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SUMMARY

This study which is concerned primarily with the project evaluation technique
during the First Five-Year Plan 1963-67, is divided into three parts.

Part I examines the First Plan in respect to its major objectives, production
targets, sectoral progranming technigue pursued in the formulotion of the
Development Plan. Part II deals with the market imperfections in developing
countries and the basic reasons which have led to the introduction of various
theoretical investment criteria. Part III discusses the project evaluation
teclnique of the SPO and government investment agencies by introducing two
case studies taken from the public sector and appraises them in the light of

basic principles cited in Part II.

The comprehensive planning approach in Turkey began in 1962 with the launching
of T T growtl T = in objectives were to achieve,

an overall 7 percent/rate (on average) to ) o )
an overail ( percenmu/rate \ou average) vo promote rate of industrialisation

/
to reduce deficit in the balance of payments, to create greater employment
opportunities and to reduce income disparities. The SPO has followed the
"method of successive approximation"'or "planning in stages'". This planning
methodology comprises macro-economic stage, sectorallstage and project
appraisal stage. For the macro-growth model aggregate figures on income,
consumption, savings, investment, exports and imports were collected and the
interrglationship among these variables were examined. By the application
of simple Harrod-Domar model, an investment volume of 18.% percent of GNP was
found necessary to attain a 7 percent rate of growth, capital-output ratio
being 2.6, Accordingly, domestic savings and forcign savings represented
14,8 percent and 3.5 percent of GNP respectively., The total investment
requirements needed by the First Plan were forecast to reach 59.7 billion T.L.

out of which 35.8 billion T.L. were to be invested by the public sector.

Public/
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Public sector, therefore, was expected to undertake 60 percent of the

total size of the investment programme. The main reasons for giving a
greater role to the public sector was due to pressing and urgent needs for
ensuring structural changes in the economy in respect of gross national
product, foreign trade, laboﬁrlforce and pattern of industrialisation.

ihe First Plan put the economy largely in the hands of the public sector
where the government's aim was to achieve a larger share of manufacturing
indusiry in the GNP and thus to accelerate industrialisation by intensifying
its participation in the larpe-scale industries through its State Tconomic

Enterprises {SEE).

The second stage of the planning methodology was concerned with the deter-
mination of production targets for various sectors over the five-year period.
This stage was based on an input-output table and partly om "partial sector
analysis". The production projectiomns for sectors were made according to
the increase in final demand which would arise from a 7 percent rate of
growth in the GNP. However, the input-output table which was worked out
has not even satisfied the SPC planners themselves. Sgme planners maintain
that the sectoral production targets were based primarily onn the'"partial

gector analysis" and less on the input-output model.

Determination of investment programmes at sectoral level was made on the
bagis of projects, programmes and sector reports. