use of imported machinery, mainly from the United States, 
has permitted the introduction of significant innovations in some enterprises; however, owing to 
insufficient competence, these innovations have not spread as quickly as would have been 
desirable. 
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To take advantage of the economies of scale that can be achieved with a larger 
market, import-substitution industries have been encouraged to export. But the 
protected industries have difficulty in competing internationally, and it is more 
difficult and costly for them to export. 

The situation has improved in recent years owing to the rapid growth of the 
Mexican economy. The fertilizer industry, for example, has succeeded in operating 
with fairly large plants producing to world standards at lower than international 
costs, so that is has become internationally competitive. A similar development can 
be seen in the iron and steel industry 

For some industries the nominal protection rate is now higher than the implicit 
rate, an indication that there has been a rise in production efficiency and in domestic 
competition. Gerardo Bueno has compared nominal tariff protection, i.e., tariff 
schedule levels, and nominal implicit protection that relates internal to international 
prices96 He has found that in the primary sector (agriculture, forestry, fishing, 
mining and energy) tariff protection and implicit protection are equal. In the 
manufacturing sector, however, average nominal tariffs exceed implicit protection by 
a wide margin (33-35 per cent), though there are substantial variations from one 
group of industries to another. Nominal protection is higher than implicit protection 
for processed food, beverages and tobacco; building materials, intermediate products; 
and non-durable consumer goods. Differences are marked in the case of capital 
goods, where, although Mexican prices are lower than United States prices, the 
average tariff is 26 per cent. 

As a result of industrial protectionism, many enterprises have been able to 
operate with excess capacity and still achieve a high rate of private profitability 9 

The subsidy enjoyed by imports of machinery and equipment and the use of 
capital-intensive techniques have contributed to an excess of production capacity in 
certain industries and, as a consequence, to a low level of job creation per unit of 
capital invested. Excess capacity is not involuntary or the result of any irrational 
behaviour; it is the most satisfactory solution from the point of view of private 
profitability that enterprises have found in response to the input and factor costs 
they face. 

The existence of excess industrial capacity and underemployment has led some 
Mexican economists to conclude, mistakenly, that fuller employment can be 
achieved in the long term simply by increasing the supply of money, through 
increased deficit spending and a more liberal credit policy. But underemployment is 
structural in nature and does not spring from insufficient effective demand. The 
increased use of industrial capacity and the creation of productive jobs require 
changes in the structure of the labour market and action to correct the distortions of 
the factors market. 

Other considerations 

It has been implicitly assumed up to now that the instruments used in setting 
industrial priorities are neutral, in the sense that they generate no additional 
distortions through the way they are applied. In practice,however, additional social 
costs are generated when these instruments are used inappropriately or inefficiently. 

"Gerardo Bueno, "The structure of protection in Mexico", op. cit., pp. 169-202. 
*7 Paul Strawman, Technological Change and Economic Development: The Manufacturing 

Experience of Mexico and Puerto Rico (Ithaca, New York, Cornell University Press, 1968). 
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Industrial policy has been characterized by the use of instruments that can be 
applied discretionarily and on a case-by-case basis. Impersonal instruments that can 
be applied objectively are distrusted. The idea seems to exist that for an instrument 
to be effective it must be applied on the basis of personal assessments, a procedure 
that also strengthens the public sector's bargaining power vis-à-vis the private sector. 
This approach has resulted in an inefficient use of market mechanisms in regulating 
industry. 

Where it is desired to increase production, machinery is used that affects various 
components of production costs without taking into account the inefficiencies it 
introduces by throwing the factors of production out of a socially optimal 
relationship. In selecting instruments, no analysis is made of their relative 
effectiveness for achieving different objectives; neither is there any analysis of the 
social benefits and costs of using alternative instruments. Instruments have not been 
ranked according to the additional social costs to which they can give rise and their 
suitability for correcting existing distortions. 

Another shortcoming of industrial policy is that the instruments applied by 
different institutions are not co-ordinated. There has been a process of successive 
approximations and mutual adjustments that over the long term has produced good 
results,but at considerable cost. 

During the period when the stabilizing development model prevailed, an effort 
was made to apply all the instruments available to reduce the cost of using capital 
services, the aim being to increase the rate of investment and employment. The idea 
still persists that any increase in the cost of capital will act as a brake on the creation 
of jobs a view that fails to take into account the possibilities of changes in 
production techniques. 

Officials responsible for managing these instruments frequently complain that 
industrialists fail to avail themselves of tax incentives. The net worth of the incentive. 
after deducting the costs involved in complying with the conditions of eligibility for 
the incentive, is not considered. In addition, there is an excessive confidence that any 
stimulus to investment will work to increase the national income, whereas in reality 
the effect may be merely to transfer resources to more favoured sectors. 

Sectoral priorities 

One of the methods policy makers have used to guide the growth of the sector 
has been to establish sectoral priorities, that is, to identify and promote particular 
branches of industry in which production is regarded as crucial to the achievement of 
economic and social development goals. The principal instruments of promotion used 
to stimulate the development of these industrial branches have been complementary 
public investment, credit subsidies and tax exemptions. 

The conflict between industrialization and agricultural development has been an 
ever-present factor in weighing the allocation of public funds. As one might suppose, 
industry has received the lion's share. However, the agricultural sector has not been 
as seriously neglected in Mexico as in other Latin American countries, and measures 
have recently been adopted to promote the primary sector through a variety of 
means, including a rechannelling of public funds, adjustments in guaranteed prices, 
more liberal agricultural credit, the duty-free import of farm machinery and a 
fertilizer subsidization policy. There is clear evidence of a move to correct the 
anti-agricultural bias, analysed earlier. 
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The setting of sectoral priorities for subsidmng industrial production is 
meaningful when the purpose is to redress an imbalance in the structure of 
production of the type caused by distortions in the goods and services market; 
however, when the factors market is also distorted, sectoral priorities become a 
subordinate criterion which, in certain cases, may further aggravate the existing 
imbalance. The continuation of the import-substitution policy has aggravated unem- 
ployment because the more general goal of correcting factor prices has been neglected. 

The inefficient use of the work force has led to increasing social waste, with 
underemployment assuming major proportions. In the last few years the traditional 
criteria have been revised, and the generation of jobs and foreign exchange has come 
to be regarded as an important collateral objective of the new economic policy, 
whose purpose is to improve the distribution of income and reduce the country's 
economic dependence and external indebtedness. 

A higher priority has been assigned to those sectors or branches of industry that 
generate employment and exports to a degree higher than the average for industry 
Approached in this way, sectoral priorities coincide in aim with a more general policy 
designed to correct economic imbalances. The alternatives, however, are not perfect 
substitutes for one another. The real solution to the imbalances analysed earlier is to 
adopt a policy that directly corrects the distortions in the market in which they occur. 

The promotion of labour-intensive industrial sectors and branches has caused a 
change in the structure of production involving the substitution of labour for capital 
at the aggregate level98 There continues to exist, however, a combination of factors 
that is optimal at the branch or enterprise level *9 

Direct subsidizing of the use of manpower has the virtue that, over the long 
term, it gives rise to a substitution of labour for capital at the enterprise level, in 
addition to constituting, although to a lesser degree, an implicit subsidy for the 
production of the most labour-intensive branches; this leads to increased production 
in the short term,'00 which increases the demand for labour. 

In promoting sectors that absorb the most labour, account should be taken not 
only of the creation of jobs directly in the sector promoted, but also the 
employment opportunities opened up by increased production throughout the chain 
of industries supplying that sector with inputs. 

The employment multiplier is calculated by dividing the number of indirectly 
created jobs by the number directly created as the result of the production of a given 
value of output; and it is assumed that it is merely necessary to increase effective 
demand to bring about an increase in national employment, irrespective of whether 
the excess capacity of the underemployment is of the Keynesian type. If there is no 
open unemployment, the increase in production and employment generated by the 
branches promoted will be offset, in whole or in part, by a decline in the same 
parameters in other industries. But if the increase in industrial employment is drawn 
from the mass of underemployed workers, then resources have been transferred to 
more productive uses. However, an increase in monetary demand does not imply a 
reduction in underemployment, a phenomenon that depends on the structural 
factors discussed earlier. 

' 'This has occurred despite the existence of fixed technical coefficients at the level of each 
enterprise or industrial branch. 

"A subsidy to production is equivalent to a subsidy, in equal percentages, for the use of 
capital and labour. 

19'The final effect on production will depend on the price elasticity of final demand. 
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The promotion of industries considered to be strategically important is another 
way in which sectoral criteria have been applied. "Strategic" industries are taken to 
be those whose products are used as inputs in many other branches for example, 
electric power and steel. Such a criterion could be justified if industries of this type 
produced some positive external effect not reflected in private profitability; there are 
no a priori reasons to believe this is true for all the protected industries. 

Promotion of the "most dynamic industries" is another of the criteria used in 
establishing sectoral priorities; but unemployment has not been taken into account. 
Although the sectors or branches in which production has increased at a faster than 
average pace are also those that have recorded a high increase in the demand for 
capital and labour, they have contributed to an increase in the industrial sector's 
capital-to-labour ratio. The promotion of these industries is justified when their 
dynamism can be traced to the introduction of technological innovations that lower 
production costs or when the dissemination of such new technologies among other 
industries is encouraged. 

Medium-scale and small-scale industries 

Subsidized credit provided through FOG AIN and tax exemptions have been the 
principal incentives applied to promote small- and medium-scale industry. Although 
the subsidized credit and tax exemptions have meant an implicit subsidizing of 
production, they have also encouraged a greater density of capital. 

The credit support extended to small-scale industry can be partially justified as a 
measure to compensate for the discrimination these industries encounter in the credit 
and capital market because the risk factor private banks assign to them is higher than 
the real social risk and because banks are basically concerned not with the social 
productivity of the investments, but with the assured rccoverability of their loans. 

Small establishments face lower labour costs than large industrial enterprises, 
partly because they are able to operate without strictly complying with minimum 
wage and labour welfare legislation; they are often family-run enterprises. Small-scale 
industry is an unprotected sector and its labour supply is more competitive than that 
of the larger establishments, but it has greater difficulties in obtaining financing. The 
combined effect is to push up the low cost of capital vis-à-vis labour, in comparison 
with the larger enterprises. 

The lowering of the relative cost of capital services has worked to the advantage 
of the large capital-intensive industrial undertakings and has also encouraged 
mechanization in enterprises benefiting from the system of incentives to 
medium-scale and small-scale industry.1 0I 

Medium- and small-scale industry is less capital intensive than the large 
enterprises.102 Some economists therefore conclude that a technological dualism 
exists and that small-scale industrialists are less efficient and achieve smaller returns 
on capital invested.103 The process of modernization and competition in a mixed 

""In sectors where targe industrial establishments exist side by side with a great many 
medium-scale and small enterprises, this promotional mechanism reinforces the economic 
incentives to modernize the small enterprises. See Saúl Trejo Reyes, op. cit. 

"'On the basis of the Ninth industrial Census of 1971, a capital-to-labour ratio of 
42,000 pesos has been estimated for small enterprises with a capital of leu than 1 million pesos, 
while for targe enterprises the rat» is 86,000 pesos. The average for aU industry is 62,000 pesos. 

1 * * Shifts in this proportion are mainly causad by the introduction of technological changes 
incorporated in human resources. 
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economy involves the replacement of inefficient firms by others that are more viable, 
but there exists a socially optimal ratio of large to small enterprises. Criteria must 
therefore be introduced in the mechanisms for promoting medium-scale and 
imall-scak industry that will ensure an allocation of incentives maintaining the 
relative advantages of this sector. 
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The capital goods industry 

Before 1970, the capital goods industry was virtually non-existent, a fact that 
can be explained by the discrimination to which the protectionist system subjected 
this industry. 

In 1970, only 8.7 per cent of investments in industrial fixed assets was directed 
to the production of capital goods. This industry provided employment for 7.7 per 
cent of the industrial work force and produced less than 10 per cent of the output of 
the entire industrial sector. The capital-to-labour ratio was very close to the average 
for industry, but significantly lower than in large-scale industry or in 
import-substitut ion industries (see tables 13 and 14). 

In the early 1970s, production of capital goods grew at a rate of more than 
10 per cent, and a high priority was assigned to the replacement of imports of these 
goods. At the beginning of 1975, "rule XIV, under which imports of industrial 
machinery and equipment had been subsidized, was repealed; and since the end of 
August 1975, subsidies have been granted for imports of machinery to be used in the 
production of exports of capital goods.104 The financial support provided by the 
Fund for the Promotion of Manufactured Goods has increased threefold. At present. 
capital goods account for a quarter of manufactured exports. 

These measures are correcting the bias in the treatment of different industries 
resulting from the protectionist policies and are contributing to a lowering of the 
subsidy for imports of capital goods so as to bring their price into a better 
relationship with the relative shortage of these goods. The capital goods sector 
employs  more workers,  per unit  of invested capital, than do large-scale and 

I »4 Decision published in the Diario Oficial of 28 August 1975. 
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TABLE 14.   CAPITAL GOODS INDUSTRIES 
(Thousands of pesos) 

Gross fixed 
assets 

Gross fixed assets divided by 

Group 
Number of 
establishments 

Work force 
employed 

571 063 
69 326 

1 038 318 

Number of workers 

36* 
37* 
38* 

1 975 891 
711 353 

5 703 371 

49 873 050 
6 114 977 

311 173 840 

822 382 
93 742 

861 502 

Source: Figures bated on the Ninth Industrial Census of 1971, op. cit. 
'includes subgroups 361, 362, 363 and 365, which cover: Manufacture and assembly of 

farm machinery and implements; Manufacture and assembly of woodworking and metalworkmg 
machinery; Manufacture and assembly of special industrial machinery and equipment; 
Manufacture, assembly and repair of other machinery and equipment. 

6Includes subgroup 371, which covers: Manufacture of electrical industrial machinery, 
apparatus and accessories. 

''Includes subgroups 381, 382 and 383, which cover: Construction, reconstruction and 
repair of vessels; Construction, reconstruction and repair of railway equipment; Manufacture and 
assembly of motor vehicles and manufacture of their parts. 

import-substitution industries.1 os Thus an expansion in the production of capital 
goods and a reduction in the encouragement given to industries replacing imports of 
other types will lead to an increase in the demand for industrial workers. 

Direct subsidies to promote production by the capital goods industry might 
correct the interindustrial imbalance, but the subsidy that the protectionist policy 
has given to capital, with tue consequent distortions in the factors market, would 
persist. Paradoxically, Mexico would be better served by a tariff on capital goods 
import substitution than by a subsidy because of the existence of a double 
distortion  in the structure of industry and in the factors market. 

""Capital per worker is 70,000 pesos in the capital goods industry, 80,000 pesos in 
large-scale industry (defined as having a capital of more than 1 milMon pesos) and 160,000 pesos 
in import-substitution industries. These figures are based on the Ninth Industrial Census of 1970, 
op. cit., table 5. 
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The maquila industries 

Maquila industries consist primarily of foreign firms operating on the basis of 
international subcontracting and engaged in assembly work at labour-intensive stages 
in the production process. The tax arrangements under which the maquila industries 
operate permit the temporary duty-free importation of all the machinery and 
materials used in the manufacture of products that are exported in their entirety. In 
addition, in accordance with United States customs regulations. Mexican maquila 
products imported into the United States are subject to duties only on that portion 
of their value that was added in Mexico, while .he portion corresponding to the costs 
of the inputs and machinery imported from the United States is exempt. 

In 1965, the Northern Border Industrialization Plan was drawn up for the 
principal purpose of establishing the maquila industry. By 1968. 40 enterprises had 
been established; by 1970. the figure had risen to 179; there were 495 in 1974 and 
546 in May 1975. These firms have generated about 90.000 new jobs and an added 
value for Mexico of $187 million. The wages and salaries they paid amounted to 
65 million pesos in 1971 and 182 million in 1974. and their share in the total value 
of Mexican exports rose from 2.7 percent in 1970 to 7.1 per cent in 1974. The value 
added by maquila enterprises represents 28 per cent of total exports of manufactured 
products. 

Capital investment in the maquila industry amounted to 796 million pesos in 
1974, and employment was provided to 30,000 workers, that is. a capital-to-labour 
ratio of less than 10,000 pesos, far below the average for Mexican industry, which 
stood at 62,000 pesos in 19701 °6 (see table 15). 

Most of the workers in the maquila enterprises are young women between the 
ages of 16 and 24 who require a period of training of no more than one to three 
months. It has been found that for simple tasks Mexican women workers are more 
productive than their United States counterparts. 

The success of the maquila industries illustrates the enormous comparative 
advantages Mexico can derive from an intensive use of its abundant work-force, 
which can be employed to good effect in certain activities or at certain stages of 
production (not necessarily for the entire production of a given product). In 
addition, this success reveals the social costs imposed by the anti-export bias of the 
protectionist policy, since to increase the export of manufactured goods it has been 
necessary to create an industrial sector wholly dedicated to export and hermetically 
isolated from domestic production when there is stili idle capacity in the industries 
supplying the domestic market. 

That the social price of foreign exchange is higher than the official price and the 
social price of labour less than the market price increases the social profitability of 
the maquila industries, whose principal impact has been the generation of jobs and 
foreign exchange. Nevertheless, when considering social profitability one must bear 
in mind that employment and production in the maquila industry are totally 
dependent on cyclic fluctuations in the United States market. A recession in the 
United States has a significant impact on this industry. In 1974/75 for example, as a 
result of a recession in the United States 35,000 workers lost their jobs and 
numerous firms had to close. The competition of other countries offering equal or 
better incentives to attract subcontracting industries of the maquila type is another 
factor adding to the vulnerability of these industries. 

1 ° * Figures based on information from the Secretariat of Industry and Commerce and the 
Banco de Mexico, SA. 
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The risks and uncertainties inherent in maquila industry operations must be 
reflected in calculations of their social profitability so as to permit the determination 
of the priority that should be assigned to these industries. 

Othe. industries 

A high priority has been assigned in recent years to the stimulation of 
agroindustrial production because of the major impact it will have on the utilization 
of a number of natural resources and the country's abundant underemployed rural 
manpower. In addition, the agroindustries advance agrarian reform and represent an 
important contribution to the earning capacity of the rural population, thus helping 
to curb the increasing migration from the countryside to the towns. 

Major growth has been recorded in the iron and steel industry as a result of heavy 
public investment. In 1970, production of iron and steel products stood at 
2.5 million tons; by 1975 this figure had risen to 5 million tons; and it is calculated 
that by 1980 the installed capacity will reach 9 million tons. At present, the country 
has achieved self-sufficiency in this sector. 

Because they are considered key industries in the drive for economic 
development, high priority has been assigned to the chemical and petrochemical 
industries, sectors that together accounted for more than 7 per cent of GDP from 
1970 to 1973. Although there is now very little State participation in secondary 
petrochemistry, this participation will increase in the years immediately ahead as a 
natural consequence of the priority assigned by the State to these activities. 

Considerable attention has been directed in recent years to the food industry 
because of its importance for the masses of the population and of its effects on 
income distribution. The food industry is the largest generator of employment in 
manufacturing industry, accounting for 22 per cent of manufacturing jobs in 1970. It 
is the industrial branch with the highest rate of employment per unit of capital. The 
price of the shopping-basket of goods it produces has a powerful impact on the real 
wages of the workers. It has expanded rapidly in recent years, but has not progressed 
much technologically, a factor that has been reflected in the poor quality of its 
products and its difficulties in exporting. {(j 

The increasing involvement of transnational companies in this industry has 
been a subject of concern to the Mexican authorities, in view of the government 
objective of ensuring economic development free of foreign dependence. 

As far as the textile industry is concerned, 10 per cent of all workers employed 
in manufacturing enterprises woiked in this branch in 1970. Its expansion has also 
been rapid, but with only slight improvements in productivity and a high degree of 
geographical concentration. Promoting this sector is considered a means of providing 
more productive jobs for the underemployed and lowering the cost-of-living indices 
based on the basket of goods for mass consumption. 

In third place, following foods and textiles, in terms of industrial employment 
are the clothing and footwear industries, which in 1970 accounted for 8 per cent of 
the total manufacturing work force. Capital density in these industries is 
low-40,000 pesos per employee in 1970-and their pay-rolls account for a major 
portion of the value added. They show a high degree of geographical concentration 
and operate with idle production capacities, of about 25 per cent, a problem that 
demands corrective action. 

""Twenty-five per cent of the value added in this sector is produced by transnational 
enterprises. 
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As can be seen, a more detailed sector-by-sector analysis of industry is needed as 
a means of improving the process by which priorities are established. Of necessity, 
this process must take into account the desirable characteristics of growth in each 
sector, and the promotional and regulatory instruments that will be most effective in 
each case. 

Conclusions 

The setting of industrial priorities has been the simultaneous function of several 
official agencies. To this end, direct and indirect instruments for regulating industry 
have been used, the most noteworthy of which are tariff protection, tax incentives 
and financial support, price-fixing for goods and services supplied by the public 
sector and investment by the State. There has been no explicit industrial 
programming, nor have common rules governed the application of the various 
mechanisms, the prevailing approach consisting rather in the use of certain ad hoc 
criteria and the exercise of broad discretionary powers by the responsible authorities. 

Priorities have been established at the industrial branch level, with little 
attention given to the resulting overall production structure. The industries that have 
been selected for special promotion have been those regarded as strategic for 
economic development because of the importance of their linkages with other 
activities. 

During the period of what was known as "stabilizing development", an 
industrialization policy based on an import-substitution strategy was initiated, 
resulting in a strengthening of the protectionist system and the creation of a whole 
series of incentives aimed at lowering the cost of capital services and encouraging 
savings. Tríese measures were accompanied by a policy of price stability and rigid 
exchange rates. The belief was that industrial growth would generate sufficient 
employment to absorb the increasing supply of labour and that its benefits would 
reach all strata of the population. 

The industrialization policies of the last three decades have led to imbalances in 
the allocation of resources among different branches of industry and to distortions in 
the factors market that have favoured the use of capital-intensive methods at the 
enterprise and industry level. To this must be added the social costs and inefficiencies 
engendered by the geographical concentration of industry, monopolistic power, 
absence of technological innovation and adaptation, excess capacity and other 
shortcomings attributable to the industrialization strategy itself and to the inefficient 
use of industrial policy instruments. 

All these static and dynamic inefficiencies are reflected in the industrial system's 
incapacity to put to productive use the expanding supply of labour and to free the 
Mexican economy from foreign technological and financial dependence, as well as in 
the non-competitiveness of Mexican industry on international markets. 

In the last few years a change in the development strategy has become evident, 
and, in addition to growth, equitable income distribution and economic 
independence have been adopted as central objectives. The achievement of these 
goals will require a focusing of efforts in the industrial sector on the creation of 
greater employment, the generation of foreign exchange, the decentralization of 
industry, technological adaptation and the basic consumption requirements of the 
population. 
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Nevertheless, owing to the persistence of many of the traditional criteria and 
procedures in the application of industrial policy instruments, the transition to a new 
stage in the sector's development has not been easy For more than three decades, 
the industrialization policy itself has generated powerful economic interests, which, 
through pressure groups, are endeavouring to maintain the excessive protection from 
which they have benefited, at the cost of an increasing imbalance in the economy. 

The transition is also impeded by inadequate co-ordination of the instruments 
under the control of various public agencies, and by the sheer momentum of the 
previous policy, evidence of which can be seen in the failure of certain officials with 
responsibility for decisions in this field to break with the traditional patterns 

Several concrete measures have recently been taken to achieve a more effective 
use of the country's abundant natural resources and manpower and to correct the 
imbalances existing between the primary and industrial sectors. Incentives have been 
devised for promoting exports, and special agencies have been established to regulate 
the transfer and adaptation of technology and direct foreign investment 

In the selection of industrial activities classified as having a priority, no 
consideration is given to the shadow prices of the fat ors of production, nor to the 
resulting sectoral structure. Benefit -cost analysis is sparsely applied, and there is not 
yet a common discount rate or common shadow prices for labour and foreign 
exchange in project evaluation. Industrial activities are selected on an ad hoc basis 
and in relation to their relative contribution to the objectives of increased 
employment and the generation or saving of foreign exchange, for example, on the 
•»sumption of their compatibility at the global level. In selecting the instruments to 
be used in the promotion effort, no consideration is given to their potential impact 
on the specific distortions it is hoped to counter. The problems raised by the use of 
multiple investment-promotion instruments still remain to be solved. 

If the new development model is to be brought into conformity with the 
guidelines established for industry, an industrial programming system should be 
initiated, setting forth in clear terms the desirable contribution of each branch of 
industry to overall industrial objectives. The use of direct and indirect industrial 
policy instruments must likewise be programmed to influence decision making 
regarding private investment so that this investment will be efficient; establish 
sectoral priorities consistent with industrialization objectives; and define precisely 
the role of State industry within the framework of the new industrial policy. 
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V    Industrial priorities in the Republic of Korea* 

The "optimal" planning process changes depending upon the issues to which the 
plan is addressed and the circumstances in which it is formulated. This statement 
appears to be "trite but true" until it is recognized that many economists advocate 
that the orthodox planning methodology be applied in all cases 

The history of investment planning in the Republic of Korea illustrates 
extremely well the interdependence of techniques of planning with the problems 
addressed. The techniques used in the second and third five-year plans differed 
substantially, and the difference was not an accident. Rather it showed that 
techniques of planning had been adapted to objectives and to circumstances existing 
when the plans were drawn up. 

Planning methodologies can be contrasted in many ways. Perhaps the most 
familiar point of departure is to determine how specific the plan is with respect to 
investment projects. At one extreme, only sectoral investment information relating 
to public investment programmes is specified. At the other, all investment, including 
that undertaken by private entrepreneurs, is detailed in project form. Another point 
to determine is how the plan formulation is organized-centralized versus 
decentralized-and what is the nature of the information flows and networks by 
which information is transmitted among units participating in planning. A third point 
to determine is the predominant method of implementation: central resource 
allocations and performance targets (command systems), on the one hand, or 
incentive systems, on the other. Command economies rely primarily on output 
targets coupled with resource allocations to achieve them. Mixed economies rely on a 
combination of central resource allocations and price and non-price incentives. 

Orthodox comprehensive planning methodologies are well suited to plans that 
rely on resource allocation (including sectoral output targets) for their 
implementation These techniques, which shall be called "resource planning" 
methods, are designed to determine a set of consistent or optimal resource 
allocations that achieve plan objectives given assumptions about technology and 
relative price movements. They are not well adapted to devising the sets of incentive» 
necessary to achieve the plan goals. On the other hand, current methodologies 
appropriate for planning incentive systems are typically partial «equilibrium analyses 
of various instruments of economic policy: tax incentives, trade incentives, monetary 
policy incentives. They are not integrated with each other and do not pay explicit 
attention to the need for a balance between the supply and use of resources and 
products. The strengths of these techniques, which will be called "incentive system 

•Irma Afebnan, Untmaity of Maryland, and Larry E. Westphal, a »taff member of the 
World Bank 

US 
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planning" methodologies, are thus the weaknesses of resource planning techniques 
and vice versa.1 °8 

Each of the aspects discussed above can be found in all plans, though the 
emphasis may differ. The most interesting aspect of planning of investment in the 
Republic of Korea is that the predominant approach to planning embodied in the 
second five-year plan differed in all respects discussed above with that of the third 
five-year plan. While the second five-year plan specified the investment programme in 
each sector project by project, the third five-year plan specified only a few major 
investment projects. The second five-year plan was formulated in the central planning 
bureau; the third five-year plan was formulated in a decentralized manner in several 
ministries. Finally, the second five-year plan relied primarily on resource planning 
techniques, though the formal plan formulation was preceded by two important 
price incentive studies. By contrast, the third five-year plan employed mostly 
incentive planning approaches, though it was supplemented by a macroeconometric 
study of the interrelationships among the rate of growth, domestic and foreign 
savings and foreign-exchange needs. Since neither the planning personnel nor the 
political power structure had changed during the periods of the two plans, the 
Republic of Korea offers an interesting case study of the interaction among 
methodologies, issues and environment of planning. 

What changed between the two plan formulation periods were the primary issues 
confronted by the planners. The second five-year plan (1967-1971) was concerned 
with allocating major amounts of public investment and selecting an appropriate 
economic growth rate. These problems were analysed simultaneously, together with 
the selection of foreign trade and domestic production patterns. The private 
investment needed to fulfil the plan was calculated, and the incentives necessary to 
induce it were estimated at the same time. Thus the selection of industrial priorities 
in the second five-year plan proceeded in an integrated manner and placed major 
emphasis on the internal consistency of sectoral activities, macroeconomic objectives 
and resources, and on the rationalization of economic incentives. 

The third five-year plan, starting in 1972, by contrast envisaged only a small role 
for public investment. The primary goal of planning of industrial priorities thus was 
to provide suitable incentives to the private sector, compatible with resource needs 
and availabilities. The dynamism of the private sector had been established. No one 
doubted that, given the right incentives, private entrepreneurs would be able to 
resj and appropriately. Thus the primary planning problem was to select the 
appropriate incentives and to establish the macroeconomic limits to growth. Planning 
for consistency was not felt to be necessary. The role of the public sector was to set 
incentives and respond, where desirable, to private requests for credit, subsidies, and 
foreign-exchange allocation. Hence, an important task of planning at this point was 
to develop project-evaluation capacity and decision-making capacity at the 
ministerial level. 

At first blush, the sequence of approaches to planning adopted in the Republic 
of Korea is the reverse of the textbook sequence. The Republic of Korea went from 
an integrated planning system, with well-articulated interaction among sectoral. 

1 * 'The formal dichotomy between resource planning and policy planning is more apparent 
than real. In the technical jargon of programming, one is simply the dual of the other. But in the 
world of applied planning, resource planning techniques are vastly better developed and more 
widely known than are policy planning techniques. Moreover, in practice, programming models 
tend to yield either good shadow prices or good resource allocations, but not both. 
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macro, and project planning, to a less integrated system of special studies and project 
planning mostly at the ministerial level, constrained, for consistency, only by a 
macro plan and by a centrally monitored resources budget. Sectoral planning within 
the input-output framework was downgraded; policy studies of incentive structures 
were upgraded. 

The setting in which both plans were formulated was essentially the same, 
namely, a setting characterized by strong central guidance to an economy in which 
private capitalism flourished. What differed was the nature of the economic 
problems, possibilities for solving them and the instruments of intervention, and it is 
the change in these that led to changes in decision making. 

Institutions for planning and instruments for implementation 

The "central planners" in the Republic of Korea are found in the Economic 
Planning Bureau (EPB) of the Economic Planning Board, at least three steps away 
from the seat of ultimate decision-making authority. The deputy prime minister, 
head of the Planning Board, is responsible for co-ordinating economic policies. In his 
role as co-ordinator, the deputy prime minister is constrained by the heads of the 
ministries dealing with economic issues. At the apex is the president, who is 
constrained, as are all policy makers, by political realities. Thus, EPB can by no 
means assume that its plans will be automatically implemented. To a large degree, the 
power of the planners depends upon co-operation with the Budget Bureau (also 
represented on the Planning Board), for the budgeters control the allocation of funds 
to ministries and projects. This budgetary control is subject to the same chain of 
command as are the actions of EPB, and co-operation (infrequently achieved) has 
been realized in the past only through the deputy prime minister's directives. 

The central planners have two co-ordinating roles vis-à-vis the ministries, special 
offices, development banks, and autonomous government corporations whose 
activities they endeavour to co-ordinate. The first is co-ordinating the allocation of 
resources to ministries that act as producers of public goods and services (education, 
public health, rural electrification and so on) and thus to competing social 
programmes. The second is co-ordinating the various agencies' policies towards the 
private sector. It is this latter type of co-ordination with which central planning in 
the Republic of Korea has been almost exclusively concerned. Interestingly, central 
planning has tended to be more of a politically sensitive issue when applied to 
inter-ministerial resource allocation than when applied to the private sector. 

Government measures that affect private decisions are (a) price setting for 
certain key resources and goods, such as foreign exchange, investment funds, 
transport and rice; (b) subsidies given through tax exemptions, differential pricing or 
directly beneficial expenditure; (c) quantitative restrictions on imports of goods and 
capital, on the allocation of investment funds through the banking system, on the use 
of transport facilities; and (d) quantitative targets for exports and overhead 
investment. Subsidies, quantitative restrictions and quantitative targets are 
administered within centrally imposed constraints by several ministries, notably 
Agriculture, Commerce and Industry, and Finance and by special offices, such as the 
Office of National Tax Administration. The setting of key prices is more highly 
centralized at the ministerial and presidential levels. In addition, during the first two 

Wê 
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years of the second five-year plan, EPB vigorously exercised its mandate to review 
prospective investment projects financed by foreign capital to establish that they 
would contribute to the goals of national policy. 

TN second f ivt-yur plin 

The central issues 

The question when the second five-year plan was being formulated was: "How 
fast can the country grow? " From the early 1950s to the early 1960s, per capita 
GNP had grown at the unacceptably modest rate of less than 2 per cent per annum in 
real terms. In 1963, growth performance picked up, making hopes for more rapid 
growth appear realistic. The plan, formulated in late 1965 and early 1966. 
concentrated on establishing a consistent investment programme that would just 
match the economy's savings and export potential. This concentration reflected the 
major growth constraints foreseen at this time: a paucity of viable proposals for 
industrial projects, a scarcity of domestic investment funds and a need for foreign 
exchange to finance imports of raw materials and capital goods. 

Organization of planning 

The second five-year plan was formulated in the Planning Board. EPB 
co-ordinated both the technical work on plan formulation and the work of the joint 
interagency and private industry committees, which provided essential information. 
It played an important role in implementing the plan, especially during its first two 
years, before divergences between plan projections and plan realization became serious. 

Methodology of planning 

The tradition of orthodox, comprehensive resource planning was adopted in 
formulating the second five-year plan. The analytical framework for the plan had 
three principal elements: an aggregate macroeconomic model; a 49-sector dynamic 
input output projection model; and, as a supplement to the latter, a 280 
input-output table used for project evaluation. Deficient data precluded the 
construction of a complete aggregate model in time for the plan's publication. The 
sectoral model, therefore, became the key analytical element for outlining alternative 
feasible growth paths. It also provided a consistent framework for piecing together an 
efficient set of investment projects. 

The sectoral model, a fairly traditional dynamic input-output model, was an 
open model in that, except for investment and imports, the elements of final demand 
were projected exogenously. Imports were projected with the aid of an input-output 
matrix. Investment was estimated by an iterative process of backwards solution 
reminiscent of dynamic programming procedures: assuming exogenously projected 
growth rates for the non-investment components of final demand and (initially) 
setting investment to zero, required gross production in each period of the plan was 
calculated sector by sector; the required sectoral capacities were then compared with 
existing capacities adjusted for depreciation; the comparisons yielded a first guess at 
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required plan investment. The required investment was then allocated period by 
period, using information on gestation lags, and the model solved once more for 
sectoral productions, with the final demand vectors now including required 
investment. The capital stock comparisons were then repeated, yielding second 
approximations to required investment and the model resolved until in each period 
required investment by sector and "actual" investment matched, and sectoral 
production and sectoral capacities were internally consistent. Usually two iterations 
sufficed for convergence. 

The input-output matrix used in the calculations contained 43 sectors; however, 
for greater consistency, capacity requirements were also examined at the 280-sector 
level (see below). In turn, the primary technical innovation in the structure of the 
sectoral model was the attempt to project the coefficients of the input-output matrix 
dynamically. Ten industry committees, composed of engineers, business experts, 
economists, ministry officials and technical experts, were set up to estimate likely 
changes in the production technology and output mix of their sectors The work of 
these committees was carried out at the 280-sector level and reaggregated to the 
43-sector level. The dynamic projection of the input-output matrix consumed a great 
deal of resources approximately five man-years. A post-mortem on the forecasting 
performance of the corrected and uncorrected matrices indicated, however, that the 
forecasts with the unadjusted matrix came closer than those with the adjusted 
matrix. Apparently the committees overestimated the impact of change upon the 
structure of production, in part because they misjudged the actual timing and 
sequence of several major projects. 

Though resource planning took up the lion's share of the effort devoted to the 
formulation of the second five-year plan, it was preceded by a significant input of 
incentive planning. This earlier round of incentive planning had led to the 
exchange-rate reform of 1964 and interest-rate reform of 1965. 

The exchange-rate reform of May 1964 devalued the won from 130 to 255 to 
the dollar and substantially liberalized exchange controls. The devaluation was based 
on a study comparing world and domestic prices for about 300 specified 
commodities; the study indicated that the median purchasing power parity ratio at 
the end of 1963 placed the appropriate exchange rate somewhat below 255 won per 
dollar. The devaluation, moreover, was only one of a series of policy changes 
gradually leading to the adoption of a comprehensive export promotion programme 
consisting of price incentives (indirect tax and tariff rebates, interest-rate subsidies 
and reduced direct taxes, and several other minor subsidies) and to the establishment 
of such agencies as the Korean Trade Association to provide technical assistance and 
assistance in marketing promotion. 

Real export incentives were maintained relatively constant after 1964, while 
sporadic efforts were made to reduce import restrictions. Quantitative import 
restrictions were substantially liberalized in 1965. A study of the tariff structure was 
also undertaken;109 it demonstrated that, even though by international standards 
the average tariff rates were quite low (averaging about 9 per cent in 1965), they 
introduced distortions, according high effective protection to some industries while 
providing disincentives to backward integration in others. Political pressures for 
continuation of the existing tariff structure were sufficiently potent, however, so 
that efforts to move to uniform rates of protection were abandoned. 

I 0» 1 'R. I. McKinnon,   "Tariff   and   commodity   tax   reform   in   Korea:   some   specific 
suggestions" (Washington, United States Agency for International Development, 1967). 
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The interest-rate reform of September 1965 doubled the six-month deposit rate 
to 24 per cent per annum (a real interest rate of around 11 per cent) Borrowing 
rates,except for special purposes, were comparably raised.'I0 The reform was meant 
to set a real rate of interest more in line with the prevailing real rate of return on 
capital, to enable a shift from quantitative credit rationing towards "market" 
allocation and to encourage domestic savings. It was also hoped that night, interest 
rates would reduce inflation. The move was undertaken after a study had estimated 
the real gross rate of return on capital in manufacturing at about 15 per cent ' ' ' 
Given an ex ante inflation rate of 10 per cent, a nominal rate of 25 per 
cent  approximately the rate chosen  was the implied appropriate rate 

The trade reform was the key measure in shifting the economy from a strategy 
of import substitution towards one of export promotion The financial reform 
became the classic example of a successful policy of mobilising resources, stabilizing 
prices and promoting investment Real domestic savings doublfd in 1965 and again 
doubled by 1967; the velocity of money was reduced, halving the rate of inflation 
over what it would have been without the cut in velocity induced by the change in 
the interest rate; the incremental capital-output ratio declined by 30 per cent; and 
the investment rate rose as fast as the increase in savings permitted. 

Both reforms reduced government interference in the economy' 'l and brought 
key resource prices into line with relative resource scarcities. Since prices must be 
used to measure the value of resources in uses alternative to those being investigated, 
adequate resource planning is a vertual impossibility when prices are severely 
distorted. In this sense, the reforms of 1964 and 1965 were a precondition for 
meaningful resource planning. But their significance was far greater For much of 
planning'; positive impact on economic performance came from these reforms. The 
basic driving force for development in the Republic of Korea is the private-sector 
response to price and non-price incentives. Sustained development in a 
predominantly private economy is therefore impossible without prices (as affected 
by subsidies, taxes and quantitative controls) that reflect relative resource scarcities 
in the pursuit of development objectives. 

In formulating the plan, the planners attempted to integrate project appraisal 
with the sectoral model Planning was both "top-down" and "bottom-up" The 
sectoral model was used to obtain aggregate magnitudes and to identify likely areas 
for investment by estimating demand. On the other hand, the set of feasible growth 
paths was seen to be constrained by the number and types of efficient projects that 
could be designed and implemented during the period of the plan 

The 10 industry committees referred to earlier were created to make project 
appraisal consistent with the sectoral model The committees were established early 
m the plan's formulation and were its most innovative aspect Their first task was to 
prepare industry profiles, which were process analyses of major production activities 
in several industries The profiles were most extensive where significant changes in 
technology were anticipated. 

1 ' " For a discussion of the effects of the interest-rate reform, see G. Brown, Korean Pricing 
Policies and Economic Development in the 1960s (Baltimore, Johns Hopkins, 1973). 

1 ' ' Other studies put the gross rate at 20 per cent or more, G. Brown, op cit., p. 200, and 
the net rate at 8 per cent, Bank of Korea, Monthly Statistical Review, various issues. 

' ' 'The m te rest-rate reform led to less need for capital rationing, though credit rationing 
continued along with preferential interest rates for some classes of borrowers. 

M 
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The preparation of the industry profiles turned out to serve two functions: 
parameter estimation (capital-output coefficients and marginal input-output 
coefficients) and the establishment of initial conditions in the sectoral model. The 
latter was, in retrospect, by far the most useful result The original data base for 
estimating input-output coefficients in the sectoral model consisted simply of the 
1963 input-output table. The planners expected that the selective use of the 
input-output coefficients derived from the industry profiles, in place of the 1963 
coefficients, would substantially improve the model's forecasting ability. As 
indicated above, that turned out not to be the case; the sectoral model's forecasts 
would almost always have been closer had the 1963 coefficients been used without 
modification. But the preparation of the profiles gave industry specialists a needed 
opportunity to review investment prospects for various industries; and it did so in a 
way that highlighted the need for consistency. 

Upon completing the profiles, the committees were to have analysed 
supply-and-demand forecasts obtained from the sectoral model as an input into 
revised input-output projections and into project appraisal In so doing, the 
committees were to disaggregate the sector-by-sector forecasts to examine 
commodity supply and demand. There seems to be a consensus among participants 
that the committees failed to obtain sufficiently disaggregated forecasts and were 
largely unable to use the model's results in project appraisal, partly because the 
profiles consumed almost all of the committees' budgeted effort But, in addition, 
moit committee members were conceptually unable to translate the sectoral model's 
aggregate projections into the more detailed production, trade and demand 
projections required for project appraisal. Fortunately for the development of an 
investment programme, the profiles provided a set of viable projects, albeit one of 
limited scope. However, the profiles, having been prepared before the sectoral 
model's solution, were the result of only half an iteration, as they were not revised 
on the basis of the forecasts of the sectoral model subsequently. 

Economic rtsuhs 

The plan, and the associated changes in policies, had a strong impact on the 
economy. The emphasis on foreign trade was shifted from import substitution to 
export expansion, with a concentration on labour-intensive industries. The real rate 
of growth of GNP rose from less than 2 per cent in the years preceding to better than 
10 per cent during the plan period. Per capita income was doubled in less than eight 
yean; exports rose annually by 30 per cent; the rate of inflation was reduced from 
over 10 per cent to less than 6 per cent. The real income of the poorest rose at the 
urne rate as GNP, and measured unemployment was reduced from about 8 per cent 
to about 4 per cent. 

CWrifw* of methoéohfy ofr+mnéng 

Despite the spectacular economic results achieved, uneasiness over the planning 
methodology arose after the first two to three years, uneasiness occasioned in part by 
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the very success of the plan. The higher rate of growth113 that materiali¿ed made 
the investment project information contained in the plan obsolete within two to 
three years At this point a set of revised investment projects should have been 
prepared, repeating the methodology devised earlier. The planners were, however, 
reluctant to undertake so large an effort, even though the initial plan set forth a 
mechanism and procedures for annual plan revisions phased into the budget cycle. 
They instead remained bound to the original plan. After a while, the plan appeared 
not to yield useful information and to lead to undue rigidity in decision making 

While the consistency framework used in preparing the second five-year plan 
highlights interdependencies among sectoral aggregates, it appears not to yield 
information that can be applied directly in many cases. If the question is whether to 
build the country's first cement plant (refinery, steel mill, petrochemical complex 
etc.), then a sectoral model having a separate cement sector (petroleum, steel etc.) 
yields directly applicable information in the form of a forecast of demand. In view of 
the structural changes that accompany development, the model's demand forecasts in 
those cases are likely to be superior to those obtained from more partial methods. 
The relevance of demand forecasts for project appraisal in diversified sectors is. 
however, another matter. Contained within such sectors are a wide variety of 
products, each used for several purposes. Disaggregation of these sectors is inherently 
arbitrary, particularly in sectors in which the primary focus is on import and export 
decisions. Furthermore, the aggregate consistency framework provided by the 
sectoral model is not sufficient to ensure consistency at the more disaggregated level 
of individual projects and commodity balances. These considerations argue that the 
utility of the sectoral model in formulating a consistent set of investment projects is 
of necessity quite limited. Of course, given sufficient manpower and computing 
facilities, it may be possible to approach consistency at any level of aggregation. But 
a crucial question is just where to allocate the limited planning resources of a less 
developed economy. 

Preparation for the second five-year plan did uncover a set of viable investment 
projects (from the industry profiles), which was its principal function. The resulting 
list of "approved" investment projects was, naturally, by no means exhaustive. When, 
during the plan's implementation, an entrepreneur presented an investment proposal 
for the planners' approval (needed to import capital equipment and secure access to 
foreign finance), the proposal was first checked against the list of approved projects. 
If found there, it was accepted. If not found, the planners were uncertain whether to 
approve or reject the project. 

For some reason the planners were reluctant to evaluate a project outside the 
plan, even though a benefit-cost appraisal formula had been selected during the plan's 
formulation that could have been applied in such cases. The formula was based on 
present values and actual interest, exchange and wage rates (which, it was felt, were 
close to their shadow rates after the reforms). Smooth interpolation formulae for 
depreciating plant and equipment with different lifetimes were developed, and the 
whole process was computerized to permit sensitivity analysis. But the planners felt 

1 ' 'This higher rate was not unanticipated, even in 1965. However, the deputy prime 
minister constrained the planners for political reasons to base their projections on an anticipated 
growth rate two percentage points lower than they thought achievable. The actual rate was three 
percentage points hi|h<r than the one used in the plan. The authors compared actual 
performance with the sector model runs for the higher growth rate and found highly significant 
the degree to which the model would have correctly predicted actual performance had a more 
realistic rate of growth been used. 
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that the use of the sectoral model was necessary to achieve an efficient and 
consistent set of projects, and they thus hesitated to use project appraisal alone. 
Adding to the difficulties was the fact that, in some sectors, the aggregate of projects 
approved within 18 months of the plan's start represented a volume of capacity that 
met or exceeded the plan's target. The planners did not know whether to place a 
freeze on additional projects in these sectors or whether to assume that "excessive" 
applications indicated a larger number of profitable investment opportunities than 
had been originally foreseen. 

The solution to the problem vas obvious: the plan needed a thorough revision; 
but a repetition of the original fanning procedure (even at a reduced scale) was 
impractical because of the limited planning talent available, particularly after foreign 
aid missions were no longer ah It to provide staff for a major planning effort. 
Moreover, basic data needed to revise the plan were not available. The Government 
had (purposely) failed to monitor the plan's implementation using an input-output 
type of data system that could easily be compared with the plan's projections. 

The plan was revised, but only in aggregate terms. No attempt was made to 
revise the list of investment projects to be undertaken or to re-establish investment 
targets by sector. At this point the planners believed that comprehensive planning 
had failed them, since it no longer provided information useful for policy purposes. 
The plan was put on the proverbial shelf to be brought down only infrequently to 
point proudly at the fantastic overachievement of most targets. 

Tht third fivt-yitr plan 

By 1969, the year work began on formulating the third five-year plan, the 
issues of planning and the planning environment had changed drastically. The 
planners responded by shifting to a crude form of incentive planning and by turning 
to a decentralized procedure for formulating the new plan. 

The central issues 

By 1969, the Republic of Korea's potential for extremely rapid growth had 
become an undisputed fact. The issue, therefore, no longer was how fast a rate of 
growth could be achieved. However, the very rapidity of the growth had led to 
numerous imbalances, bottle-necks, inefficiencies, and stresses and strains. Some of 
these strains were highlighted in the summer of 1969 by defaults on foreign loans by 
several firms that had either been established or had expanded during the period of 
the second five-year plan. The high rate of growth had resulted in a dangerously rapid 
buildup of foreign debt and had stimulated inflation. The disparity between rural and 
urban incomes had increased and inflation threatened to accelerate. The major policy 
issue, therefore, shifted to: how can growth be made more harmonious, less wasteful, 
and more securely based? A subsidiary question was: should the growth rate be 
reduced? But in this instance the growth issue was important only to the extent that 
growth, efficiency and distribution were interrelated. Since the major sources of the 
bottle-necks and strains were the uncoordinated, buoyant activities of the private 
sector, planners were led to focus on how to get the private sector to rationalize and 
co-ordinate its activities to achieve harmonious growth. 
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Organization and planning 

Along with the change in the key policy issues came fundamental changes in the 
process of planning. Whereas the formulation of the second five-year plan had been 
centralized in the Economic Planning Board to the exclusion of formal planning 
elsewhere, the formulation of the third five-year plan involved almost all the 
ministries in some manner. Several ministries, notably the Ministry of Education and 
the Ministry of National Construction, were independently preparing comprehensive 
plans within their own areas of responsibility. 

The extreme divergence between reality and plan in the later years of the second 
five-year plan left the planners unsure of what to do and therefore unable to 
contribute to implementation. Correspondingly, the power of EPB gradually 
diminished, even though things were turning out better rather than worse than 
planned. At the same time, the various ministries began to assert themselves in the 
planning field. Thanks to the apparent success of planning as reflected in the 
economy's performance and in the power that planning had conferred upon EPB, 
planning became a highly prestigious activity that captured headlines and, more 
important, earned the president's attention and blessing. The result was keen 
competition among ministries to produce plans. EPB could no longer claim influence 
simply on the basis of having a consistent programme for the future. Therefore, 
ironically, while planning was being "popularized", the co-ordinating capability of 
EPB was being diminished. 

In part, the turn to decentralization was simply a recognition of the increased 
influence of various ministries on policy making. In addition, decentralization made 
good economic sense. Thanks to its rapid development, the economy had become 
fare more complex than it was at the start of the second five-year plan. In 1965, 
manufacturing industry had been characterized by some small, mostly traditional 
plants in a few sectors and few or no plants in other sectors. Technical expertise in 
several industries was either sorely deficient or entirely lacking. At that time it was. 
therefore, not unreasonable to find central planners dealing with choices at the 
project level; their relative lack of technical expertise was marginal. Having the added 
advantage of an overall perspective on the economy derived from the sectoral model, 
central planners probably had an edge over any potential specialists in industries that 
were not well established. By 1970, the industrial structure had become more 
complex, and a new cadre of managers, technicians and industry specialists 
burgeoned. The central planners could now rely on these specialists for technical 
information about production techniques and for market information. Furthermore, 
the increasing structural complexity of the economy was gradually making 
macroplanning, based on the gross relations of a medium-size input-output model, 
less useful in drafting policies regarding specific investments. 

From their experience with the formulation of the second five-year plan, the 
central planners now believed that one of planning's greatest benefits was increased 
knowledge about one's own area of policy responsibility. Planning qua education 
could contribute most directly to decision making if performed by executing 
agencies. Furthermore, there was a genuine interest in planning in the lower echelons 
in several agencies, (Planning closer to the ministerial level of the organization chart 
tended to be more window dressing than anything else.) EPB used its own personnel 
to train groups of planners in other agencies, particularly those in the Ministry of 
Agriculture and Fisheries, where better econometric forecasting techniques were 
greatly needed. 
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Methodology of planning 

Two major planning needs were recognized: (a) the guidance system to be used 
by the Government to co-ordinate the activities of the private sector had to be 
devised; and (b) the investment projects to be undertaken by various ministries 
within the Government had to be determined and co-ordinated. The first task was 
performed largely in EPB (or by EPB consultants); special studies centring around 
instruments of policy, sectors, or key features of the economy were commissioned. 
The second task was broken down into two elements: (i) project identification and 
formulation, to be performed in the various ministries; and (ii) project appraisal and 
co-ordination, to be performed at EPB. 

The guidance system 

As a result of the experience with the second five-year plan, the planners desired 
to build flexibility into the third five-year plan. They were distinctly opposed to 
establishing a list (partial or complete) of investment projects to be undertaken 
during the plan period or a detailed set of sector-by-sector investment targets. 
Investment allocation was still an important issue, but the plan's role in achieving an 
efficient allocation of investment was both to be indicative and to establish an 
appropriate set of incentives that would lead private decision makers to the right 
decisions. The purpose of project appraisal was simply to determine where incentives 
to investment should be given and what "social prices" should be attached to the 
benefit-cost criteria that were to be suggested for use in the plan. The plan document 
was to focus on policies and on criteria for making decisions rather than on specific 
investment allocations. 

The second five-year plan had been formulated on the basis of a multisectoral 
planning model. This model was all but discarded in formulating the third five-year 
plan. Out of their frustrations with resource planning and their recognition of the 
economy's greater complexity and unbalanced growth, the EPB central planners 
turned to incentive planning in formulating the third five-year plan. In addition, they 
reasoned that incentive planning would be of greater value to policy makers and that 
thereby a strategy based on it would eventually lead policy makers to devote more 
resources to planning. 

The planners were, however, at somewhat of a loss as to the planning procedures 
to be followed, largely because of the virtual non-existence of comprehensive 
incentive-planning techniques at that time. The only element that was selected 
promptly and fully exploited was a macro model. The data were by then sufficiently 
accurate to justify the use of such a model to investigate alternative growth paths and 
certain policy issues (most important being the level of the exchange rate). Progress 
towards building a sectoral model was halting, and little effort went into the 
estimation of the parameters in the model. The rationale for using a sectoral model 
changed from that of preparing a detailed investment allocation to that of obtaining 
accurate forecasts of aggregate magnitudes. The remainder of the planning 
procedures employed by EPB consisted on the one hand of communicating with the 
ministries concerning their own programmes and on the other of commissioning 
special studies. 

The special study has always been a key element of policy advising in the 
Republic of Korea. It became even more important in the preparation of the third 
five-year plan. Special studies were carried out to estimate effective protection rates 
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(to examine incentive policies), to forecast imports and exports (to help formulate 
balance-of-payment policy), to reappraise the tax structure (to see its impact on 
incentives and savings), to investigate the flow of funds (to frame policy for avoiding 
dislocations as United States aid was phased out and domestic savings became more 
important in the total), to estimate savings rates, to estimate the effects of 
devaluation on the price level, to estimate capacity utilization rates, to investigate 
policy on prices of rice and so on. 

The special studies varied greatly in quality, scope and impact The most 
important were the policy studies on effective protection, taxes, credits and the price 
of rice. The effective-protection study demonstrated that the effective-protection 
rates remained low on average, but that they varied substantially among sectors As a 
result, a move was made to equalize rates and thereby to reduce allocative 
distortions. The tax study led to an increase in the progressiveness of the tax 
structure; the minimum taxable income was raised and the marginal rates applicable 
to top incomes were increased. The mobili/.ation-of-savings study indicated that the 
structure of borrowing by firms was heavily biased towards short-term credit and 
towards foreign loans; as a result, the financial structure of these firms was 
precarious. The study led to reforms meant to control the inflow of short-term 
foreign credit. The study on rice-price policy showed that, despite a high domestic 
price for rice, the farmers were discriminated against. It led to the imposition of a yet 
higher price for rice and a standby rice purchase arrangement. 

The formulation of the third five-year plan lacked the methodological scope and 
consistency of that of the second five-year plan. Exclusive focus on sectoral analysis 
in the second five-year plan had led the planners to neglect some issues of vital 
concern to policy makers. This time the opposite was the case: almost exclusive 
emphasis on a wide variety of issues endangered the consistency of the plan and 
underemphasized the necessary investigations of resource allocations to major 
projects (e.g., in the machinery sector). In formulating the third five-year plan the 
planners followed a "shot-gun" approach that minimized the role of a consistency 
framework. The diverse issues of concern to planners in 1970 could not at the time 
be spanned by a single methodology, and the possible contribution of input-output 
analysis to many of the pressing issues was at best marginal. To be relevant,planning 
had to address the various key issues; but the key issues could not be met while 
repeating the second five-year plan's resource planning exercise. Resources for 
planning were simply too scarce. 

The public investment programme 

The major institutions involved in formulating the public investment programme 
were EPB and the Bank of Korea at the "centre", and the Ministries of Commerce 
and Industry, of Agriculture, of Education, of Construction, and of Transport on the 
"periphery". Even though the industrial priorities reflected export potential and 
labour intensity, the promotion of exports and employment was to be through 
subsidies and trade incentives rather than through direct public investment. Public 
investment was to be concentrated in infrastructural investment (transport, electric 
power, oil pipelines, and a free port facility for duty-free bonded processing of 
labour-intensive  exports,  agricultural   infrastructure   etc.)   and  in   a  few  large 
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intermediate goods industries in joint public-private ventures (fertilizer, shipbuilding, 
an enlarged steel complex) It was thus left to the private sector's response to 
incentives to realize the goals emphasized in the plan 

As indicated earlier, the initiative for formulating the public investment 
programme lay with the ministries, and formulation proceeded in a decentralized 
fashion. The essence of decentralized plan formulation is the transmission of 
information between planning staff of various agencies and a co-ordinating body 
However, passing information about future programmes poses a danger for an 
agency, since the exposure of an idea in a closed forum invites harsh criticism As 
well as requiring the lower-level agencies to pass information upwards to the central 
planners, decentralized planning requires that various "guidelines" be passed 
downward. Many of the guidelines that ought to be passed down are highly 
confidential and politically sensitive The GNP target growth rate is itself a sensitive 
figure until finally ratified by the highest councils of government But even more 
sensitive are the projected prices of foreign exchange, investment funds and other 
widely used scarce resources Projections of these prices must be transmitted to the 
agencies so that they will be able to appraise various programmes at the appropriate 
prices. There is substantial risk that a "leak" will occur owing to the number of 
participants in decentralized planning and the high stakes involved 

The political risks accompanying the revelation of information within a 
decentralized planning framework worked against the realization of full 
decentralization in the formulation of the third five-year plan. Ironically, it appears 
that a strong and secure central force is required to achieve effective decentralization 
of plan formulation. In the Republic of Korea, the spirit of competition dominates 
interagency dealings. Only the president, it seems, has the power to force 
co-operation; and he did not use it. The resulting procedure was a compromise 
between centralized and decentralized planning, which, as with most compromises on 
technical issues, retained few of the benefits of either system. None of the key 
resource prices was given to the agencies, with the result that each planned on the 
basis of its own price projections In an effort to ensure uniformity in the internal 
evaluation of programmes among the agencies. EPB undertook to appraise projects 
for each agency As far as the agencies were concerned, project appraisal was a "black 
box", for the prices to be applied to the major resources were not revealed This 
approach enabled the central planners to obtain estimates for the equilibrium prices 
of the various resources by providing information on the types of project accepted 
and rejected at different prices for the key resources and on the amount of each key 
resource that could be profitably used at various prices. The "black box" approach 
to project appraisal, however, sacrificed the educational value of having each agency 
evaluate its own projects. In particular, the agencies were unable to see how changes 
in key prices led to changes in the evaluation of certain programmes. They thereby 
lost potentially valuable knowledge as to how to respond to changes in 
circumstances, which reduced the flexibility it was hoped would be found in 
procedures for planning. 

To conclude this part of the discussion: the central planners were solidly behind 
the establishment of decentralized plan formulation when they began to prepare the 
third five-year plan. The top policy mak¿rs, however, were afraid of the risks 
involved in decentralized planning and were not convinced of its value. EPB was able 
to force some co-operation from the ministries by having each ministry prepare its 
own plan under the direction of EPB staff. Undeniably work on the third five-year 
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plan was poorly co-ordinated. In contrast, work on the second five-year plan was a 
model of organization. The extreme centralization of the formulation of the second 
five-year plan limited the plan's educational benefits to only a few and isolated the 
planning mentality in the central planning agency. The formulation of the third 
five-year plan, on the other hand, spread the planning mentality to a wide group of 
decision makers and gave them some experience as planners. 

; totrnri from tht «esile ind tttM f mymt pirns 

Strangely enough, it was the very success of the second five-year plan that made 
it obsolete. Accelerated growth occurs inevitably through imbalances. In a 
non-administered economy, these imbalances generate signals to the relevant 
economic agents, who then adjust to the imbalances and re-establish the framework 
required for consistent growth. However, in semi-managed economies, such asm the 
Republic of Korea, certain key prices (e.g., the exchange rate, interest rate, price of 
rice) are usually kept arbitiarily fixed. Adjustments to imbalances in the quantities 
affected must, therefore, occur through a combination of quantitative rationing of 
scarce resources, administrative allocation of targets, and tinkering with covert 
adjustments to official prices. It is in the determination of how to adjust these 
instruments that the primary policy issues of fast growth are to be found. Planning 
models are built to explore the consequences of balanced, consistent and efficient 
growth. Rapid growth, if it takes place, is unbalanced, inconsistent and inefficient. If 
a sufficient range of alternative balanced growth paths is explored with the 
comprehensive planning model, the adjustments necessary to minimize the costs 
associated with the emergence of unbalanced growth can be inferred. The 
exploration of alternatives with the model, however, requires that substantial 
resources be devoted to planning 

Top policy makers in the Republic of Korea did not find comprehensive 
planning to be of material assistance either in reaching or carrying out policy 
decisions precisely because too few resources were devoted to planning. In addition, 
•ven fewer resources were devoted to educating policy makers in the potential 
benefits of comprehensive planning. Very few officials outside EPB understood the 
sectoral model; they did not know what questions it could answer, and they could 
not interpret its solutions without the assistance of a technician. Thus, one possible 
IfMon from the Republic of Korea's second five-year plan is not to despair of 
comprehensive planning too soon. 

There are, however, other lessons as well. It may be concluded that 
comprehensive planning is well suited to the formulation of development 
programmes in simple economies in which the system of economic controls focuses 
primarily on direct resource allocation. Comprehensive planning is not the best 
framework within which to analyse incentive problems, and much of the knowledge 
gained from comprehensive planning cannot be used except in a command economy. 

When the economy becomes more complex, dynamic and responsive to market 
incentives, planning must provide for flexibility and should be indicative rather than 
comprehensive. Policy studies well integrated with one another that analyse the 
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future on the basis of mutually consistent forecasts and under a v ide range of 
alternatives appear better for this stage Input-output models should be constructed 
at this juncture merely to provide the basis for the mutually consistent forecasts and 
should not involve the degree of refinement and disaggregation of the comprehensive 
planning stage 

Not only must planning be appropriate to the economy in question, it must also 
be appropriate to the political climate and institutions of the country The initial 
period of the second five-year plan was marked by and large by (a) public policy 
formulation by decree; (b) centralized decision making; and (< I a willingness by both 
the ministries and the public to subordinate their demands for greater participation 
in plan formulation to their desire for economic growth The focus on centralized, 
comprehensive, detailed resource-allocation planning was. therefore, consonant with 
the style of the polity as well as with the structure of the economy 

By 1970 the very success of economic growth had generated ia> demands for 
more political participation in plan formulation; (bj latent demands for a wider 
distribution of the economic benefits of accelerated growth, (c) imbalances in 
demand and supply of key resources, leading to a resurgence of inflationary pressures 
and to potential pressures on foreign-exchange balances; (d) vested interests in the 
perpetuation of the imbalances; and (e) a general feeling by top policy makers that 
the only way these economic imbalances and demands for greater participation could 
both be accommodated simultaneously was through greater reliance on centralized 
control of resource allocation. These conflicting demands created conflicting 
pressures on planning It is no accident, therefore, that planning techniques adopted 
in the third five-year plan represented an uneasy compromise between centralized 
and decentralized planning that involved many elements of direct resource allocation 
during implementation 

In reflecting about the nature of planning in the second and third five-year plans 
of the Republic of Korea, one is led to conclude that changes in planning techniques 
must be adapted to changes in the economic and political setting in which the plan is 
formulated. The problems faced in formulating the third five-year plan are typical of 
those arising with successful growth in a reasonably complex, highly dynamic, open 
economy m which the primary driving force for development comes from the private 
sector The experience with the third five-year plan highlights the need for 
developing practical incentive-system planning procedures that are embedded in an 
internally consistent, dynamic, general-equilibrium system.1 '4 It also indicates some 
of the practical difficulties that arise in applying decentralized procedures in mixed 
public-private economies. 

1 ' ' An appropriate methodology now exists. For a full description of this technique, 
MC I. Ade Iman and S. Robinson, Income Datributwn Policies in Developing Countries (Stanford 
University Press, 1977). The technique is based upon a computable general-equilibrium model. 
The model operates by simulating the operation of factor and product markets with 
profit-maximizing firms and utility-maximizing households. Its distinguishing features are: (a) it 
solves for prices endogenoush/ in both factor and product markets; (bj its solution is based on 
achieving a measure of consistency among the actions taken by many actors (households, firms) 
M their best self-interest, (c) it incorporates meo me distribution, monetary phenomena and 
foreign trade; (d) it is dynamic, with imperfect intertemporal consistency; and le) it allows for 
varying principles of market clearing and institutional behaviour, as well as various price and 
non-price policy measures. 
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VI.    Industrial priorities in Turkey* 

The purpose of this study is to trace the ways in which industrial priorities are 
chosen in Turkey and to evaluate the determinants of the allocation of resources 
within the industrial sector. To do so, it is necessary first to trace both the 
institutions and mechanisms through which decisions on the goals of industrial policy 
are determined and then to examine the instruments employed to achieve those 
goals, their effectiveness, and other policies that impinge upon the behaviour of the 
industrial sector 

Among the developing countries, Turkey is unusual in several regards the 
modem nation-state emerged in 1923, and efforts to achieve higher living standards 
precede those of most developing countries by a generation; early development 
policy, in the 1930s, concentrated upon the formation of State Economic 
Enterprises (Kamu Iktisadi Tesekkullfri KITs), which continue to play an important 
part m manufacturing industries, thus giving the public sector a more significant role 
than in most non-centralized economies; and, despite obvious political differences, 
there has been a remarkable degree of unity among Turks about the general 
dimensions of economic policy. These and other factors suggest that it will be useful 
to start with a brief description of the Turkish economy. 

Ili utili tué grawth if tfct TutfcMt tcDMiity 

When the Turkish Republic was formed some SO years ago, it was a 
predominantly agricultural country with an extremely low per capite income. The 
country had been ravaged by war preceding independence, and the cross-migration of 
Greeks and Turks resulted in further dislocations. 

Reliable data are scarce for the period before the Second World War. The 1920s 
appear to have been an era of recovery from the devastating conflict of the preceding 
decade. 

The Great Depression represented another setback to growth. Real gross national 
product remained virtually unchanged from 1929 to 1932, implying a drop in per 
capita income. However, it increased 74 per cent between 1932 and 1939,111 a 
significant improvement. 

The Second World War resulted in yet another set of severe shocks to the 
Turkish economy. Real GNP in 1948 appears to have been at most 8 per cent above 
its 1939 level, implying a sharp drop in per capita levels. 

•AMM O. Kruefer, Professor of Economici, University of Minnesota, and Baran Tuncer, 
Professor of Economics, Bofaziçi University, Istanbul. The paper wis written in 1975 and early 
1976, and most statements are therefore based on data for 1974 and earner years and interviews 
held in 197S. 

1 ' * National income data are from Tuncer Buhttay, Yahya Tezel and Nuri Yikdirim, Turkiyt 
Mm Gean ¡923-1948 (Ankara University, Political Science Faculty, 1974). 

129 



130 Industrial Priorities in Developing Countries 

Post-1948 growth in Turkey stands in marked contrast to the period 1923-1948. 
The average annual rate of growth of real per capita income over the period 
1948-1971 was about 3.5 per cent. While there were some fluctuations in the rate, 
with more rapid growth in the early 1950s than in the latter half of the decade, and a 
fairly steady growth rate of 6-7 per cent in the 1960s, the pace of economic 
expansion was rapid throughout.116 Some indicators of the structural 
transformation that accompanied this rapid rate of growth are given in table 16. 

TABU  16.   RIAL GNP AND SOME COMPONI NTS, SELECTED YEARS 

Item 1950 1955 1960 1965 ¡9 70 1975 

Real GNP (billions of 1968 LT) 38.5 56.6 70.9 90.4 125.2 157.3 
Percentage of GNP 

fixed capital formation 10 14 15 15 21 18 
Agricultural production 52 46 44 34 29 28 
Manufacturing production 9 10 9 16 16 18 
Exports 7 4 6 6 5 4 
Imports 8 7 8 7 8 7 

Sources: Real GNP, agricultural production, manufacturing production and fixed capital, 
Devlet Istatistik I- nstitiisii. National Income and Expenditure of Türkev 1948-72 (Ankara, 1973); 
DPT, Ekonomik Rapor, No. 1450 (August 1975), table 2; DPT, 1975 Yili Programi, table 26. 
Exports and imports, Anne O. Krueger, Foreign Trade Regimes and Economic Development: 
Turkey (New York, Columbia University Press, 1974), table 1-4; DPT, 1975 Yili Programi. 
tables 17, 28 and 30. Export, and imports are valued at the official exchange rate, which presents 
considerable problems when comparing years with very different real exchange rates. 

As can be seen, rapid growth of output was accompanied by a sharp increase in 
the ratio of fixed capital formation to GNP. With GNP increasing rapidly, the average 
annual rate of growth of real investment was 8 per cent over the period 1948-1971. 
As is usual when growth is rapid, the share of agriculture in national income (and 
employment) fell sharply. Agricultural production itself rose fairly rapidly, however, 
as real output increased at an average annual rate of 3.5 per cent. It should be noted 
that Turkey probably has a greater long-run comparative advantage in agriculture 
than do most developing countries owing to its climate, combined with proximity to 
Europe. The Mediterranean coast, the Anatolian plateau, and the Black Sea region 
have distinct climates and make possible a wide variety of agricultural production. 
Crops range from cotton, tobacco, sugar-beets, citrus fruits and hazelnuts to wheat 
and other grains. Forestry and production of livestock have also significant potential. 

Manufacturing production has also grown rapidly over the quarter century, with 
its share of output increasing from 9-10 per cent in the early 1950s to 16 per cent in 
the late 1960s. 

For its population of 40 million, Turkey has a remarkably small share in foreign 
trade. Exports have consistently accounted for less than 8 per cent of output, and 
even that share has tended to decline somewhat over time. Export earnings actually 
declined from 1953 to 1958, and they did not reattain their 1953 level until 1964. 
Imports, by contrast, have held rather steady at 7-8 per cent of GNP. The difference 
between   exports   and   imports   reflected   balance-of-payments  difficulties   and 

1 "Data are from State Institute of Statistics, National Income and Expenditure of Turkey 
1948- 72 (Ankara, 1973). 
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borrowing in the 1950s, foreign-aid inflows during most of the 1960s (although 
foreign-exchange difficulties were also present, especially in the latter half of the 
decade), and heavy inflows of workers' remittances after 1970.' '7 

Turkish exports, like those of most developing countries, have been heavily 
concentrated in primary commodities, although Turkey has been fortunate to have 
several major exports cotton, tobacco, hazelnuts, copper and chrome have all been 
among the top three exports at one time or another. In recent years, manufacturing 
exports have increased in relative importance, although they remained less than 
12 per cent of total exports until 1970 and reached 33 per cent of the total only in 
1973. 

Commensurate with the growth of GNP, employment in industry has increased 
over the post-war period. Its rate of growth, however, has fallen far short of the rate 
at which the urban labour force has been increasing as the combined result of 
population growth and of migration from rural areas. Turkey's literacy rate is 
relatively high among developing countries, and almost all urban workers have 
completed at least five years of school. Those who continue beyond primary school 
tend to seek university degrees, thus leaving the labour force with an adequate supply 
of factory labour and highly trained individuals, but with a dearth of workers having 
skills lying in between. That problem is not a severe constraint on growth, however, 
as has been indicated by the productivity of Turkish workers abroad. The availability 
of jobs in the Federal Republic of Germany and other Western European countries 
has provided a means of absorbing the excess supply of workers in the industrial 
sector.118 

Turkish economic growth has, therefore, been good since 1945. While many 
problems continue to plague Turkish policy makers and planners, Turkey none the 
less should be placed in the middle group of developing countries: its per capita 
income in 1975 was about $885 and is growing at a rate of about 5 per cent 
annually. Prospects for future growth seem satisfactory. 

Poliei« for growth 

From the early years of the Republic to the present, two overriding goals of the 
Government's economic policy have been rapid growth of total output to attain 
higher living standards and industrialization. Whether industrialization has been 
perceived as an end in itself or only as a means of achieving rapid growth is an 
unanswerable question, although current attitudes are discussed in more detail later. 
For present purposes, what is important is that when choices have had to be made 
between those two and other objectives the decision has consistently been in favour 
of the objectives of economic growth and industrialization. 

"'Turkish workers began migrating to Western Europe, and especially to the Federal 
Republic of Germany, in the early 1960s. By the end of 1973, there were approximately 
850,000 Turkish workers abroad. Data on the number of these workers abroad can be obtained 
in Labour Employment Office, "Yurt Distada Isiler, Ücretler ve if Piyasisi" (Ankara, 1974). 
Foreign exchange repatriated by Turkish workers rose from $9 million in 1964 to $273 million in 
1970 and $1.5 billion in 1974. 

1 ' 'While it is not central to the main purpose of this study, it seems evident that the 
opportunity for Turkish workers in Western Europe will be somewhat more limited in the future. 
Unemployment may therefore become a more significant problem than it has been in the past. 
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It is both convenient and conventional to divide the formation ot Turkish 
economic policy into five periods the period 19:3-1932. during which laisse: faire 
policies were by and large pursued, the period 1932 1940, during which a policy of 
étatisme was followed; the 1940s, when the disruptions of the war and its aftermath 
dominated; the 1950s, during which the foundations for later development of the 
private sector were laid, and the period since I960, during which planning has been 
considered the central instrument of economic policy 

Little needs to be said about the early period  the attention of the leaders of the 
newly independent State was largely directed towards political and social reforms 
The sultanate and caliphate were abolished; legal codes borrowed from European 
countries replaced the Islamic legal system; the Latin alphabet and the international 
calendar, clock and metric system were adopted Consonant with the Western model 
a predominantly laissez faire policy was relied upon to deliver economic growth 
There   were  several   constraints    under   the   Treaty   of   Lausanne   (1923)   the 
Government was not free to alter tariffs or otherwise intervene in its foreign trade 
until 1929; the Ottoman debt was continuously renegotiated during the 1920s and 
constituted a sizeable burden for the economy 

With the coming of the Great Depression and the end of the restraints upon 
foreign trade policy, it rapidly became apparent that the laisse: faire policies pursued 
during the 1920s had failed to achieve a satisfactory rate of growth and that world 
economic conditions in the 1930s dictated a change in policy. Simultaneously, as 
political and social changes in the 1920s were consolidated, the (k>vemment was able 
to turn its attention increasingly to economic affairs After considerable discussion. 
¿tatisme was enunciated as the means by which development would be achieved: the 
Government would invest in, and operate. KITs to ensure the desired 
industrialization and growth. The middle and late 1930s saw the emergence of KITs 
in textiles, cement, sugar, and several other industries As seen above, the rate of 
economic growth increased, but the momentum was lost with the outbreak of the 
Second World War.119 

Little needs to be said about the early 1940s, for the war caused severe 
economic dislocation. The first post-war years were devoted to reconstruction efforts 
and political change. By 1946 a multiparty system had emerged, and in 1950 the 
Democratic Party under Adnan Menderes won the elections, thereby removing 
Ataturk's party from power for the first time since 1923 

The Democratic Party had run on a platform that included a promise to reduce 
the importance of the KITs and to place greater reliance on private enterprise Its 
electoral support came largely from the rural sector. Its early years in power were 
characterized by massive investments in agriculture, with concomitant mechanization 
of the Anatolian plateau, a transformation of pasture into wheat land, and, at least 
until 1953, the emergence of Turkey as a major wheat exporter 

The KITs, however, proved politically impossible to dismantle. In 1954, a 
disastrous crop year led to a series of changes in economic policy. For a variety of 
reasons, inflation emerged as a major problem in the following years, and the 
Government attempted to hold it in check by maintaining price controls on all 
commodities and letting the KITs absorb large losses, which in turn resulted in the 
creation of Central Bank credits to cover them and intensified inflation Inflationary 

1 ' ' Two industrial development plans were formutated during the 1930s, loth related only 
to the industrial sector and not to the entire economy. Only the first was implemented. The 
second was abandoned because of the outbreak of hostilities. 
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pressure also accounted for the very poor performance of exports shown in table 16; 
the drying up of foreign credits, a large burden of indebtedness, and an extreme 
scarcity ot imports led to the adoption of a stabilization-and-liberalization 
programme in 1958 The Government, however, began to revert to inflationary 
financing during 1959 and was overthrown in the bloodless, military-led revolution 
of May I960 

It was widely believed by the leaders of the revolution and a large segment of the 
Turkish community that the economic difficulties of the 1950s had resulted largely 
from "planlessness": the prime minister had been a believer in free enterprise, and 
investment decisions had been made piecemeal Government economic activities had 
not been co-ordinated Therefore, provision for a State Planning Organization (Devlet 
Planlama Teskilati DPT) charged with the responsibility of drawing up five year 
plans was written into the new constitution of 1961 

The early 1960s thus mark the transition to the fifth period in policy, during 
which five-year plans were seen as the major means by which economic policy was 
formulated and co-ordinated Since 1963, three five year plans have been carried out 
(1963-1967, 1967-1972 and 1972-1977) As is evident from table 16, the rate of 
economic growth was somewhat higher in the 1960s and early 1970s than in the 
1950s, and it is generally accepted in Turkey that planning accounts for much of the 
difference. Thus DPT was established and organized as a means of achieving 
objectives which, it was believed, had been somewhat frustrated earlier by the lack of 
adequate co-ordination. 

To be sure, the role and functions of DPT have changed since I960 as policies 
and instruments have changed. DPT started as a purely planning body in the early 
1960s, but in 1967 became responsible for administering import policies and 
investment incentives. During the late 1960s, balance-of-payments difficulties were 
perceived to be a major constraint on policy formulation and thus were a central 
concern. In the early 1970s, however, the balance-of-payments situation improved 
markedly as favourable world market conditions combined with a realistic exchange 
rate, resulting from a devaluation in 1970, lead to a major increase of exports, 
while workers' remittances mushroomed Partly because of the reduced severity, if 
not total elimination, of a short-term balance-of-payments constraint and partly for 
other reasons, DPT lost most of its administrative functions at this time Its role in 
policy planning and programming remained, although somewhat diminished from the 
earlier days. In the period for which we shall attempt to trace the ways in which 
government objectives are pursued, DPT was, therefore, somewhat less influential 
than it had been at an earlier period. As will be seen, however, it remained central to 
the allocation of resources for industrial investment within the public sector, which, 
by virtue of the KITs' role, was in itself of great importance. 

As mentioned at the outset, one of the ways in which Turkey is distinctive 
among developing countries is the relative size of the public sector within industry. 
As can be seen in table 17, the relative importance of the KITs varies from sector to 
sector and from year to year. KITs are in general much larger than average 
private-sector firms. Substantial changes in their share of output usually reflect the 
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TABLE 17.   RELATIVE IMPORTANCE OF STATE ECONOMIC ENTERPRISES IN TU RKISH 
INDUSTRY IN SELECTED YEARS 

(Percentage of sectoral output) 

Sector 1 950 1<*63 1967 1973 

Food 48 34 42 32 
Beverages 98 89 87 60 
Tobacco et 77 88 81 
Textiles 42 25 22 17 
Clothing 95 75 58 17 
Wood products 54 56 43 27 
Furniture 0 0 0 32 
Paper 90 91 81 69 
Printing 15 11 18 8 
Leather products 0 0 0 0 
Rubber and plastic products 0 0 0 0 
Chemicals 9 30 17 21 
Petroleum products 100 100 98 90 
Non-metallic products 20 38 40 24 
bon and steel 91 86 74 61 
Metal products é0 38 32 3 
Machinery 78 26 16 27 
Electrical machinery and electronics 0 1 1 2 
Transport equipment 99 60 39 26 
Other manufacturing 0 0 0 1 

AH manufacturing 51 44 48 37 

Source   U|ur Komm, "The structure and interdependence of the pMbak and private sectors 
in the Turkish manufacturing industry" (I97S), table IS. 

«tart of new plants. Until the late 1960s, the shares of the public and private sectors 
in manufacturing industry were about even. Some observers believed that there was 
an unwritten rule that each sector should be of similar size, a belief that seems to 
have been disproved by the 37 per cent share of the KITs in manufacturing output in 
1973.130 

As already mentioned, the KITs were employed as an instrument to restrain 
inflation in the 1950s, their prices being kept low by decree. Simultaneously, the 
"planlessness" of the economy enabled the KITs to undertake investments 
autonomously The result was, of course, highly inflationary, and an effort was made 
in the early 1960s to gain control over the investments of the KITs and to improve 
their efficiency A major issue, and one that has emerged repeatedly since 19S0, is 
how the KITs should be organized to increase their efficiency and lower costs. The 
State Investment Bank (Devtet Yatirim Bankasi-DYB) and DPT are both heavily 
involved in determining the level and composition of public-sector investments. Part 

1 "KfTs are also important in mining (and services), since they have a complete monopoly 
on most minerals. Several government agencies that are not KITs abo play a major role in Turkish 
economic Mfe. In the manufacturing sector, the Monopolies Administration is important as the 
sob) manufacturer of hard alcoholic beverages and tobacco products; there are major agencies 
involved in the purchase, marketing and distribution of many agricultural commodities. Only the 
Monopolies Administration is important in manufacturing, however. The main distinction 
between KITs and other government economic entities is that KITs are not included M the 
general budget. 
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of the motive for that control lies in the setting of industrial priorities, and part 
originates in the experience of the late 1950s. The problems associated with the 
organization and functioning of public-sector enterprises are, in principle, somewhat 
separate from the determination of industrial priorities. In practice, however, the two 
issues are interrelated, especially when the instruments available to alter 
private-sector behaviour do not bring about the desired results. For example, when 
the private sector fails to meet an investment target for a given sector or region, the 
existence of the KITs gives the Government, and especially DPT, an additional 
instrument with which to achieve that target. 

EMMMC 9—h and dtcÑMn mktri 

Objectives 

As mentioned earlier, increased standards of living and "industrialization" have 
been the overriding objectives of all governments since the 1920s. The possibility 
that more rapid growth might be achieved by other strategies has not been 
contemplated in Turkey; the two goals are regarded as virtually identical. Since this 
study focuses on the determination of priorities within the industrial sector, that 
possibility need not be considered here either. 

Several concerns have impinged on the selection of priorities within the 
industrial sector from time to time. They have come up in a number of interrelated 
contexts-expanding import substitution, encouraging exports, creating employment, 
acquiring "modern technology," attaining "self-sufficiency," and improving both the 
regional and personal distribution of income. Each of these is discussed briefly 
below. 

Import substitution 

Under the Ottoman Empire, the sultans sold rights to do business, including the 
right to import, to foreign interests. As already mentioned, the Capitulations were 
interpreted in the Treaty of Lausanne to mean that the Turkish Government could 
not intervene in foreign trade before 1929. Memories of the inability to control the 
instruments of foreign trade, the obvious fact that Turkey did not develop 
economically under the enforced laissez-faire policy, the suspicion that foreign trade 
benefits mostly foreigners, and a desire that Turkey not be entirely dependent on 
foreign sources for "essential" manufactures-all have combined to lead to a 
deep-seated suspicion of international transactions. These underlying attitudes help 
to explain why import substitution has been a major component of industrial 
development strategy. 

In the 1930s, there seemed little choice but to start industrialization, which, in 
the absence of manufacturing capacity, was of necessity oriented towards import 
substitution. In the 1950s and 1960s, the desire for continued rapid industrial 
growth combined with severe balance-of-payments pressures reinforced the view that 
industrialization had to be achieved through reliance on the domestic market. These 
concerns are reflected in the statement of objectives in the second five-year plan: 

"The Second Plan aims at achieving a 7 per cent rate of growth per annum 
in the economy, and also establishes as a target the realization of radical changes 
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to ensure and maintain this growth rate. The modernization of economic 
activities as a whole depends upon the use of modern technology and know-how 
in agriculture instead of traditional methods, on the one hand, and upon 
achievement of a rapid increase in the relative share of the industrial sector in 
GNP, on the other. For this purpose, the output of the industrial sector, which 
will become the leading sector of the economy during the Second Plan period, 
will mark an increase of 12 per cent, and its relative share in GNP will increase 
from 16.3 per cent in 1967 to 20.5 percent in 1972. To achieve this increase, it 
is considered imperative to expand the general employment opportunities, to 
transfer surplus manpower from the agricultural sector into nonagricultural 
activities; to utilize trained manpower more effectively; to gradually reduce the 
dependence of the Turkish economy on foreign resources; to alleviate the 
problems in the balance of payments; and above all. to accelerate the rate of 
industrial activity in order to attain rapid development, and to promote 
urbanization parallel with the efforts towards industrialization"121 

As this quotation illustrates, reduced dependence on foreign resources (which 
refers to foreign aid) and balance-of-payments improvement were always clearly seen 
as means towards industrialization and not as ends in themselves. 

It would be entirely incorrect to conclude that industrialization and import 
substitution have been regarded as virtually synonymous. This has resulted primarily 
from the view prevalent in Turkey that development of manufactured exports is 
highly improbable on any scale sufficient to increase foreign exchange availability 
significantly. 

Encouragement of exports 

If one were to pinpoint a major conflict between objectives within the overall 
goal of industrialization, it would lie in the emphasis given to import substitution 
while arrangements are being made for Turkey to enter the European Economic 
Community (EEC) The first protocol formally indicating plans for Turkish entry 
into EEC was signed in 1963, and the preparatory period went into effect at the end 
of 1964. The second agreement initiating the 22-year period of transition to full 
membership went into effect in stages between 1971 and 1973. Schedules have been 
prepared for eliminating quantitative restrictions upon trade and for gradually 
reducing tariffs.122 

These moves have taken place while import substitution has continued to be 
emphasized. Although some effort has been made in recent years to encourage 
exports of manufactured goods, it has been relatively minor compared with that for 
import substitution. 

It can, of course, be argued that failure to balance incentives between exports 
and import substitutes has been a mistake of economic policy and that it has been 
the instrument i.e. import substitution-rather than the objective that has been at 
fault. To a certain extent that is so. The Turks have been pessimistic with regard to 
prospects for manufactured exports. If the decision makers became convinced that 
prospects for exporting manufactures would be rosy if they simply took adequate 

1 * ' DPT, Second Five- Year Pian. 
1 22Birgen Keiq, "Turkiye-Avrup* ekonomik topluluju iBjkileri" (DPT, February 1974). 

(Turkish-P.EC relations). 
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measures, they probably would be willing to take them. None the less, in terms of 
the strategy actually followed during the planning period in Turkey, import 
substitution has predominated. 

Creation of employment 

The Turkish labour force has been growing at a rate of nearly 3 per cent 
annually. As in most developing countries, concern has been voiced about the ability 
of those wishing to enter the labour force (and those already in it who might be able 
to perform jobs with higher productivity) to obtain satisfactory employment. 
Reliable data on the magnitude of the problem are virtually unavailable. To date, the 
unemployment that might otherwise have arisen has been eased by the workers who 
have migrated to Western Europe In 1973, some 6 per cent of the total labour force 
was working abroad, which represented more than 40 per cent of the domestic 
industrial labour force. 

All three development plans included employment creation as a major objective. 
Nevertheless, no specific policies or programmes were set forth to ameliorate 
unemployment. Employment creation has been regarded as a function of real GNP 
and industrialization. When employment creation has seemed to conflict with the 
objective of industrialization, it has been held subordinate to industrialization. The 
third five-year plan clearly stated that employment creation was to be sought as long 
as it did not conflict with the rate of industrialization or the adoption of up-to-date 
technologies. 

Acquisition of modern technology 

The importance attached to acquiring modern technology is readily seen in the 
passage from the second five-year plan quoted above. By and large, the only conflict 
has emerged with regard to foreign investment, as the preference for national 
independence has led Turkey to discourage private foreign investment to a 
considerable extent. With that exception, however, the "technology" objective has 
generally been consistent with the emphasis on industrialization and import 
substitution, and the relatively low priority attached to export promotion and 
creation of employment has resulted in a lack of conflict between the objective of 
acquiring modern technology and other objectives of policy. 

Attainment of self-sufficiency 

The objective of attaining self-sufficiency is based on (a) the distrust of foreign 
trade and international markets; (bj the desire to eliminate foreign aid; and (c) a 
reluctance to permit foreign ownership of productive assets in Turkey. The first 
aspect has already been discussed. 

The desire to eliminate foreign aid, cited in the objectives of the second five-year 
plan, has given further weight to emphasis on import substitution, both because 
elimination of foreign aid, which amounted to almost 3 per cent of GNP at its peak 
in the mid 1960s, would require a slower rate of growth of foreign-exchange 
expenditures than of earnings and because of the already noted pessimism with 
respect to export prospects. 

By contrast, the reluctance to accept foreign ownership has led to an occasional 
conflict in objectives. It will be seen later that private foreign investment has been a 
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relatively small factor in Turkey. It is probably fair to state that a distaste for foreign 
ownership ranks fairly high in the hierarchy of objectives: investment projects that 
would have been accorded higher priority had they been initiated by a domestic firm 
have been rejected when the would-be investor has insisted upon 51 per cent 
ownership. 

Better regional and personal distribution of income 

Throughout the planning period, greater equality in the personal and regional 
distribution of income has been a stated goal of policy. By and large, however, 
policies adopted in pursuit of that goal did not impinge upon priorities within the 
industrial sector,123 and little emphasis was given them compared with the major 
objectives of rapid growth and industrialization 

In the period of the third five-year plan, however, somewhat greater attention 
has been given to the regional distribution of industry, and measures are being taken 
to promote industrial development outside the major industrial areas124 That 
objective may conflict with efficiency and growth in some circumstances. Means 
employed in seeking to disperse industry are discussed below. In attempting to 
redistribute industry, decision makers appear to have recognized that trade-offs 
between objectives are necessary. In other instances, a single objective has generally 
dominated policy decisions, so that the problem of trade-offs has not arisen. 

Influences on policy 

Focus here is on the mechanisms by which government actions influence the 
allocation of resources among industries. Governments, however, are not monolithic, 
nor do they act in a vacuum: decisions are influenced by various groups, within 
government and outside it. It therefore seems appropriate to describe first the major 
institutions within government and their interests in, and influence on, policy. 
Thereafter, the private sector and foreign parties involved in decision making are 
introduced. 

Government 

Turkey is a republic, subject to a constitution. Parliament is popularly elected, 
with a National Assembly and Senate. The Government consists of the prime 
minister and his cabinet, and it must have the support of a majority of the National 
Assembly. As mentioned earlier, Turkey experienced a revolution in 1960, after 
which political parties were reorganized and a new constitution was adopted. Since 
1960, there have been two major parties and several minor ones. In general, the two 
major parties have received 75-85 per cent of the total vote (and generally a higher 
percentage of seats in Parliament), fairly evenly divided, so that coalition 
governments have often resulted in which one or more of the smaller parties has 
played a key role. 

'"Efforts   have   been   nude   to   improve   health,   education  and   transportation   in 
disadvantaged areas. Concern here is with industrial priorities. 

1,4 In 196S, 22 per cent of Turkish income was concentrated in the East Marmara 
Subregion (which includes Istanbul), which has only 12.S per cent of the population. 
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For present purposes, it is sufficient to provide only a brief description of the 
two major parties. The Republican People's Party (Cumhuriyet Halk Partesi (HP) 
and Justice Party ( Adalet Partesi AP) have vied for power since 1961 (HP won the 
plurality of seats when an election was held in 1961 to turn the government back to 
civilian, democratically elected rule. Under Prime Minister Inonu, CHP led three 
coalition governments from 1961 until 1965, when AP won a majority of seats in the 
election. Suleyman Demirel became prime minister and remained in power until 
1971, when he resigned under pressure from the military. There followed a series of 
coalition governments until the election in 1973, when a government was formed 
under Prime Minister Bulent Ecevit, who had led CHP to winning a plurality in this 
election. Political instability has continued with a succession of governments. The 
Cyprus issue has, of course, been at the centre of political concerns, so that economic- 
policy questions have remained in limbo in recent years 

The differences between AP and CHP are not entirely clear-cut In general, AP 
has had more rural support and less urban support than CHP AP has been more 
favourably inclined towards the private sector and free enterprise, while CHP has 
traditionally favoured a somewhat larger role for government in the allocation of 
resources. 

In the period on which our study focuses, AP has predominated in terms of 
economic policy. Compared with the 1950s and early 1960s, a somewhat greater 
reliance has been placed on the private sector and on the market mechanism. 
although, as will be seen, government intervention abounds. 

Before turning to the various ministries, a word is in order about the role of the 
armed forces. The military has long played a paternalistic role, regarding itself as the 
guardian of the traditions of Atatürk. In that role, it has intervened twice with the 
parliamentary process when it believed that the underlying situation required it The 
first occasion was in 1960, when it led the revolution, after which a new election was 
held and civilian government restored. The second intervention was in 1971. when 
the prime minister was pressured to resign. After 1973, direct military influence 
again waned. However, the fact that the armed forces can intervene makes them a 
pronounced force in political decision making. The military-backed government was 
in power when the third five-year plan was formulated. It is difficult to trace the 
influence of the armed forces in economic policy, and no attempt will be made to do 
so here. 

Within the government, DPT plays a central role in economic policy 
formulation. It is supervised by the prime minister or the deputy prime minister, 
depending upon the wishes of the prime minister, and it is headed by an 
undersecretary. Technically speaking, it consists of two bodies, the High Planning 
Council and the Planning Central Organization. 

The High Planning Council is composed of four ministers headed by the DPT 
supervisor and usually including the finance minister. In addition, the undersecretary 
of DPT and the heads of three departments described below are members, bringing 
the total to eight in all. The High Planning Council is responsible for recommending 
the five-year plans and annual programmes the key co-ordinating instruments of 
economic policy to the government, and thus plays a crucial role in setting 
priorities. It also reviews reports on implementation prepared by the DPT staff and 
recommends measures to the government. 

The Planning Central Organization is divided into three departments, the heads 
of which are members of the High Planning Council as described above. These are the 
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Economic Planning, Social Planning, and Co-ordination Departments As their names 
suggest, the first two are responsible for preparing the plans and Annual Programmes, 
carrying on research and analysis, and recommending policy in their respective fields, 
while the third is charged with following up the plan implementation and also with 
coordinating the work of various government agencies As of the end of 1975. DPT 
had a professional staff of 205. distributed as follows (per cent) Economic Planning 
Department, 38; Social Manning Department. 24; and Co-ordination Department. 

21.12S 

Three ministries also play a considerable role in decision making the Ministry of 
Finance, Ministry of Industry and Technology, and Ministry of Commerce While 
many ministries are concerned with specific aspects of economic decision making and 
implementation (eg., agriculture, energy and natural resources), they do not 
significantly affect general policy The Ministry of Finance has traditionally been the 
prestigious ministry, attracting many of Turkey's most able civil servants, and vying 
with the State Planning Organization for control over economic policy The Ministry 
of Industry and Technology is important for present purposes, both because it 
administers many of the investment incentives currently affecting the direction of 
industrial growth and because it supervises the industrial KITs The Ministry of 
Commerce is instrumental in formulating foreign trade policy, implementing export 
incentives and determining agricultural support pohä« In the 1960s, its influence 
was more limited than at present 

In addition to the ministries, other government bodies play a role in setting 
industrial priorities. Chief among them are the Central Bank, DYB, and the KITs 

The Central Bank had relatively little power in the 1950s. Its position was 
strengthened in the 1960s, through both the changes effected by the revolution and 
its power to issue foreign exchange licences and administer exchange control. It 
retains some of its increased importance at present, although the liberization of 
foreign-exchange licensing since 197Q has reduced its role considerably. It has one 
additional role that significantly influences resource allocation within the industrial 
sector: to ration credit. The Central Bank has a major responsibility for allocating 
credit to the various branches of industry and for setting guidelines for allocating 
credit to individual firms. Interest rates have generally been a little above, and at 
times below, the rate of inflation. 

DYB requires little comment. When the financial structure of the KITs was 
overhauled in the early 1960s and their debt consolidated, DYB was established to 
tend to the KITs on the basis of their credit worthiness It was intended that the 
KITs would have to find financing for their investments before they proceeded with 
them DYB is therefore an agency that affects the allocation of resources within the 
public sector. 

Finally, the KITs influence resource allocation both directly through their own 
investments and also indirectly as their staffs interact with officials in DPT and in 
other ministries. All investments undertaken by the KITs must first have DPT 
approval. To the extent that they have funds available from their own operations, the 
KITs can finance their own investments, but they usually depend upon outside 

1 "la the tate 19é0t and early 1970s, DPT iko hid a fourth department, which was 
responsible for impkementini the export and investment incentives set forth in the plans and 
Annual Programmes, but the implementation function» were transferred to the Ministry of 
Industry and Technotofy and Ministry of Commerce in 1971. Also in 1971 the Department of 
Development of Unfavoured Ref ions was established by government decree. 
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financing for a large fraction of their investment projects. Thus, in addition to the 
role DPT plays in approving projects initially, DPT and, to a lesser degree, DYB 
influence decisions at the financing stage. 

Private sector 

The private sector naturally has a variety of concerns about the direction of 
economic policy. It can and does influence decisions both officially and unofficially. 

Until recently, the major official mechanism was the Union of Chambers of 
Commerce and Industry, an organization of private-sector firms. Each industrial 
sector had its own chamber, organized regionally. When meeting together in Ankara, 
the chambers constituted the Union of Chambers The Union represented 
private-sector interests officially in several ways. For example, when foreign 
exchange was scarce, the Union was represented on the interministerial committee 
that allocated foreign exchange among competing claimants. It took the private 
sector's foreign-exchange allocation and allocated it among firms for quota-list 
imports. 

The Union of Chambers lost a great deal of its official influence in the early 
1970s. When the import-licence allocation function was transferred to the Ministry 
of Industry, foreign exchange became more plentiful, and a variety of objections to 
the way in which the Union had operated were voiced. Although the Union has 
retained some influence as a spokesman for the private sector, other private-sector 
organizations have sprung up, such as the Association of Industrialists and 
Businessmen; and they, too, speak out on economic policy issues and represent 
private-sector interests. 

In addition to industrialists, there are, of course, the labour unions with their 
own stake in the direction of economic policy. In general, the labour unions have 
been concerned with higher wages, collective bargaining rights, retirement benefits, 
and other issues affecting working conditions and rewards. To the extent that unions 
have affected wages, they may have influenced the relative profitability of various 
industries and thus resource allocation within the industrial sector, and, perhaps, the 
choke of technique. However, it is difficult to trace any direct union interests in the 
composition of industry. While labour unions undoubtedly influence other aspects of 
economic policy, they should probably not be considered a contributing factor to 
the determination of priorities within the industrial sector. 

In the late 1950s and throughout the 1960s, Turkey received large amounts of 
official credits from aborad. In 1962, the creditor countries organized a consortium 
under the sponsorship of OECD. The United States of America was by far the largest 
contributor in the consortium, followed by the Federal Republic of Germany. The 
United States Agency for International Development (USAID) also maintained a 
regular office in Ankara. In the mid-1960s, when the flow of foreign credits was at its 
peak, the credits channelled through the consortium averaged $250 million annually. 
In addition. Turkey received bilateral credits outside the consortium, mainly from 
the Union of Soviet Socialist Republics and Japan, as well as credits through 
multinational channels, mainly the World Bank. 
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Even though it is difficult to pinpoint, credits of that magnitude 28 per cent of 
imports were covered by official credits in 1968 must have resulted in a certain 
amount of foreign influence on resource allocation. For one thing, the Turkish 
priorities were always a subject of discussion in the consortium meetings. More 
important, no less than 40 per cent of consortium credits were for projects where the 
creditors had a strong say on how their credits were to be used Project financing can 
be illusory in its effect on resource allocation, since the availability of credit for a 
particular project releases domestic funds The relatively easy access to such credits 
none the less must have influenced the pattern of investments, especially when 
foreign-exchange problems were severe 

In more recent years, official credits to Turkey have declined sharply, and the 
consortium has lost is importance The World Bank and some project credits are still 
a factor. World Bank aid to the industrial sector has been channelled almost 
exclusively through the Turkish Industrial Development Bank (Turkiye Sinai 
Kalkinma Bankasi  TSKB) 

As already indicated, a great deal of suspicion of private foreign investment 
exists in Turkey, and private foreign firms have very little influence. That private 
foreign investment is not actively sought may, of course, affect the composition of 
industrial output, as will be seen later. 

DettrmtmAf industri»! pritritws: tat p4»n«inf step 

The five-year plans, whose formulation is the subject of this section, set the basic 
targets, in terms of both macroeconomic magnitudes and specific sectoral 
investments and outputs, for the entire plan period Although some annual totals »re 
given, little attention is devoted in the plan to the timing of the investments or of 
output over the period. 

Once the plan is drawn up and accepted by Parliament, the Annual Programmes 
ire prepared. The plan remains a key document throughout the programming and 
implementation stage, and its provisions affect both the Annual Programmes and the 
incentive measures in a variety of ways The Annual Programmes contain a list of the 
projects to be undertaken (or continued) during the year, and the amount of 
investment expected for each for the public sector, as well as the anticipated sector»! 
investment levels. It also contains a list of the specific promotion measures, and tht 
industries to which they will apply, for the private sector. The implementation stage 
then consists of the financing arrangements for the public sector and the granting of 
the appropriate incentive mechanisms to the private sector, including investment 
incentives, foreign exchange, export incentives and credit arrangements. 

huhatritt priorities I» the fipe-yetr pmm 

TaWe 18 gives the distribution of industrial investment targets by sector in the 
three five-year pians and compares them with the actual distribution of output HI the 
base years (1962, 1967 and 1972) used for each plan period. The data clearly show 
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the consistent drive towards import substitution. At the outset of the first five-year 
plan, 62 per cent of industrial output was in the traditional industries of food, 
beverages, tobacco, and textiles and clothing. Even at the start of the third five-year 
plan, 47 per cent of output originated in those four sectors. By contrast, planned 
investment in them constituted 16.6 per cent of total industrial investment. 

In the first two plans, the decision to emphasize import substitution resulted 
from both the belief that export growth would be inadequate to finance the 
anticipated imports of capital goods and intermediate goods and the view that 
diversification of industry and acquisition of modern techniques were essential to 
my industrialization strategy. The goal of industrialization was virtually equated 
with import substitution, since it was assumed, with a considerable degree of truth, 
that the four traditional industries could not possibly find markets for their 
production if the lion's share of industrial investment was allocated to them. The 
possibility that new investments might focus on some expansion of output for export 
from traditional industries and selectively on new industries whose si/e would. 
almost from the outset, permit them to develop significant export markets was not 
seriously contemplated 

It is really not possible to take issue with the view that some import substitution 
should have taken place in Turkey over the three five-year plan periods. What can be 
questioned is the extent of emphasis on import substitution and the relative 
inattention to efficiency that .esulted. The economic costs of the alternatives will be 
discussed later. What need? to be emphasized here is that there was a consensus 
within Turkey about th¿ desirability of import substitution. Despite Turkey's 
commitment to enter EEC there was virtually no dissent from the general 
import-substitut ion orientation of the three plans, and academicians, planners. 
politicians and bureaucrats alike all supported the general thrust of policy. 

The approach used in setting sectoral targets has been much the same in each 
plan. It will be convenient, therefore, to focus upon the method of preparing the 
third five-year plan, with only a brief indication of the techniques used in the first 
two plans. 

In the first five-year plan, the basic technique was well described in the plan 
itself: 

"In order to determine production targets by sector a fifteen-sector 
input-output table was constructed. 

"Total final demand was divided into seven groups, and for each group 
appropriate means of analysis were used. These groups comprise private 
consumption, exports, competitive imports, private investments, public 
investments, and changes in stock Private consumption the most important 
component of final demand was estimated on the basis of the income elasticity 
of consumer demand over the last ten years. . . ", 2 6 

* * Intermediate requirements were then computed from the input-output table, and 
sectoral targets computed, with, of course, attention devoted to the particular 
situation of individual industries, including the existence of excess capacity and 
foreseeable changes in circumstances. 

For present purposes, what is noteworthy is that the estimates of sectoral 
demand so obtained included estimates of import "requirements". Those import 

1DFT, Fwtt Five- Ymr Fkn, p. 11S. 
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requirements, combined with estimates of likely foreign aid inflows and the 
(exogenously estimated) export levels, indicated that balance-of-payments difficulties 
were likely to arise. The relative neglect of export potential is reflected in the fact 
that exports achieved in the first five-year plan were well ahead of the plan's target 
level. Whereas every effort was made to reduce imports (which were grossly 
underestimated in the plan), little attention was paid to the possibility of increasing 
exports. 

The second five-year plan was formulated during 1965-1967, at a time when the 
foreign exchange difficulties associated with the first plan (and an overvalued 
exchange rate) were at their height. These difficulties were partly attributable to 
delays in consortium aid flows. Whatever the reasons, foreign-exchange problems 
received much greater attention in the second five-year plan than in the first A much 
better input-output table was constructed, and the interindustry demands derived 
from it, along with exogenous final demands, were again used in estimating target 
output levels. Somewhat greater emphasis was given to increasing export earnings, 
although the emphasis was none the less heavily on import substitution.12 7 

By the time the third five-year plan was being drawn up, DPT had acquired 
considerable experience and had also accumulated a much more satisfactory data 
base than had been available when the first and second plans were being prepared. 
Unlike the first and second plans, however, the third plan does appear to have set an 
industrial priority: emphasis was to be on the development of heavy and defence 
industry. Naturally, such an emphasis implied continuing reliance upon import 
substitution. In part, it represented a continuation of the thrust of earlier plans. As 
can be seen from table 18, the relative importance of production of intermediate 
goods had increased steadily over the first two plan periods; and continuation of the 
industrialization thrust, if Turkey was not to shift to an export orientation, probably 
necessitated an emphasis on the remaining industries, defined as those from metal 
products on down in table 18. 

In response to inquiries about the origins of the emphasis on heavy industries in 
the third five-year plan, several explanations were given. One was that new industries 
not developed by the time Turkey was scheduled to enter EEC could probably never 
develop; therefore they should be stressed in the third five-year plan. A second was 
that the sectoral targets resulted from the techniques used in plan preparation. Yet 
another explanation was that the government in power, which was strongly backed 
by the Turkish military, wanted emphasis placed on heavy industry, with its 
associated commitment to develop defence industries. 

In a sense, these three explanations are not competing but complementary. The 
commitment to industrialization was, as noted earlier, regarded as being of 
paramount importance. Although the original agreement regarding entry into EEC 
has been signed in the early 1960s, the transition stage began in 1973; and the 
prospect of entry no longer seemed remote. To those committed to industrialization, 
as almost all Turks were, there were genuine fears that full membership would 
preclude the establishment of new industries later; it seemed to be "now or never". 
While it was argued that Turkey had a long-run comparative advantage in those 
industries, no systematic attempt to assess industrial prospects had been made. It 

1 aTIn the second five-year plan, considerable attention was devoted to the desirability of 
shifting the composition of investment and of exports towards the industrial sector and away 
from construction and primary products. 
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se«ms likely that the desire for a modern industrial base made for a willingness to 
start the industries and see what happened 

The fact that the technology of preparing the plans led to the same result was 
also helpful. If industry was to be a leading growth sector, the logic of any 
interindustry planning model based upon the home market was that new industries 
would have to be established; in their absence the growth rate would be inadequate 
given prevailing income elasticities of demand for industrial goods '2 8 

Preparation for the third five-year plan was based on a more complex 
interindustry model than had earlier been the case First, a 1967 input-output table 
was available with 37 sectors, including each two-digit manufacturing industry 
Secondly, building on their past experience, the planners developed resource 
allocation alternatives based upon different target growth rates In all these 
alternatives, domestic demands for intermediate goods were derived from final use, 
itself a function of (income-elasticity-determined) final consumption, exports 
(estimated exogenously), and investment levels estimated endogenously Import 
substitution was exogenously set so as to equate imports with exports, workers' 
remittances and capital inflows. 

Alternatives were prepared for growth rates ot 6 9-9 per cent, contrasted with 
the 7 per cent target that had been set (and attained) for the first two plans A higher 
target for the rate of growth naturally implies a higher savings rate and more public 
investment, in addition, it requires a higher rate of industrial growth, and hence more 
import substitution and more heavy industry. Despite that, all alternatives 
emphasized heavy industry an inevitable conclusion resulting from the logic of the 
industrialization strategy. The final decision between alternatives was based on the 
difference in implied taxation, foreign aid and savings targets, and the implied 
emphasis on heavy industry was not a factor in the choice. Ultimately, the decision 
was made to adopt as a target a 7.9 per cent annual rate of growth of GNP '2 

At the plan level, therefore, priority was determined by consensus. There was 
little, if any, disagreement about industrialization via import substitution In view of 
the achievements of the first two plans, a logical next step was to move towards 
heavy industry targets; at the same time, the prospect of entry into EEC spurred 
efforts in that direction even further 

The targets for individual industrial sectors set forth in the plans carry 
considerable weight when the Annual Programmes are prepared. The priorities that 
are established in the plan, therefore, can be regarded as the outcome of a particular 
type of commitment to industrialization, combined with the use of input-output 
techniques to ensure sectoral balances. To the extent that sectoral import- 
substitution and export targets are exogenously determined, one could argue that 
there is scope for altering priorities within the framework of planning techniques. In 
practice, that scope has not been utilized. The remarkable degree of consensus within 
Turkey on the direction that development policy and industrialization should take 

1 "In the absence of foreign trade, industry may grow mora rapidly than the agricultural 
sector simply because of the higher income e but Kit y of demand for industrial goods. This could 
be offset, however, if, as resources shifted, the terms of trade turned against industry to 
encourage substitution in consumption In an interindustry model of an open economy, where 
proportionate growth of al sectors impies increasing exports of traditional commodities, only 
import substitution or a built-in constraint on the level of exports could lead to an above-average 
growth rate of the industrial sector. 

1 "Some of the macroeconomic measures to attain that goal led to skepticism on the part 
of some observers. Those issues, however, le well outside the scope of this study. 
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has thus resulted in a confluence of factors, all pointing to the same selection of 
industrial priorities '30 

One other aspect of the plans should be mentioned: the intra-sectoral treatment 
of public and private investment Each plan has had separate investment targets for 
the private and public sectors Those targets, however, have not been broken down 
by industry. In the plans there are industry investment totals and a public-private 
breakdown, but there is no industry-specific allocation between the public and 
private sectors. 

When asked how the breakdown between public and private investment is 
determined, individuals at DPT respond that at the planning stage it is neither 
possible nor necessary to have firm numbers for the private sector. Estimates are 
made on the likely order of magnitude of private-sector investments in industry 
based on past trends and on the information gathered by the DPT through the 
"special sector committees." These committees are formed under the auspices of 
DPT and contain representatives from business, other ministries, KITs, universities 
and others knowledgeable on particular topics. Such committees are appointed for 
most industrial sectors. They are asked to prepare estimates of demand, capacity, and 
related factors for their particular industries and to consider the state of the industry, 
bringing to the DPTs attention any other particulars that should be considered in 
formulating the development plans. 

The estimates thus prepared for the private-sector investments are then summed, 
and the total is subtracted from the total estimated industrial investments. However, 
as already indicated, no sector-by-sector breakdown of investment between public 
and private firms is given in the plans for manufacturing industry. That task is left to 
the Annual Programmes. 

nVBnsssssjissssgj »epsi img^wenwiiiB•^p*i »w ww pv^m ^^»»^ 

The A MMMf rfognuttmti 

The major vehicle for co-ordinating the activities set forth in the plan is the 
Annual Programme (Ytti Programi), which is promulgated by the end of each year to 
cover activities for the following year. The Annual Programmes cover both the public 
and private sectors. However, whereas the plans have made very little distinction, at 
least within industry between public and private activities, there are sharp differences 
in the way the two sectors are treated. It is therefore convenient to discuss the two 
separately. 

First, however, the manner in which the annual investments for each industry 
are determined, and then allocated between the public and private sectors, must be 

1 "Out major exception to the conieniui arose regarding the development of assembly 
industries in the mid-1960s. Many individuali believed that heavy industry should have first 
priority and that development of assembly industriel with their associated relance upon 
imported parts and components did not further the growth objective. In the context of the 
foreign-exchange difficulties that existed in the middle of the 1960s, some of the objections to 
developing the assembly industries were valid, quite aside from the fact that they had high 
domestic resource costs. In particular, they became a device for importing commodities, often 
regarded as luxuries, at a time when the right to import was extremely valuable. 
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indicated. When investment levels and targets for the following year are planned, the 
first step is to compare the record of the industry's investment and output 
performance with plan targets The actual output and investment figures and the 
figures contained in the plan are converted into a common price unit by converting 
the plan targets into prices of the most recent year for which data are available In 
the process, minor changes are often made in plan targets, as past performance 
provides indications that original goals were unrealistically high or low or that other 
parameters of the plan were wide of the mark 

When past performance in a particular sector is well ahead of the planned levels, 
investment targets for the following year are generally trimmed back, although not to 
such a level that no investment would be forthcoming.1 " The converse also happens 
when investment is lagging behind plan targets In such circumstances, there are 
numerous ways to stimulate investment 

DPT also conducts an annual survey of industries in the private sector, designed 
to provide estimates of private-sector investment planned for the following year The 
evaluation of past performance in contrast with the plan and the modified plan 
targets are then combined to provide initial estimates of private and total investment 
by sector. A first approximation of public-sector investment can then be derived as a 
residual 

Those estimates of public-sector investment are then evaluated in the light of 
known KIT investment plans and proposed projects. For the KITs, a sizeable fraction 
of investment in any given year is ongoing, and reports from the KITs can establish 
the likely investment levels with considerable precision. The investment projects the 
KITs plan to initiate in the following year are then added to the totals The 
procedure for selecting and evaluating projects is discussed below. 

In many instances, the KIT total combined with the private-sector total comes 
close to the planned investment target. Then the figures are placed in the Annual 
Programme; project evaluation is separate Two other situations can arise, however 

Planned public-sector plus private-sector investments can exceed the level 
indicated by the revised plan In such a case, public-sector investments are cut back 
again. The techniques used to decide which projects to cut are discussed below, 
although such cutbacks may take the form of postponement rather than elimination. 
In addition, measures may be contemplated to discourage private-sector investment, 
and the Annual Programme estimate of private-sector investment may be reduced 
accordingly. 

Planned private plus public investment can also fall short of plan targets. In this 
case, DPT may call upon the KITs to submit project proposals in the pre-project 
stage, and such projects may well be included in the Annual Programme. Of course, 
some rejuggling of the expected investment levels of specific sectors may also result 
from the discrepancies, as some totals are increased elsewhere to keep total 
investments at the desired level. 

For understanding the means used to determine industrial priorities, what is 
important is the distinction between the sectors in which the industry is running well 
ahead of targets and those in which it is lagging behind. The screening criteria applied 
to projects are much more heavily relied upon in the former case than in the latter. 

1 "Obviously, that would be impossible anyway, since there are always many investments 
in the pipeline. However, industries in which investment is running way ahead of the planned 
level generally have their investment targets trimmed somewhat, while those running weU behind 
have their targets increased. Realization of the Annual Programme targets would, therefore, 
imply that industries running ahead of the plan in midstream would still be ahead at the end of it. 
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In the fall of 1975. textile investment and capacity were running far ahead of the 
targets established in the third plan; investments in investment goods industries, 
particularly diesel engines, gear boxes, aluminium, iron and steel, machine tools, 
petrochemicals and shipbuilding, were running far behind. The programming (and 
implementation) mechanisms were designed to discourage further textile investment 
and to encourage investment goods industries, as such, means of project selection 
differed markedly 

Project criteria 

Public-sector enterprises may not invest without approval of DPT. That means 
all projects must be submitted to DPT for approval and included in the Annual 
Programme before the KITs may undertake them. Inclusion of projects in the Annual 
Programme does not guarantee financing automatically. There are three possible 
sources: retained earnings of the KITs, credits from DYB and allocations from the 
general budget through the Ministry of Finance. When KITs finance their investment 
themselves, the DPT review is the only project appraisal occurring, except for 
whatever is undertaken by the KITs.132 When DYB or Ministry of Finance funds are 
required, however, an additional evaluation is made 

About 60 per cent of KIT investments are self-financed, with 20 per cent coming 
from DYB funds and 20 per cent from the general budget Since the KITs know 
which projects are most likely to meet with DYB approval, the relative importance of 
the DPT and DYB approvals is probably even more disparate than the ratio of their 
share of the total would suggest 

Projects are submitted to DPT for approval on a form designed to provide the 
relevant information. It includes an estimate of the sequence of investment and the 
particulars of the project, including value added, the amount of employment to be 
generated, foreign-ex change and local-currency expenditures anticipated when the 
plant is operating, plant capacity and other details 

DPT uses six criteria for project evaluation: (ai value added per unit of capital; 
(b) the labour-capital ratio; (ci the foreign-exchange implications of the investment; 
(d)tht nature of the technology used and the extent to which the proposed 
investment is of economic size; (e) the marketing aspects; and (fi the location of the 

Value added per unit of capital is evaluated at local prices; the differential 
between domestic and international prices is not used. The evaluation of the 
tobour-capital ratio reflects concern with employment issues. The foreign-exchange 
implications, and particularly foreign-exchange savinp of a project, were a major 
criterion in the late 1960s. The foreign-exchange shortage, as previously noted, was a 
central problem of policy at that time, but attention to that aspect of the investment 
all but disappeared in the 1970s.133 The criterion concerning the nature of the 
technology and the economic size of plant increased in importance in the early 
1970i. DPT officials and others all indicated that their experts had begun assembling 

1 "All KITs formed project preparation units during the 1960s. Projects are prepared by 
these units before they are submitted to DPT The specialists in the project departments use 
project preparation forms provided by DPT. 

'"At the time of writing in 1975, Turkey was again beginning to face a sizeable 
bahtnee-of-payments deficit. 
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information on the economic size of firm and that proposals in which the 
contemplated sue was below the minimum were sent back with a request that the 
proposal be reconsidered. The economic-size-of-plant criterion and considerations of 
technology    are   also   important   in   their effects on  private-sector   investment 
incentives. 

The marketing aspects of the proposal seem to pertain primarily to the realism 
of the input and output prices envisaged for the project In general, at the evaluation 
stage, a finding that project plans are unrealistic or mfeasible is more likely to result 
in a request for an amendment to the proposal than in any other action. 

The location of the project became an important criterion only in the early 
1970s. Hitherto, regional imbalances in growth rates and living standards had been 
recognized as a problem, but little effort was made to reduce the imbalance by 
shifting the distribution of industrial investments. In the early 1970s, the congestion 
of the Marmara region surrounding Istanbul and the higher standard of living attained 
(combined with the apparent easing of the foreign-exchange situation) enabled 
increased attention to be paid to the regional location of industry. Regional location 
also became important in determining incentives for private-sector firms 

A notable omission from the list of criteria is the potential of exports. The 
possibility of KIT exports is not seriously considered. 

In addition to the above-mentioned criteria, DPT officials have experimented 
with various benefit-cost ratios that they might compute, based on the information 
submitted by the KITs.134 To date, the ratios have not been used in decision 
making. Two reasons, not entirely inconsistent, were given for failure to start using 
these economic criteria earlier: (a) it was difficult enough to obtain project 
submissions at all; and (b) project submissions varied so much in their expectations as 
to results that it would be meaningless to estimate benefit-cost ratios. Certainly, the 
dearth of well-conceived projects has been a major problem in Turkish planning As 
such, the margins of error in the estimates of future streams of outputs and inputs 
are probably greater than the disparity in benefit-cost ratios.' 

DPT seems to have used all six criteria in evaluating project proposals. If the 
proposals have seemed highly unreasonable or improbable, they have been sent back 
for revision. In general, the result has been resubmission of the proposal, often with 
significantly increased investment, rather than its abandonment 

Of the six criteria indicated, the one that would most probably lead DPT to 
return the request (to have it revised) pertains to economic size of plant. On the basis 
of the available evidence, it would appear that the criterion used is entirely an 
engineering one, and that issues pertaining to alternative factor intensities are not 
considered. 

However, when the question is asked whether proposals are ever rejected, the 
answer depends on whether investments are running ahead of, or behind, plan 
targets. When few public-sector projects are proposed, DPT sends out requests for 
projects, even for preprojects, for inclusion in the Annual Programmes. In those 
instances, projects can be included without the usual review, although an evaluation 
takes place before the investment is started. For sectors (such as investment goods in 
1975) where there is a shortfall of investment, therefore, the six criteria have little 

1,4NaturaIy, DPT has the authority to change the information requirements for project 
submission. 

13'Officials point out that the calculation of benefit-cost ratios is extremely sensitive to 
assumptions about the rate at which capacity will be utilized. 
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significance, other than influencing the KITs to submit proposals that show promise 
of ultimately surviving DPT evaluation. 

The criteria increase greatly in importance, however, when the desired (public 
plus private) investment exceeds plan levels. Then DPT officials appear to choose 
among the projects and can be much more selective in applying their criteria. There 
does not seem to be any formula for determining hierarchy among criteria, and it is 
therefore not possible to indicate the relative importance of each, except to point 
out that foreign-exchange considerations predominated in the 1960s but were much 
less important in the early 1970s. "Market considerations" seem to have been 
directed to ascertaining the reliability of the estimates, rather than to providing a 
basis for choice. Among the remaining criteria, it seems clear that if a project were to 
be located away from already industrialized areas, it would be selected over one 
destined for the Marmara region. Beyond that, little can be said. 

The DYB review procedure for financing KIT investments is similar to that of 
DPT. As already indicated, DYB cannot fund any project that is not included in the 
Annual Programme. It can, however, decline to fund a project included in the Annual 
Programme and apparently has done so, usually informally, on several occasions. 
DYB investment funds from its own resources (i.e., interest on outstanding loans that 
in turn were financed largely by an initial grant from the general budget) and from 
pension funds of workers. It behaves like a private bank, considering bankability as 
the main criterion for lending. In general, it will not lend to a KIT unless the 
financial rate of return on the project exceeds the rate of interest. In a few 
exceptional cases this rule is violated. For example, the output of the KIT producing 
coal was subject at one time to price control. Its proposed investment would have 
been financially attractive had coal prices been realistic, but with prices artificially 
low, it was not. DYB none the less financed the project. 

DYB apparently evaluates KIT proposals at three levels: technical, financial and 
economic. The technical review is really a feasibility study and focuses on such 
factors as the realism of the proposed investment (adequate water supply, transport, 
site etc.) and its timing. The financial review, which is undertaken only when it is 
clear that the project is technically sound, emphasizes the financial rate of return as 
mentioned above. Estimates of an "economic rate of return" are a recent innovation, 
and, as at DPT, in the experimental stage. It was indicated that, as of 1975, little use 
had been made of the economic-rate-of-return estimates, which take into account 
shadow prices of factors, but not divergences between foreign and domestic prices. 

Project implementation 

Projects set forth in the Annual Programmes are monitored by DPT. All KITs 
must report every three months to DPT on the status of their investments; DPT 
maintains a continuous watch on large and significant projects. 

It has happened that a project listed in an Annual Programme has never been 
implemented. That appears to have been the result of the technical infeasibility of 
the project, or the "unrealism" of the project once a full project proposal was made. 
Whether "unrealism" includes such considerations as extremely high costs is unclear. 
There is, however, a strong presumption that projects listed in the Annual 
Programme will be implemented. In some cases, delays are encountered in starting 
up, so that a project may be listed several times before work gets under way. The 
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causes of these delays are not readily apparent, but no doubt include negotiation 
over the details of the project, obtaining financing, and other aspects that may 
improve the project from a technical or economic viewpoint. 

By contrast, a project cannot exceed the investment limit set by DPT without its 
express approval. DPT has the authority to permit an increase in expenditures of up 
to 30 per cent. Overruns of more than that amount must be approved by the High 
Planning Council. It appears that projects, once started, are not abandoned because 
of cost overruns. 

A final question is whether any ex post evaluations of the economic impact of 
projects, particularly of the correlation between the project's properties ex post and 
those contained in the project proposals, have been made. Apparently the answer is 
negative with regard to the performance of the KITs. By contrast, one such 
evaluation has been made with respect to the investments in the private sector 
supported by TSKB. Experience with follow-up evaluation will therefore be 
examined in that connection below. 

Use of criteria in the KIT investments 

No clear-cut formulae seem to be employed in evaluating public-sector 
investment, nor are economic criteria, such as benefit-cost or domestic resource cost 
(DRC) used when evaluating investment projects. Even when there is an excess 
demand for investments in a particular sector, judgement based on the considerations 
enumerated above are applied. 

One can view the matter two ways: it may be argued that the entire process of 
project preparation is wasted, since no formal criteria are applied, or, alternatively, 
that the process itself brings about an improvement in projects, both because the KITs 
must submit the necessary data (and know the desiderata that interest DPT) and 
because informal negotiations are carried out that vastly improve projects. 

There is some truth in both contentions. There can be no doubt that the process 
of formulating a project, ascertaining capital-goods requirements, and otherwise 
setting forth the details of a project provides a good discipline for public-enterprise 
managers and prevents the inauguration of some undesirable ventures. Further, 
discussion between DPT experts and KIT officials probably contributes to the use of 
labour-intensive techniques, siting of appropriate projects in less developed regions, 
and shaping investments in the direction desired by the planners. 

However, the lack of attention to cost relative to international markets 
represents a serious weakness in Turkish project evaluation. 

Oitwmiwwts tf natura iNouttM in tkt ptrnX» sector 

The factors influencing decisions in the private sector are far more diverse and 
somewhat less co-ordinated than those determining public-sector investment and 
output. That fact follows naturally from the difference between private and 
public-sector enterprises; control over the private-sector enterprises is not so direct, 
and it is often difficult to predict the precise impact on them of the combination of 
market forces, government intervention, and implementation measures. 
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The privai« sector 

There is, of course, no such thing as a government that fails to affect the 
determinants of private-sector output One would like to know how the private 
sector would behave in the absence of government intervention, which would then 
provide a basis for evaluating the impact of government policies and their impact on 
the private sector. Means of estimating what would happen in the absence of 
intervention have yet to be devised, but it is none the less useful to start with a 
description of market forces in Turkey and how they operate within the private 
sector. 

While it may have been true in the 1930s that there was little entrepreneurship 
potential in the private sector, the growth of a igorous entrepreneurial group since 
that time has fundamentally changed the situation Since 1950. responses to altered 
incentives by the private sector have become increasingly sophisticated and rapid 
because of three major factors (aI the numerous pressures that led importers to 
become industrialists; (b) the attraction of developing local resources; and (c) the 
very strong imitative behaviour of Turkish businessmen and would-be businessmen 

Most observers would agree that the first factor was probably the most 
important in determining the development of new industries During the 
foreign-exchange shortage in the 1950s, and even more so in the 1960s, 
imports especially of consumer goods were drastically curtailed. During the 1960s, 
curtailment even became prohibition in sectors where domestic production had 
started. Businessmen who had made their money in importing gradually observed the 
volume of imports of consumer goods shrinking drastically, while the burgeoning 
imports of intermediate and capital goods were allocated directly to industrialists. 

Whether importers became industrialists because they were lured by the 
prospects of high levels of protection in the domestic market or whether they saw 
their profits diminishing and anticipated even worse to come is immaterial. Either 
way, what seems to have happened is that individuals initially engaged in trading 
gradually shifted to domestic production. Most of the large industrial holding groups 
that now predominate in Turkish industry seem to have started with this pattern, 
often in agreement with foreign companies from whom they had previously 
imported. 

Once holding companies were established, two sets of pressures operated to 
induce them to extend their activities to other, sometimes unrelated, lines of activity. 
One was the knowledge that imports of goods would be prohibited as soon as 
domestic production started and concern that others would start domestic 
production first In instances of import substitution of intermediate goods, there 
appears to have been a concern that if commodities could be obtained only from 
another large industrial house the production of certain goods within the group's 
domain might be jeopardized. The other inducement to enter new product lines was 
that expansion of existing product lines for export had not seriously been 
considered.13* 

By and large this set of inducements had its origins in foreign trade policy, which 
will be discussed below. The second factor-the attraction of local resources-has been 
important in the establishment of certain processing industries. Food-processing 
industries started in many instances with Turkish agricultural products. Tomato 

1 "Devices for allocating scarce bank credit probably furthered this particular force, as wl 
be seen below. 
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products, olive oil. feed extracted from oilseeds, and numerous other industries 
developed, some entirely for the domestic market, and a few partly for export 
Mineral processing has also been important, especially for copper   Likewise, the 
Turkish textile industry owes its origins, at least in part, to Turkish cotton 

As for the third factor, imitation, it is widely accepted in Turkey that if a new 
industry is established by one firm and becomes profitable, many others will rush 
into it It is feared that this imitative behaviour will lead to excess capacity Part of 
the reason for concern over using "economic size of factory" as a criterion for 
evaluation of projects arises from the belief that small businessmen will imitate the 
large firms in small, inefficient and presumably uneconomic plants "Economic size 
of operation" is a criterion to which the Ministry of Industries has devoted 
considerable attention in granting certificates of investment incentives, which will be 
explained later. This criterion came to the fore in the early 1970s in response to 
pressure from the large holding companies. Those companies suggested that, once a 
particular industry was established with sufficient capacity to supply the domestic 
market, additional firms wishing to enter that industry should not benefit from the 
investment incentives applicable to it The Government wished to encourage 
competition, but apparently believed that there was some truth in the allegation that 
small firms foolishly invested to the point whe.. excess capacity would develop and 
all would be profitable. While it refused to accede to the request for complete 
elimination of incentives once an industry was established which would, in most 
Cises. have pre-empted the field for the large holding companies it compromised by 
laying down the rule that new investments would have to be of economic size. 

It is difficult to evaluate the extent to which "imitation" impairs the functioning 
of the market. In a healthy economy, as Schumpeter long since pointed out. any 
highly profitable investment will have its imitators. The lure of high profits, it is 
argued, is the mechanism whereby market forces increase output in appropriate areas 
and pull resources in socially desirable directions. If imitation proceeds rapidly, 
however, and information that others are also investing in capacity is lacking, this 
healthy market reaction may be overdone.137 In 1975, it was widely believed that 
textiles had, in response to their profitability in the period immediately following the 
1970 devaluation, expanded with capacity increasing from one million to three 
million spindles within two or three years The notion that maintenance of an 
appropriate real exchange rate might have led to sustained textile exports did not 
seem to be given much credence ' 

There is every evidence that the private sector has developed considerably over 
the past 25 years: responses are more sophisticated, productive capacity has 
increased enormously, and the range of industries established has widened markedly. 
The Turkish private industrial sector of the mid-1970s is a far cry from that 
prevailing a generation ago. Many are willing to assert that a large fraction of private 
firms could compete with EEC companies, which could not have been said even in 
the mid-1960s. There is, however, some question about the accuracy of the assertion, 
especially on an across-the-board basis. The lack of cost consciousness, which has 

1 * 'Some people in Turkey, however, believe that most businessmen are simply ill-informed 
and do not take the trouble to investigate before investing. 

1 "The European textile market was depressed in 1975, which may have intensified the 
reaction. None the less, many individuals felt that the very great enlargement of capacity would 
have made Turkey "too dependen" on textile exports even if market conditions had enabled the 
output to be exported. 
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pervaded decision making with regard to public-sector enterprises, is also a major 
problem in the private sector Much of that lack is owing to the set of incentives with 
which the Government has confronted it 

The range of government intervention 

Virtually every aspect of government behaviour affects the private sector in one 
way or another. The entire structure of excise taxes, for example, undoubtedly 
influences the composition of private-sector output in a variety of ways; and a great 
many other activities, including price supports and intervention in agriculture, social 
security legislation and price controls all impinge on incentives confronting firms and 
their responses to them. 

In terms of industrial priorities, one can focus on five influences affecting 
Turkish businessmen: (a) the plans and programmes, and the policies set therein, 
including plans for the KITs;f*j the specific incentives given for investment by DPT; 
(c) the trade regime, which affects resource allocation in many ways; M the financial 
institutions that deal with the private sector, including the Central Bank, TSKB, and 
the Industrial Credit and Investment Bank (Sinai Kredi ve Yatirim Bankasi SKYB); 
and (e) foreign influence. 

It is difficult to estimate the effect of the plans and programmes on the private 
sector. They enunciate government intentions and policies and indicate to the private 
sector the sorts of activities the Government is likely to encourage As such, they are 
undoubtedly a consideration when individual businessmen contemplate expansion or 
new lines of activity. Beyond that general statement, however, little can be said. 

One aspect of government planning and programming does, however, haw a 
more clearly identifiable influence: the existence and behaviour of the KITs. For all 
practical purposes, the existence of a KIT in a particular industrial sector assures 
businessmen that that sector will receive favourable treatment, and that price policy 
will be advantageous to it The cynics claim that the KITs are such high-cost 
enterprises that, once they are established in a certain line of activity, domestic firms 
are ensured against price reductions in a way that even import prohibitions cannot. 

That argument, as given above, is overstated. During the late 1950s, for example, 
some private-sector firms producing in the same industries as the KITs were virtually 
shut down because the KITs could sell at controlled prices and make up their losses 
through Central Bank financing while the private sector had no such alternative and 
could not produce at prices comparable with those of the KITs.13' None the less, 
there may be a certain amount of "hostage to fortune" about KIT investments, and 
certainly private businessmen do not avoid investments in sectors where the KITs are 
producing or planning to produce. 

Beyond general considerations of that sort, little can be said about the general 
influence of the plans, programmes and KITs on the private sector. By contrast, the 
second influence-investment incentives-is highly specific. The incentives and the list 
of industries to which they wiU apply are set forth m the Annual Programmes. They 
can reduce the cost of investment by 50 per cent or more, an important factor in the 
context of credit rationing with a very imperfect capital market. Of course, the trade 

"'Of course, there  wat an excess demand for goods, so  that beck-market activity 
ftoitf ithed and the impact on the private sector wat not quite as bleak as punted above. 
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regime has been extremely important in orienting the private industrial sector 
inwards and by pulling resources towards import-substitution industries. 

There remains, then, the credit institutions that affect private-sector financial 
resources. Since 1950, credit has been rationed. The real rate of interest has been 
consistently below the market-clearing rate, with the exception of a few intervals of 
political uncertainty that led to mild and short-lived recessions 

In that environment, allocation of credit for a particular purpose, the transfer of 
credit resources from, for example, the Agricultural Bank to TSKB. tends to pull 
resources towards that sector to a greater extent than would happen in a more 
market-oriented financial system. To be sure, credits are still fungible to the extent 
that businessmen borrow for the purpose for which they can obtain loans and 
self-finance projects that are perhaps less creditworthy. 

The distribution of credit tends to be based on past allocations and to be across 
the board. The Central Bank sets a limit on borrowing for individual enterprises. 
generally at 60 per cent of the firm's net worth. If a business is losing money, its 
credit allocation may be reduced, while a highly profitable business may receive an 
allocation somewhat greater than 60 per cent, but the exceptions appear to be rare. 
and pro rata allocations seem to be the rule. 

Policy makers have been conscious of the lack of a well-functioning capital 
market in Turkey; and. in 1972. the Central Bank decided that allocation of funds to 
medium-term credits would improve the situation somewhat. It was therefore 
decreed that at least 10 per cent of bank loans be medium-term. That undoubtedly 
pulled resources towards private industry, but no priority was established among 
industries. 

In addition to the Central Bank's role in allocating medium-term credits and in 
establishing leading limits for individual businesses, two financial institutions deserve 
mention, TSKB and SKYB. TSKB finances about 20 per cent of all industrial private 
investment in Turkey, and is therefore of considerable importance, given the sizeable 
share of self-financing in the total. TSKB has had considerable experience using 
various criteria for project evaluation. SKYB also provides credit to private industry, 
but is much smaller than TSKB 

The final factor foreign influence has affected Turkish business in a variety of 
ways. Private foreign investment will be discussed later. 

Interaction of public mtd primte enterprises 

Private enterprises in an industrial branch in which KITs have been established 
obviously operate in an environment différer t from what it would be if the industrial 
branch fell exclusively in the private sector. Some of those ways have already been 
mentioned, as for example, the fact that KITs may guarantee good treatment for 
private industry in the same industrial branch. The imitative behaviour of Turkish 
entrepreneurs, referred to above, has been observed where a KIT has begun operation 
in a particular field ' *° Perhaps more important, the KITs are subject to a pay scale 
imposed by the Parliament on all civil servants. Most college graduates are originally 
employed by the Government. The rrivate sector can then afford, with its greater 

14 'Conceivably public-sector «vestment has abo initiated private-sector investment, but no 
instances were reported in interviews. 
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pay flexibility, to choose from among them after they have had some experience and 
demonstrated their abilities. This phenomenon has led some observers to suggest that 
the KITs may serve as a training ground for private enterprise However that may be, 
it is not apparent precisely how the presence or absence of such a phenomenon would 
affect the allocation of resources among industries 

The question remains as to the extent to which the existence of public economic 
enterprises affects resource allocation within the private sector The first point to 
note is that the presence of KIT production in a particular sector does not prove that 
resources have been pulled towards that sector it may, instead, be that private-sector 
output would be greater in the absence of the KIT. particularly where public 
enterprise is a sizeable fraction of the total. Private-sector output would undoubtedly 
be even greater in the absence of the public sector in that industry, and the fact that 
the public sector produces textiles does not prove that resources have been pulled 
towards that industry. 

However, as already seen, public enterprises are used to encourage investment in 
industries where the private sector seems to be failing to meet plan targets The 
investment-goods industries of the third plan have already been cited as a case in 
point. Whether public-sector investments in those industries will represent 
forerunners of later private-sector investments, or whether heavy industry will remain 
solely in the domain of the public sector, remains to be seen.' * ' 

The Turkish industrié Development Unna 

TSKB, Turkey's development finance corporation, is an important source of 
investment funds for the private sector. As already seen, it has financed about 20 per 
cent of all private industrial investment in recent years. In many ways, its influence 
has been even greater than that figure would indicate, for it has provided technical 
assistance, foreign exchange and support for critical firms and sectors Its experience 
is of interest in itself because its lending and financing decisions have constituted a 
significant influence on the composition of private-sector output; in addition, its 
relationship with government institutions, particularly DPT and the Ministry of 
Industry and Technology, provides an interesting example of the way priorities are 
translated into practical decisions in Turkey. 

Perhaps even more significant, TSKB has been applying one variant or another of 
an economic investment criterion since 1968. Its experience with project evaluation, 
prospective and retrospective, therefore deserves consideration, both because it is 
really the only institution in Turkey that has systematically attempted to base its 
decisions on that criterion and because its experience may be relevant with regard to 
the potential applicability of alternative investment criteria by other agencies and 
countries. 

141The fact that textil« production occurs in the public sector that would otherwise be in 
the private sector now does not prove that resources were not pulled towards textiles when 
public-sector textile production began. In fact, there can be little doubt that the establishment of 
Sumerbank, the KIT for textiles, represented a resource pull in the 1930s. It is perfectly possible, 
and indeed should be expected, that some industries, will be unprofitable at one point along the 
development path and profitable (and economic) at a lat*-r date. That an industry is viable at a 
particular time does not prove that the initial investment was economically sound when it was 
made. 
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TSKB and government priorities 

TSKB was established in 1950 with the support of the World Bank Its funds 
have come from the World Bank, the Turkish Government (which participated in its 
original financing), domestic equity, sales of bonds on the domestic market and its 
own profits. Although a private bank, its management has long since recognized that 
it plays a quasi-official role In its early years, the bank was preoccupied with 
obtaining well-developed project proposals; inadequate project preparation was the 
chief problem with which the bank staff and prospective borrowers wrestled In the 
late 1950s, when economic conditions in Turkey were, as already mentioned, 
unstable, the bank grew slowly and had little influence In the early 1960s, a period 
of much more rapid growth began The bank's earlier experience with project 
preparation and evaluation placed it in a much better position to carry out its 
mission With the introduction of the first five-year plan, the Board of Directors 
announced its intention to allocate its loans among industrial sectors in accord with 
plan targets. A similar resolution, passed at the outset of the second five-year plan, in 
1967, read as follows; 

"In the distribution of resources among the industrial sectors, efforts shall 
be undertaken to ensure the concordance with the Annual Programmes of the 
Development nan'"42 

Its investment priorities were therefore oriented towards import substitution in 
accord with plan targets As explained by TSKB, 

".. over the second decade [of its operation), the loan allocation was 
directed away from simple industries to more and more complex ones in which, 
more advanced technology was applied Textile industry still retained the first 
row but was cbsely followed by the cement, stone-earthenware, glass and china 
ware industries; while the financed projects related with iron-steel, metals other 
than iron, metal products and machinery subsectors, which were very few in 
number during the preceding decade, reached substantial levels In this period, 
consumer goods industry accounted for 32% and the intermediary goods 
industry for 47% of the aggregate loans, and the share of the investment goods 
industry in the total loans increased from the last decade level of 7% to 
18%.'" 43 

In the early years of its existence and throughout the 1960s, a very high fraction 
of total bank tending went to businesses located in Istanbul and the Marmara region, 
an area that enjoys a much higher income than the rest of the country. As the small 
businesses financed earlier by TSKB prospered, further lending to the successful 
businessmen, even if it was for the purpose of financing new industries in accord with 
priorities set in the plan or Annual Programmes, necessarily entailed lending to the 
already wealthy in many cases. 

The 1970-1975 period marked a distinct shift in policy. As explained by the 
General Manager of TSKB in 1974: 

"The Turkish Government has recently started to implement special 
incentive measures designed to stimulate the investments in the relatively less 

'"TSKl.^JfA Year Report (Ankara, 1975), p 21. 
'"AM. •. 21. 
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developed regions of Turkey. With the aim of sustaining these incentives, TSKB 
places priority on the projects of less developed regions and provides technical 
assistance to the prospective entrepreneurs likely to make investments in these 
regions."144 

Several measures were taken that reflected emphasis on development outside the 
Marmara region: (a) regional offices were opened in various parts of the country; 
(bj technical assistance teams were established to assist with all aspects of project 
preparation and implementation; and (c) a department was set up within TSKB to 
prepare projects that could then be implemented by a businessman in one or more of 
the underdeveloped regions. 

An interview with the manager of the project evaluation department revealed 
that the effort to develop projects had been in effect for nine months. Over that 
period, 32 projects were proposed and investigated. Each was given a quick, 
preliminary evaluation, and some were rejected. Altogether, 16 projects were found 
to be suitable when the following considerations were used to evaluate them: 
(a) availability of raw materials; (b) the existence of competitors; (c) the price at 
which the output could likely be sold; and (dì a market sufficiently large to enable a 
plant of an economic size to be set up. In many cases, the nature of the project 
changed along the way. Of the 16 projects, 14 had been "taken" by the time of 
interview, in October 1975. 

According to TSKB policy, no project is to be developed for the Marmara 
region. When a project is developed, the branch offices look for a suitable 
entrepreneur. Occasionally, a project sits on the shelf until someone comes along. 

Since TSKB has made its lending efforts consistent with government policy, 
TSKB has been left largely independent in carrying out its mission. For example, 
TSKB has the authority to clear goods through customs. In the late 1960s, when 
obtaining import licences and clearance to import the necessary goods were 
significant bottle-necks for many entrepreneurs, the fact that TSKB could grant 
customs clearance undoubtedly speeded up the completion of more than one 
investment project.14S In a similar vein, TSKB will recommend changes in a project 
submitted to it for financing. When a project is brought to its attention initially, the 
would-be entrepreneur has normally already obtained the necessary certificates to 
obtain investment incentives. Often, TSKB will recommend changes in the project, 
which means the entrepreneur must obtain a new certificate covering the revision. 
TSKB officials maintain that such approval is automatic and entails no delay; the 
Ministry of Industry and Technology is said to approve whatever changes TSKB 
recommends. 

To summarize, TSKB attempts to form its lending programme in accordance 
with the priorities established by the plans and programmes. In so doing, it 
undoubtedly affects the allocation of resources among industries. At present, it is 
also having a significant effect upon the location of industries. It thus provides one of 
the mechanisms through which the priorities established by the plan and programmes 
are applied and determines some criteria itself. 

l**lbid., p. 23. 
1 * ' However, there was a period during which all loans of more than $200,000 in foreign 

currency had to be given explicit DPT approval. That was when DPT was itself handling 
investment incentives. Such a requirement has been removed, but the willingness of TSKB to 
tailor its lending programme to government objectives may have been an important consideration 
in its removal. 
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TSKB experience with economic criteria 

Since 1968, TSKB has computed, or attempted to compute, one or more 
economic indicators of the desirability of each project At the outset, an effort was 
mad« to use the DRC criterion DRC estimates were made on all projects under 
serious consideration In general (and with later criteria also), there was a cutoff 
point: projects with a DRC higher than that point were investigated to determine the 
reasons for it Usually, a technical flaw was discovered that could be corrected, 
although projects were occasionally reacted (and sometimes informally withdrawn) 
In general, the DRC criterion was one that facilitated better project formulation 
rather than choice among projects 

The DRC proved very difficult to estimate, however, especially when it came to 
inventories, working capital, domestic prices of electricity and so on TSKB officials 
still recall frantic efforts to locate certain key prices, and they estimate that it took 
on the average 8-10 days of professional personnel time to gather the requisite data 
for a single project TSKB therefore shifted to estimating the effective rate of 
protection (ERP) for potential projects As with the DRC. the ERP was used as a 
cut-off, and projects with an ERP above the limit were closely scrutini/ed 
Apparently about a half dozen projects were turned down under the ERP criterion 

Two years of ERP estimation were sufficient to convince the TSKB experts that 
they should change the criterion again In 1972, they shifted to estimating an 
"economic rate of return" requiring the use of border prices which they still employ. 
This approach may be particularly useful for dealing with problems associated with 
the timing of utilization of capacity. TSKB experience indicates that the rate of 
return of projects is extremely sensitive to how capacity is utilized over the life of a 
project. This consideration may be at least as important as foreign domestic price 
differentials in affecting an estimation of the rate of return. A misestimate of the rate 
at which capacity utilization will go, for example, from 30 to 70 per cent, and later 
to 90 per cent, may be highly significant and yet neither DRC not ERP estimates 
indicate this effect 

Computation of the economic rate of return involves the use of international 
prices still a headache to collect for traded goods, and shadow prices for factors of 
production, especially unskilled labour 

Table 19 gives data on the financial and economic rates of return calculated by 
TSKB on some projects it financed in 1974 and 1975 It should, of course, be borne 
in mind that these data are predicted and may not reflect actual outcomes As can be 

TARLI 19 (.STIMATI-D l-CONOMIC RATI S Of RI TURN »OR 
PROJICTS UN ANCID RY TSKB DURIMI, 1974 AND 1975 
(THROUGH AUGUST) 

(Percentage) 

nate of return 

Sector FkumcM Keomomie 

Projects m 1974 
rood processing 

Saw-gin 
Machin* took, bthes 
Steel ca»f mg 

25 IS 
2« 
41 
lé 13 
J5 12 
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Rate of return 

Seetor Financial                 Economic 

Protect* in ¡974 (contmwd) 

Botts and nuts 40 It 
Dry-battery cells 21 24 

Cement If 27 

Craft sacks 31 
Astoesto'-cement pipes 21 44 
Stationery 54 
Paper board 23 It 
Corrugated board 35 25 
Carpets 24 11 
Wool yarn 21 
Leather 23 15 
Food processing IS 
Sunflower oil 43 M 
Food processing 27 
Soap 32 
Food processing 19 33 
Food packaging, cam 26 
Cotton yarn 22 11 
Cotton yarn 2t 14 
Velvet 23 17 
Food packaging, cans 21 
Food processing •5 
Tomato paste 30 21 
Tomato paste 34 23 
Fuel pumps 32 32 
Agricultural machinery and equipment 27 11 
Fuel pumps 23 37 
Eitctronic(s) equipment 30 Sé 
Leather 25 13 
Plastic pipes 25 11 

Project! m 1975 
Ceramics 33 11 
Bottle caps 2f 37 
Food processing 25 15 
Food processing 30 25 
Food processing 30 25 
Rims for eyegksses SI 40 
Valves 
Bolts and nuts 2» 16 
Electronic equipment 33 13 
Refrigerators 30 11 
Iron castings 21 30 
Cement 12 *0 
Bolts and nuts 20 13 
Ceramics 24 10 
Tie tods 31 15 
Worker garments 27 2t 
Textil» (carpet) 25 11 
Textile (underwear) 40 45 
ForkMft 34 le 
Power ine 2* 22 
Wood products 4« •t 

Source: Data pwsiad by TSKB. 
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seen, estimates of financial rate of return diverge significantly from estimates of 
economic rates in both directions. For example, the asbestos-cement pipes project 
was estimated to have an economic rate of return of 44 per cent, compared with a 
financial rate of 28 per cent, but bolts and nuts had a 40 per cent financial rate of 
return and only a 19 per cent economic rate of return. 

TSKB officials conclude that the use of an economic criterion is extremely 
important in evaluating new investment projects, for it may help to pinpoint project 
flaws. In that regard, it is believed that DRC, ERP and the economic-rate-of-return 
criterion all point to the importance of obtaining investments of an adequate 
capacity (minimum economic size). Once investments have been made in a particular 
industry, however, the various properties of the industry that the estimation of 
economic rate of return helps to highlight are already known, and use of such a 
criterion will add little new information on investments in expanding plant size or in 
duplicating an existing plant 

While TSKB officials are willing to give the use of economic criteria credit for 
enabling them to improve project preparation and occasionally to reject a poor 
project, they do have certain misgivings. As already noted, the economic-rate-of- 
return criterion reflects the anticipated rate of increase in capacity utilization once 
the plant is constructed. The actual financial and economic desirability of a project, 
however, will depend upon the rate at which the plant is utilized in the initial period 
following its construction. To the extent that forecasts diverge more widely from 
actual utilization than the rates themselves vary, use of data based on expectations 
may simply discriminate between optimistic and realistic project proposals, in favour 
of the former. This difficulty of estimating the likely bias in the project proposals is 
mentioned repeatedly by private and public officials in discussing reasons for use and 
nonuse of economic criteria in project evaluation. 

In addition to problems associated with projected rates at which phnts would 
come on-stream, three other problems may be mentioned in connection with the use 
of economic criteria. First, it is difficult and time-consuming to obtain information 
on international prices. Secondly, there may not, except for very standardized 
commodities, be an international price. For example, bargaining may play an 
important part in determining the price of particular machines. Thirdly, the 
economic rate of return may not reflect the true export potential of a project for at 
least two reasons. Even when a project has a high rate of economic return for the 
export market, exports may not have a positive (or high) rate of financial return. If 
so, private firms may not be willing to export despite social profitability. In addition, 
another country may simultaneously be developing capacity to enter the export 
market, and the Turkish price-even if below "the" international price may not be 
lower than the price set by that country. This point, of course, pertains to 
uncertainty about international prices in general, but is also more specific, in the 
sense that a single competitor may be able to impinge severely on the local market. 
Of course, difficulties in using a criterion do not prove that failure to use it would 
improve the situation. 

Industrial Credit end Investment Bank 

SKYB was established in 1962 to provide private industry with medium-term 
investment loans and credit for working capital. Investment credits extended by 
SKYB have a maturity of up to 12 years with a three-year grace period. In its first 

\ 
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12 years of operation. SKYB credits amounted to LT 2.5 billion, or approximately 
$15 million annually. Of this total, a little over half consisted of investment credits 
and some 10 per cent was in foreign currency.146 The investment credits extended 
by the bank thus financed about 3 per cent of private-sector manufacturing 
investments. The textile industry has been by far the major recipient of the SKYB 
credits, followed by iron, steel, machinery, cement and chemicals. 

Reliance upon a criterion for project evaluation seems to be somewhat greater 
than at DPT, but probably not as systematic as at TSKB. Bank officials rely on 
rate-of-return estimates, but they also consider the labour-capital, labour-value 
added, and capital-value added ratios. Projects with rates of return of 26 per cent or 
more are accepted. If the rate is lower than that, they do not reject the project 
outright, but instead they estimate a profitability ratio for the project and insist that 
this rate not be lower than 15-18 per cent. 

Foreign private investment 

As mentioned above, Turkey's experience in foreign economic relations in the 
Ottoman period made governments reluctant to accept foreign private capital until 
the 1950s. The Democratic Party, which came to power in 1950, had a different 
attitude towards foreign capital and immediately enacted the Law on the 
Encouragement of Private Capital in 1951. The Law specified the areas open for 
private investment and limited annual profit remittances to 10 per cent of equity 
capital. However, foreign capital inflow was very modest, and the Law was liberalized 
in 1954 in the hope of increasing private foreign investment. 

With minor changes over the years, the same Law is still in operation. It does not 
restrict the areas open to foreign investment, nor does it limit the transfer of profits 
in any given year. However, to be eligible to invest under the Law's provisions, the 
would-be investor must obtain an official permit. The Law states that the major 
criterion for accepting an application is that the anticipated project be "conducive to 
the economic development of the country". However, in recent years a number of 
criteria have been added for evaluating applications. They include the requirement 
that the foreign investment bring in new technology, and that the project have a large 
enough capacity so that it can compete internationally. Priority is supposed to be 
given to projects showing a genuine potential for exports. The detailed criteria used 
in evaluating the applications are determined by DPT, which also has the authority to 
decide whether the project should be submitted to the Council of Ministers for final 
approval (the Ministry of Commerce does the procedural work on the applications). 

The share of private foreign ownership in Turkish industry has consistently been 
«nail, but in certain key industries foreign investment has been significant. Estimates 
for recent years are not available, but for the period 1963-1965, the share of foreign 
private investment in private manufacturing investment was only 7.7 per cent. If 
anything, the relative importance of foreign capital in the manufacturing industry has 
decreased somewhat since then. 

Although the total was small, approximately 75 per cent of private foreign 
investment over the 1951-1966 period was concentrated in four industries: rubber 
and tires, pharmaceuticals, electrical appliances, and food and beverages.'47 In the 

"•Industrial Investment and Credit Bank, ¡974 Annual Report (Istanbul, 1975). 
14'taran Tuncer, "The impact of foreign private investments on the Turkish economy", 

Till« Turkish Yearbook of IntemëtiontlRelations, ¡973. 
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first three industries, foreign firms were dominant In the later 1960s and early 
1970s, the automotive industry attracted a large portion of the foreign capital 
entering the country. 

Given the small share of private foreign investment, the resource pulls resulting 
from the 1954 Law cannot have been very strong. Even when there has been a 
significant impact, as with the industries noted above, it can be argued that the 
foreign trade policies were really the determining factor As indicated above, the 
areas of concentrated investment are basically industries producing consumer goods 
that were previously imported. They came into existence in response to import 
restrictions imposed on the foreign trade regime Foreign firms exporting to Turkey 
at one stage or other found their sales declining as a result of the import restrictions 
and entered into joint ventures with the importers of their products. Thus, in effect, 
it was again the import-substitution path to industrialization that was reflected in 
foreign private investment. 

The impact of these import-substitution industries on other activities in Turkey 
does not appear to have been strong. These industries rely heavily on imported raw 
materials, as in the rubber and tires and pharmaceuticals industries and of 
semi-manufactured goods as in the electronic equipment and automotive industries. 
Thus, while private foreign investment, in response to the 1954 Law and the 
incentives of the trade regime, led to the establishment of a few new industries in 
Turkey, its effect on the pattern of output within manufacturing has been rather 
«nail. 

iMMtfvts ftr priviti invHtmmt 

DPT cannot regulate private-sector activity in the same manner as it does KIT 
investments. Instead, it has formulated a series of "incentives" and determines which 
industrial sectors are eligible for each type of incentive. 

In the first five-year plan, incentives were applied primarily to discourage 
investment in non-manufacturing sectors (by taxes), in the hope of diverting 
investable resources towards manufacturing. Also in that period, the first steps were 
taken to develop the incentive system that is still in force. The measures taken then 
included: (a) a tax-rebate scheme on investments was adopted that enabled investors 
to receive a rebate on their corporate or income taxes if they reinvested their 
earnings; (b) a system of accelerated depreciation was introduced, and (c) a system of 
exemptions and postponements of customs duties on capital-goods imports, 
depending upon the degree of priority assigned to the investment, was inaugurated. 
The last measure has been extremely important over the years. 

During the period of the second five-year plan, the three incentive measures were 
diversified, and their application became more selective. In 1967, the Law on the 
Implementation Principles of the Development Plan was passed. It empowered DPT 
to administer all existing incentives and established a new department in DPT for 
that purpose. During that period, experts in DPT decided upon the extent to which 
individual activities would be eligible for individual incentives. In 1969, the 
Constitutional Court ruled that the granting of different rates of incentives to 
different applicants was unconstitutional. Since then, the incentives have been 
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administered on an all-or-none basis: either the individual applicant is granted the 
specified rate of incentive, or he receives nothing. This ruling has resulted in a system 
under which the set of incentives can be set forth straightforwardly in the Annual 
Programmes. 

At present, six types of incentives, of varying importance, may be granted. Lach 
Annual Programme contains a General Promotion Table, which lists the six incentives 
in the column headings and the various subsectors of manufacturing industries in the 
rows; x's indicate that a particular industry, as shown in the row, is eligible for the 
incentive in the column heading, except for the column indicating the number of 
years over which postponed customs duties may be paid. 

The tax rebate scheme on investment, the first incentive, was introduced in 
1963. In essence, the scheme grants partial exemptions to parties liable for income 
and corporate taxes up to the amount of their earnings they reinvest in a given year. 
For industry, the rebate applies only to the investment financed by equity capital. 
The rebate rates have been changed several times since 1963. At present the rate is 
30 per cent, i.e., 30 per cent of the total investment financed by the earnings of a 
company is excluded from its taxable income. A higher rate, currently 50 per cent, 
applies for industrial investments made in the disfavoured areas. Investments in 
machinery, equipment and vehicles as well as building construction (with the 
exception of dwellings) are eligible for the tax rebate benefits. However, rebates may 
not be claimed for the purchase of land and spare parts, and there is a minimum size 
of the investment. For manufacturing, the investment must exceed LT 250,000 
(approximately $16,000) unless it is to be made in a disfavoured area, in which case 
the minimum is LT 125,000. 

The second important measure is the exemption from custom duty for 
investments made in the sectors specified in the General Promotion Table. Lven once 
a sector is so designated, the Ministry of Industry and Technology may. before 
granting the exemption, ask for an export guarantee and/or require that the company 
be willing to sell some of its shares to the general public. When this measure was 
introduced in 1967, it also provided partial customs exemptions for the projects 
approved by DPT, which enabled DPT to use the custom exemptions selectively, 
varying the rate from project to project. However, as mentioned, the granting of 
partial exemptions was found unconstitutional in 1969 and was discontinued so that 
either zero or total exemption must be granted. 

The third promotion measure permits custom duties to be paid in instalments, 
stretched out for five years, which, of course, is an incentive only when customs 
exemption does not apply. In each year's Annual Programme, the General Promotion 
Table indicates the sectors eligible to benefit from this measure and the number of 
instalments. The measure obviously does not remove all financial obligations of the 
investor, since he eventually pays the duty and the interest on it. In effect, the 
measure is a medium-term credit on relatively easy terms, and thus contains a subsidy 
component. 

Allocation of foreign exchange from the investment quotas is used as another 
incentive. In the late 1960s, when the foreign-exchange situation was tight, this 
measure was important. However, since 1970, the reserve situation has improved, and 
foreign-exchange allocation for investments has become more or less automatic. 
Investors are given foreign exchange for their investments automatically if their 
project is in an area shown in the General Promotion Table and the item to be 
imported is not domestically produced. 
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The last two promotion measures, the provision of medium-term credits at low 
interest rates and permitting the use of foreign credits, are less important. Firms 
entitled to receive promotional support are provided with cheap credits, and the 
investor is permitted to pay subsidized interest rates on medium-term credits Use of 
foreign credits, by contrast, is prohibited except when eligibility is indicated on the 
General Promotion Table. Even then it is required that the investment involve new 
technology, that the amount of credit not exceed 60 per cent of the total 
investment, that the repayment not be scheduled for at least two years and the rate 
of interest not be more than 1 per cent above the rates prevailing in the European 
markets. 

Since 1968, the General Promotion Table has been prepared each year by the 
Economic Planning Department of DPT. A small unit within this department 
examines informal suggestions made by entrepreneurs and the Ministry of Industry 
and Technology and consults with the section chiefs and sector specialists of DPT in 
giving final form to the tables. The unit distinguishes among investment goods, 
intermediate goods and consumption goods. All projects in the sector producing 
investment goods are automatically listed eligible for the incentives. Most of the 
sectors producing intermediate goods are also given all incentives, but there are 
exceptions. On the other hand, the incentives provided for the sectors producing 
consumer goods are applied more selectively. Only sectors producing "important" 
consumer goods and goods with "special problems" are promoted, such as dairy 
products. 

The administration of the incentives, which is the responsibility of the Ministry 
of Industry and Technology, appears to be straightforward The Ministry issues a 
"cerifícate of promotion" for which the investor has applied, after screening the 
project quickly for financial, economic and technical acceptability 

If used selectively, incentives can be powerful instruments in influencing the 
pattern of investments. However, it is commonly held that the Turksih incentive 
system has lost much of its selectivity. For one thing, the number of sectors included 
in the promotion table has grown extensively over the years. Few sectors are not 
included. Secondly, the measures currently employed do not permit any flexibility in 
their use. No differentiation is possible in the rate at which a certain mez"ure is 
applied to a sector or a project. 

Given this nature of the promotion measures, it could be argued that the system 
provides strong incentives for industrial investments in general and in the investment 
goods industries in particular. This coincides with the overall strategy of Turkish 
planning. 

On the other hand, it should be noted that no thorough examination of the 
actual costs and effectiveness of the various promotion measures and of the whole 
system has been undertaken. Research on this topic would undoubtedly contribute 
to the assessment of the effectiveness of the system and thus lead to an improvement 
in it. 

safttMnaa af tnda aaVaiai aa 

As already indicated, the late 1960s were a period during which the Turkish Mrs 
was considerably overvalued and balance-of-payments difficulties were regarded as 
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the chief constraint on growth After the devaluation of August 1970, however, the 
foreign-exchange position improved remarkably. Central Bank reserves of gold and 
foreign exchange, which were $218 million at the end of June 1970, had risen to 
$2,120 million by December 1973 and remained at about that level during 1974, 
despite a doubling of the real import flow over that period 

During the 1960s, criteria relating to the foreign-exchange impact of possible 
investments were dominant in investment decisions After 1971, those criteria were 
virtually abandoned. However, in both the 1960s and 1970s, a criterion continuously 
applied to decisions regarding allocation of import licences has related to the 
availability of domestic production; import licences have not been granted if 
domestic producers could supply the commodity. While the rigidity with which this 
criterion was employed may have been somewhat greater in the 1960s than in the 
1970s, the prohibition of imports once domestic production has started has been the 
single most important factor leading to resource pulls within the industrial sector. By 
comparison with import prohibitions, the use of the foreign-exchange criterion in the 
1960s was less significant. 

Investment criteria in the 1960s and 1970s 

Had this study been made in the late 1960s, criteria relating to the 
foreign-exchange implications of alternative industries would have been virtually the 
soie subject examined. Considerations such as the type of technology, economic size 
of investment, and other factors so frequently discussed in 1975 would hardly have 
merited a mention. 

The reason for this lies in the fact that, in Turkey, very few investments in 
industrial capacity can be made without capital-goods imports. Because foreign 
exchange was scarce in the 1960s, the granting of licences for imports of capital 
goods was equivalent to approving an investment project. This gave the Government 
much greater control over private-sector investments than it would have had if 
foreign-exchange scarcity had not been a major consideration in policy. That control, 
to be sure, was a negative one: the Government could prevent investments, but it 
could not necessarily induce the private sector to invest in a particular industry. 

The investment criteria used in the 1970s have been employed only occasionally 
when investment project proposals in particular sectors exceeded plan and Annual 
Programme targets. Even those uses applied largely to the public-sector investments. 
In general, the investment criteria of the 1970s seem to have constituted a sort of 
check-list, which, if answers were satisfactory, constituted a basis for project 
approval: the presumption was that capital-goods imports, and investment, could 
proceed unless a finding was negative with respect to one or more criteria. In the late 
1960», lack of foreign exchange limited capital-goods imports, and thus the 
"foreign-exchange-saving criterion" was the primary concern, and it applied to the 
private sector to a much greater extent than do the criteria of the 1970s. 

To be sure, employment and other consequences of alternative investments were 
to some extent examined when deciding upon capital-goods import licences. But, if 
one project required a high flow of imports of raw materials and intermediate goods 
while another did not, it was very likely that the latter would be approved, without 
regard to the domestic resources employed in the alternative project. The 
Government, in addition to its general criteria, imposed specific objectives for 
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individual industries with a view to saving foreign exchange The domestic-content 
requirements of the assembly industries, for example, «ere continuously increased. 
and major difficulties were encountered as those industries lagged behind the targets 
set for them in the Annual Programmes 

The fact that the lira was significantly overvalued, combined with the inability 
of producers to obtain intermediate goods at internationally competitive prices when 
they were produced domestically, resulted in a strong bias towards the acceptance of 
import-substitution projects according to the criteria laid down in the 1960s While 
export projects were readily approved under the foreign-e> change savings criterion. 
few of them were submitted in the industrial sector because they were unprofitable 
To counter that, the Government began in the middle 1960s to grant export 
incentives to various industries. Those incentives were, in tl eory. rebates for tares 
paid by the industries However, in fact the incentives often exceeded the "true" 
taxes paid by an amount sufficient to represent a sizeable inducement to 
manufacture exports. 

Indeed, by the late 1960s, nontraditional exports of selected industrial goods 
were beginning to increase rapidly, although the base from which they began growing 
was exceptionally small and the absolute amount of such industrial exports was low 
Thus, the value of manufactured exports (as classified by USAI I)) was annually 
$20-30 million in the period 1963-1968 It rose to $50 million in 1969 and to 
$94 million in 1970, partly because incentives < which were stated as a percentage of 
th* lira equivalent of foreign-exchange receipts) were not rescinded following the 
devaluation of 1970. The effective exchange rate for nontraditional exports therefore 
rote from LT 10.52 in June 1970 to LT 16.50 in August; it was even higher than that 
for selected industrial commodities. 

Criteria for permitting importi 

There can be little doubt that use of the foreign-exchange saving as a criterion 
for allocating foreign exchange to investment projects significantly affected the 
composition of industrial output during the 1960s. The Government had direct 
control over investments via its licensing policy for capital goods and used it to 
emure the desired outcome.'4I However, it is difficult, if not impossible, to separate 
the effects of the fairly detailed control from the more general effects of the 
incentives provided by trade policies both in the 1960s and the 1970s on import 
substitution 

In both periods, a necessary, but not sufficient, criterion for placing a 
commodity on the list of eligible imports has been the absence of "adequate" 
domestic production. When a commodity does not appear on the eligible import list, 
in import licence cannot be issued, and the good must be obtained from domestic 
sources The fact that producers of commodities previously imported will receive 
automatic protection without regard to the magnitude of that protection provides a 
powerful stimulus to import-substitution industries'4* 

1 "This is not to imply that al estimates of foreign-exchange saving were accurate; 
in general tt wat leti than anticipated, as illustrated by the experience of tk« assembly industrie*. 

1 * * It alto constituted a powerful incentive to enter final process«« industries, in order to 
capture the van« of the licences for importi of intermediate foods, as occurred m the assembly 
industries In effect, importers of television sets, for example, wete maluaf «try htfh profits 
Those who established a domestic assembly industry went enacted le capture part of those 
profits since they could obtain import licences for th* various parts and components 
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To a certain extent, investing in import-substitution industries in a sheltered 
market is attractive In Turkey, it is certainly the case, since an unfailing criterion for 
removing a commodity from the list of eligible imports is the emergence of domestic 
productive capacity 

The traditional manufacturing industries, such as food processing, textiles and 
wood products, have been clearly the net losers from the application of this criterion. 
Because they have been unable to enter export markets, their expansion has been 
limited by the growth of domestic demand, whatever responsiveness there might be 
to decreased domestic prices as a result of increases in productivity. With an 
overvalued exchange rate, the profitability of such expansion has been largely limited 
to the domestic market when compared with the attraction of starting up production 
of commodities previously imported tven the export rebates offset only a small part 
of the differential in profitability 

In the 1960s, and up to 1975, little, if any. attention was given to costs when 
the decision was made to prohibit imports. On one or two occasions, the 
Government, believing that domestic producers were making undue monopoly 
profits, has threatened to permit imports as a means of putting pressure on those 
producers to lower, or fail to raise their prices. In very few instances, however, have 
imports actually been permitted.1 '* 

ntcwfiMH •? genwrty MMCHVR NI IWHWMJ 

Two yardsticks can be used to evaluate how effectively industrial priorities have 
been selected: (a) the extent to which the targets arc in fact achieved; and lb) the 
degree to which the targets appear to represent economically wise decisions. The way 
or ways in which the system of setting priorities might be improved should also be 
examined. These questions are addressed below. 

There is no ideal means of measuring the extent to which a programming and 
implementation system is effective in achieving its targets Targets, for example, may 
be nothing more than forecasts of what will happen anyway. In this case, comparison 
of planned and actual figures would reveal very little discrepancy (except forecasting 
error), and yet one could hardly judge programming and implementation to have been 
effective. At the opposite extreme, one may find planners selecting a set of targets 
that was extremely difficult to achieve and then selecting instruments that 
significantly altered the output and investment pattern. Yet one might still observe a 
notable difference between planned and actual outputs. 

To he MM, Mieti cumprtitwii RM secarne1 anyway, _M» enm etMlKitit* of < 
I an* mmwtcrt M*C itrmé mmtm lo import commo**** that CM ft* wM at »cry Mf* 
priori. SMK »tyi tovt tota beat, u when fofrjgn »ertoti aw pri—Hra" i» terina baca 
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Despite these difficulties, it is useful to attempt to compare planned and actual 
outcomes. The results must be interpreted with care and in terms of the underlying 
economic situation. In the absence of any satisfactory technique for evaluating the 
effectiveness of programming and implementation, there is little alternative. 

Other difficulties arise. In particular, targets are always set in prices prevailing 
before a plan is carried out; actual figures are always given in different prices. When 
the price level and relative prices are changing, interpretation of the planned and 
actual becomes difficult, even when all one wishes to investigate is how close the two 
are. 

Fortunately for present purposes, DPT undertook a comparison of actual 
investment and the levels anticipated in the Annual Programmes in comparable 
(current) prices for the period 1963-1970. Table 20 gives the results for the period 

TA1LE 20.   DISTRIBUTION OE FIXED INVESTMENT BY SECTOR, 1965-1970 

Ratio 
actual 
to pro- 

Programmed Actuel grammed 
(per- 

Sector Prívete Public Total Prívete PubHc Totti centage) 
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Ratio 
actual 
to pro- 

i Programmed Actual grammed 
(per- 
cent nit -i Sector Prim te Public Tout Private PubHc Total 

9. Rubber products 
10. Mistici 

69 
27 

69 
27 

147 
2« 

147 
2S 

213 
104 

11. Chemicals 175 384 559 141 2S9 437 78 

12. Cement 
13. Non-metallic Rimerai > 101 143 244 170 126 344 141 

products 
14. Iron and steel 106 129 234 102 123 225 96 

IS. Metal products 149 2 151 119 8 128 85 

16. Machinery 
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IS. Electrical machinery 
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5 

79 

23 
2 
2 

129 
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II 
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11 
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TA1LI 20 (continued) 

ftatio 
actual 
to pro- 

Programmed Actual grammed 
(per- 
centage) 

Sector Private Public Totti Private Public Total 

<d)   |%i(m»lho*wof tai) ^ continued) 
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11   Hectric machinery 
19. Shipbuilding 
20   Other manufacturing 
21. Petroleum refining 

415 
189 
1(13 

36 
99 

124 
52 
75 

140 
16 
23 

7 
2 

56 
9 

264 

555 
205 
206 
44 

KM) 
110 
60 

339 

350 
154 
68 
41 

129 
10 

too 

170 
It 
35 

3 

49 
7 

123 

520 
165 
103 
44 
»6 

178 
17 

223 

94 
80 
50 

100 

99 
29 
66 

Total 2811 1 730 4 541 2600 1 748       4 348 96 

<e)   1944 (mMkiM of UM) 

I. 
2. 
3. 
4. 
5 
4 
7. 
t. 
9. 

10. 
II 
12. 
13. 

14 
IS 
14 
17 
II. 
It 
29. 
21 

Food 
leverages 
Tobacco 
Textiles and clothmf 
Forest products 
Paper 
Print«! 
Leather products 
lubber products 
Plastics 
Che mica h 
Cement 
Non-metallic mènerai 
prod act* 
Iron and steel 
Metal products 
Macttwwry 
Africurtwral machmery 
lltctrksl machinery 

Other mnnaíactnrinf 
^WWIlfcfJPR *v*9WMp 

Tetat 

I 
2. 
1.   ?«••£«• 
4. Tettar* Mi 
V law« 
« 

210 
95 

I 
413 

65 
58 
51 
II 
94 
W 

139 
105 

169 
39 
34 
72 
74 

522 
7 
4 

344 
107 

IS 13 
291 202 
159 33 
I4S IS 
47 4 

129 I 
223 75 

24 7 
17 32S 

3 253       2 071       S 124 

21« 
tî 

2 
114 
•2 

IM 

tT>  Iti» fa 

24« 
17 
IS 
«t 
74 

442 

288 
114 

4 
505 
4« 
SS 
70 
4 

44 
44 

450 
344 

144 
342 

12 
ISS 
41 
44 

122 
4 

127 

neo 

i«*«») 

445 
114 

17 
4t! 
IM 
9« 

90 

251 
50 

S 
401 

71 
14« 
41 

134 
28 
22 
49 
43 

490 
I 
2 

SU 
107 

27 
215 

22 
14 

2 
7 

42 
9 

141 

152 
19 
24 
42 
2« 

422 
142 

26 
574 

90 
745 

71 
6 

44 
44 

941 
473 

191 
427 
104 
170 

50 
73 

144 
13 

2141       5 443 

495 
49 
2« 

443 
191 

*« 

111 
104 

75 
104 
45 

124 
III 

24 
47 
55 
10 

223 

194 
124 

54 
107 
9« 
53 
SS 
42 

129 

193 

17 
40 
7« 

122 
45 

I«! 
IM 
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Ratio 
actual 
to pro- 

Programmed A dual grammed 
(per- 

Sector Private Public Total Private Public Total centage) 

(f)   1970 (millions of tin) (i •ontinuedj 

1. Leather products 22 4 26 8 5 13 50 
9. Rubber products 60 60 34 34 57 

10. Mastics 66 66 74 74 112 
11. Chemicals 820 505 1 325 467 509 976 74 

12. Cement 339 114 453 225 102 327 72 

13. Non-metallic mineral 
products 273 273 230 230 84 

14. Iron and steel 558 677 1 235 591 807 1 398 113 

15. Metal products 230 15 245 158 22 180 73 

16. Machinery 230 11 241 222 13 235 98 

17.  Agricultural machinery 82 2 84 34 2 36 43 

18. hlectric machinery 126 8 133 105 15 120 90 

19. Shipbuilding 229 117 347 300 48 348 100 

20. Other manufacturing 27 9 36 50 7 57 158 

21. Petroleum refining 154 

4 080 

414 568 

6 905 

408 

3 889 

545 

2 862 

953 

6 751 

168 

Total 2 825 98 

Sources   tot I»70, 1972 Annusi Programme. 
myfrWWf,   Pf*  "/"•I. 

p. 39. rot years 19*9-19*9, 1V7I Annusi 

1965-1970. The first three column! of the ta We for etch yetr give the planned 
figures contained in the Annual Programmei,1 s ' with a breakdown between the 
private and public sectors. The second three columns give the DPT estimate of the 
actual figures. The final column gives the percentage thai the actual investment 
represents of the programme investment. To be sure, errors in estimating the 
capital-output ratio for specific projects may show a wide divergence between 
investment targets and performance although production targets have been met; that 
does not appear to have been the case m Turkey 

The fact that the price data arc not the same from year to year makes any 
comparitone over time difficult None the lest, certain trends appear to emerge fro« 
inspection of the data F ml. total investment in the manufacturing industries has. by 
and terge, been fasrty close to the programmed totals. The widest divergence was in 
1965, when actual aivestment was only 12 per cent of planted In fact, however, slat 
discrepancy it more than exptatsMd by the shortfall in investment in the public 
sector; in that year, private investment exceeded the programmée amount by 13 par 
etat, wbise publsc invtstment WM ossry 54 per cent of the programmed 1ml. The 
••mini)' poor performance of the snsMic sector was attributed to the several Infi 
projects prrjgrtensnid for 1965 I« addition both project preparation in Turkey and 
ptepKt financing by the contortiuin were slow 
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The data suggest that the KITs came much closer to filling the targets set for 
them ir. the late 1960s and indeed began exceeding them This change reflects both 
the improved capabilities of the KITs to prepare and implement projects and also a 
more realistic appraisal by DPT of the relative investment prospects of the two 
sectors; the fraction of total industrial investment programmed to the KITs tell in the 
late 1960s 

When one examines the performance of individual sectors, the extent to which 
targets were met is, as might be expected, less than for the totals The divergences do 
not appear to have resulted from lap in timing if timing lags were all that led to a 
divergence between programmed and actual investment, a shortfall one year would 
generally be followed by overfilling the target the following year 

The textiles and clothing sector, for example, appears to have had investment 
above the programmed level in all but one year and well above it in 1965 and 1966 
The opposite pattern is exhibited by chemicals, metal products electric machinery, 
and machinery, where investment fell short of programmed levels in five of the six 
years. 

It is difficult to generalize on the basis of the data in table 20. especially in the 
absence of comparable data for more recent years None the less, inspection provides 
tome basis for the notion that, especially early in the period, it was the 
import-substitution sectors that lagged somewhat behind plan targets while more 
traditional industries, such as textiles and food products, exceeded them The 
tendency in the late 1960a for planned investment to be somewhat closer to actual 
probably resulted from a combination of factors fa) the Annual Programmes were 
somewhat modified in the light of earlier experience;^ incentives for investment m 
the lagging sectors were increased in response to their relatively disappointing 
performance; and Id the foreign-exchan§e shortage which intensified in the tale 
I96ÛI, give the Government detailed control over investment when all sectors 
wanted to invest more than the available foreign-exchange licences would permit It 
may be mat the greater correspondence between planned and actual investment m 
the late 1960s ssmpty reflects the greater ease with which the authorities could brake 
the sectors overachieving targets, »nee there wat excess demand for investment 
goodi in afl sector« 

One receives the impreteion that the Annual Programmes are not reaMy binding 
and that the behaviour of individuai sectors can diverge «pute widely from that 

Ccniidtr, for exempte, investment in cement in 19ft* where private-sector 
was LT 3*6 núftson compared with a programme level of IT 105 ntwfcun. 

«Mie the chemical industry experienced onfy LT 450 mittun of prívete-set tor 
•weatment. compared with a prugrammad LT IJ* melton Such contratta are well 
beyond the range of error involved m eatimating capttaUmtput rafiot and atmuat 
witieaJ) reflect real dtteipncei in both uwetntwni and output trvefc between Mie 

Very little bee» tuen on wtue» to péage whether conformitv   between 
actual m ninni  ü inutili   Ou the one 

B> fwVVuVMI  •*HI  HV 

often take 
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made. That was true for chemicals, machinery, and related sectors in the 1960s, and 
as already recounted, is true for the heavy industries to be developed in the period of 
the third plan. The question arises as to when precisely those industries into which the 
Government is trying to pull resources lag behind. 

Providing a definitive answer is well beyond the scope of this study (or known 
methods of economic analysis). However, there is considerable evidence that the 
development of import-substitution industries cost substantially more than was 
anticipated. That is the topic to which attention must now turn. 

The cost of priorities 

The data in table 20 reflect both that resources were pulled into 
import-substitution industries and that the pulls were not quite as great or as rapid as 
was anticipated in the Annual Programmes and plans. Government officials perceived 
a similar phenomenon in the fall of 1975 All reported the failure of heavy-industry 
investment to proceed at anything like the rate anticipated in the third five-year plan 
Additional efforts to start public-enterprise projects were therefore made, and the 
shortfall in investment behind planned levels implied that any feasible project 
proposal was accepted 

In that sense the mechanisms by which industrial priorities were and are carried 
out is th« use of an ever-looser standard of project evaluation as the difficulty of 
achieving targets increases. This is evident in the late 1960s, when all estimates 
pointed to wide disparities in domestic-foreign price differentials, high KRPs 
j including the effect of quota restrictions as well as tariffs) and DRCs 

With th« easier foreign-exchange situation of the early 1970s, there is some basis 
for the belief that these wide variations in price differentials and cost had diminished. 
since it became easier to obtain import licences To the extent that liberalization 
occurred, the implicit protection provided to domestic producers declined, and the 
differential in incentives between exportables and import substitution production 
was reduced This tendency was. of course, offset by the continued prohibition of 
imports of commodities where domestic productive capacity was available 

To date, however, there is very little evidence available with respect to the COM 
and price differential» of the early 1970s TSKI and the World lank undertook a 
study M which price« m 1972 were used The results of that study are presented in 
taMe 21. where the effective rates of protection rates for mdtvtdttal commodities and 
the financial and economie rate of return for protects financed m part with TSKI 
mam arc pretented The study gives the only availabtr data for the post 1970 period 
on effect*« protective rates 

TaMe 21 mows m extremely wide variation m KR» from 11 per cent for metal 
érame to 1.911 par cent for steel btnets Data mdertymg the kit» computations are 
not avadaMe. but the «tuotion appears to have changed Mfntfkantry since the tote 
I9«0s If that » the erne, hag* fcRFi remit from the domestic production of 

MI wüten internai muai name eooeo • reietnvty DM, ano • ssreooie 
of Turkish resources are employed M nmsiMutmg fur the foretjn peocesamg 

•y ani torga. M wooM apocar both fina the « jmiurf evidence of the conimoed 
un ataaort prukeattium fur oumeslii.an> produced goods and from the 
of immriial data prmidad by the World lank TSKt ttoáy thai a 

of Tnrtuah developmem cunt moti to be heavy enmatan on 
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TABLE 21.   ESTIMATI S OF   ECONOMIC  AND  FINANCIAL  RATI S Ol    RITLRN  AND 
EFFECTIVE RATES OF PROTECTION FOR SHECTI D INDUSTRIAL PROJICTS 

(Percentage) 

Industrial projects 

Metal drums 
Transformers 
Tires 
Chemicals 
Motor pumps 
Canning vegetables 
Glass wool 
Tomato paste 
Wood/formica 
Cement 
Textiles 
Cement 
numbing supplies 
Textiles 
Light bulbs 
Textiles 
Textiles (synthetic) 
Metal parts 

Steel wire/rods 
Copper/steel wire 
Cet amies 
Hattics 
Steel billets 

Median 

effective 
protection 

11 
2 
I 
0 
0 
0 
6 

15 
24 
29 
40 
42 
S3 
96 

111 
133 
1*7 
27* 

291 
294 
343 

10*0 
1911 

42 

h'inancial rate tconomk 
of return (before rate of 
corporation taxi return 

33 12 
21 49 
12 31 
41 44 
21 10 
27 33 

7 14 

16 22 
44 IS 
19 28 
19 14 
30 19 

20 12 
9 0 

*3 41 
52 22 
29 9 
33 12 

12 Negative 
M 2 

100 Negative 
» Negative 
44 Negative 

2* 

of an •flYMMMVty.   A wMli BUM CMMHfy 
Pevttapaaant. TtteMev   Progettane 
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Two qualifications must be made, however The first pertains to the historical 
development of project selection and application of investment criteria in Turkey. 
The second relates to the experience of TSKB and the queries of other thoughtful 
decision makers with regard to the extent to which reliance should be placed on the 
formal criteria. 

Historical development of project selection 

The formal criteria suggested by economic theory are not uniformly applied in 
Turkey. Indeed, some of the data that would be required (especially international 
prices) are not always included in the project proposals But therein lies a major 
point of considerable if not quantifiable significance project formulation and 
preparation are an important part of the process of selecting priorities in Turkey 

In the 1950s, the "planlessness" described above led, inter alia, to a lack of any 
co-ordination of review of investments in the public sector. Within the private sector, 
priorities were largely determined by the profitability (in turn set primarily by the 
trad« and payments regime) of alternative investments and the ability to obtain the 
necessary capital goods, especially when those goods were available only from 
abroad. In the early 1960s, with the start of planning, the immediate problem was to 
gain control of the KIT investments and to impose some measure of rationality upon 
the system. As already mentioned, delays in project preparation led to considerable 
slowdowns in the flow of consortium aid. One of the obstacles to more rapid growth 
was the difficulty of obtaining adequate project proposals. As the 1960s progressed, 
the capability to prepare project proposals improved and that particular bottle-neck 
diminished in importance 

A strong case can be made that the very process of preparing projects at ali hai 
resulted in projects' being chosen more discriminatingly on economic grounds, 
despite the absence of precise economic criteria. Since managers must prepare project 
proposais, even if approval is close to automatic, they must think through their 
investment plans carefully. In the process of review, technical deficiencies and other 
factors leading to high costs may come to light The resulting discussion with experts 
at DPT and in other agencies may well enable the project to be improved simply by 
bringing more «formation to bear on it In addition, of course, managers know that 
capital-output ratios and other data will be examined. They have thus some incentive 
to prepare proposals that are satisfactory from that viewpoint. 

Hence it can be argued that projects are being selected and priorities determined 
ever more |ud*ciousiy If precisely defined criteria ate not applied, it is bacaste« 
profita« is stili being made Over the yean, awareness of the importance of project 
préparation and évaluation has grown, and efficiency criteria have begun to receive 
coMiéereturn As already seen, m ine mid-1970s, almost aH groups concerned with 
protect evaluation were brgaming to experiment with using alternative criteria for 

While no generan/attons are potami» baaed on the experience of one country. 
Turks« devetopnwnt  certainly has been  accompanied by improved abmty  to 

md to prepare proposais  If me next step » to give grater 
to coats, and »specie»» Turkey's comparative advantage, it may wat be 

cimentan« that one srgn of menu rial development  » the mtpiu»»d ah dit y to 

that Turkstn wshntnal 
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while the use of a prec.se formula for projects in the 1960s may not have been 
feasible, at least the cost structure of proposed projects could have been investigated^ 
Indeed, if the argument that the "moral suasion" associated with DPT inspection of 
various rat.os is important, it surely follows that some inquiry should have been 
made in the project proposal forms, as to the likely costs and pnces of outputs and 
inputs relative to those prevailing abroad Fven if the information had not been used, 
it might have alerted all involved to cases where cost disparities between domestic 
firms and Western European ones were large the, as with other rat.os, the reasons for 
the disparities could have been investigated 

Problems with using economic criteria 

If it is correct that improved capability and increased sophistication in project 
preparation and selection are accompanying Turkish industrial development, the next 
step must surely be to apply somewhat more formal investment criteria  Signs that 
this is happening are evident. ,       , 

Two questions as to the usefulness of investment criteria have arisen, particularly 
regarding the reliability of project proposals and the sensitivity of the proposals to 
various assumptions The real question is the extent to which project proposals are, 
or can ever be, reliable guides to what will happen 

Some individuals are more optimistic than others. Some managers believe their 
prospects to be highly propitious, expecting rapid construction of their P^very 
favourable input prices, and low costs once the plant goes on-stream Others tend to 
be more pessimistic (realistic? ), anticipating the length of the construction period 
more precisely and allowing for inevitable increases in costs. Any technique of 
project selection that does not take this difference in the proposals into account 
would tend, regardless of the nature of the project, to select those proposed by the 
most optimistic individuals "2 -t.„-M 

Project proposals, evaluated according to any satisfactory economic criterion, 
tum out to be extremely sensitive to two things <•) the length of time it takes to 
complete construction and the rate at which full-capacity utilization is achieved; and 
(b) one's estimate of international prices in the future. With regard to the first errors 
in estimating delays in construction and achievement of planned capacity utilization 
have had serious consequences   In TSKB experience, delays, which are by nature 
somewhat  unpredictable, are  the factors most  likely to affect the economa 
profitability of projects  Thus long gestation periods and difficulties »n reaching 
fill-capacity utilization may be as important as performance at full capacity. The use 
of international prices also presents difficulties Those prices are uncertam; inpu 
prices (and capital costs) cannot be known untü negotiations take place, and output 
prices are subject to fluctuations; fertilizer plants that looked very high-cost m 1971. 
ta the argument goes, looked economic in 1974 

Although these difficulties in applying economic criteria are real they shoutd 
not be used as an excuse for failing to employ the criteria at all If the poteèMe 
outcomes are normally distributed {either with regard to future mtemetional pne» 
or with regard to capacity-utilization rates and gestation lap), it would st* pay to 

»coirei—i 1» » «ft»« a**tvm, tM m«e*rt taw* *, «•** *" 
tlva« MM« «art critartM 
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use economic criteria for selecting projects. If biases can be identified, so much the 
better. However, as long as decisions must be made on various projects, it can be 
argued that some basis for making them is used, either implicitly or explicitly. Also, 
arguments pertaining to uncertainty of international prices are probably overdone. It 
has been maintained that the cement plants constructed in Turkey in the 1950s were 
high-cost then but economic by the 1970s. The difficulty with that argument, of 
course, is that it might have been preferable to have the investments in other sectors 
in the 1950s and to invest in the cement plants at a later date; the fact that it is 
economic to invest in something in the 1970s does not prove it was economic in an 
earlier period. 

Other types of difficulty may arise. Suppose that a particular export project is 
evaluated and found economic using the prevailing f.o.b. border price as the shadow 
price for output. Actual revenue to the producer per unit of export is less than the 
shadow price, however, owing to an export tax high enough to make the project 
commercially unprofitable. In this case, where trade policy conflicts with social 
benefit-cost analysis, the project is not likely to be implemented. Even if the project 
appears from the evaluation to be commercially, as well as socially, profitable, 
however, it may happen that planners in another country are simultaneously 
examining a similar but lower-cost project that, if implemented, would undersell the 
Turkish firm in export markets. Such a possibility raises, of course, the problem of 
imperfect information, which confronts any investor in any market economy, 
national or international. On the other hand, conflicts between project evaluation 
and trade (and other) policies can, at least in principle, be resolved by reforming 
policies to reflect shadow prices: one cannot ask that project criteria be the only 
instrument to achieve all targets. 

In any event, these questions are relevant primarily where projects involving 
exports are proposed. In fact, few investments have been made in Turkey where 
exports have been projected as a significant fraction of output. Unless the 
import-substitution orientation of the Turkish economy were substantially 
diminished, this class of issues would have little relevance in the Turkish context. 
Even when it did, there are devices (such as sales contracts with overseas buyers) that 
enable hedging against a great deal of uncertainty and, as with the other kinds of 
issues mentioned above, consideration of export potential is an additional factor that 
can temper mechanical application of investment criteria, but does not indicate that 
use of the criteria should be completely forsworn. 

All these considerations-and others-suggest the need for research on a number 
of related issues, but especially on the reliability of project proposals as predictors of 
outcome. It would be useful to compare the reliability and ranking of *he original 
proposals with the ranking based on actual performance. If ranking; were 
approximately the same, the study would provide some assurance that the 
uncertainties noted above probably are not systematically related to any other 
variables. If, however, rankings differed significantly, the reasons for the differences 
could be examined and results used as a corrective in future project evaluation. 

The TSKB study results reported in table 21 are of interest in this context in 
that TSKB officials are not satisfied that the computations of financial and economic 
rates of return are accurate: (a) in some cases, there may be significant errors in 
arithmetic in the computations and inconsistencies in the numbers; and (b) in some 
instances, an early year of a particular project was chosen, or a year for which there 
was abnormal difficulty in the firm's operations. 
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The interpretation of the data in table 21 is also open to question: surely, if 
there is uncertainty, some projects are bound to perform poorly, and the fact that 
not all TSKB-funded projects have the same rate of return is not per se evidence of 
poor performance or unwise project selection. Moreover, since TSKB began using 
economic criteria only in 1968, a more meaningful test would have been to compare 
the economic rates of return on post-1968 projects with the rates of return of other 
investors where economic criteria were not employed.1 S3 Another test that might be 
employed would be to take projects actually approved without the use of economic 
criteria and to examine the way those would have ranked had the usual criteria been 
used. Such a ranking could then be compared with the performance of those 
projects. Such comparisons are tremendously difficult, especially as it would be 
desirable to evaluate, at least to some extent, "foreseeable" differences between 
plans and realizations and "exogenous" changes in conditions. 

The issues raised in this study do not suggest that prevailing criteria for 
evaluating projects are unsatisfactory and should not be employed failing outcome of 
further research. They do, however, point to ways in which, once more systematic 
use is made of investment criteria, further research can improve the usefulness of 
those tools. 
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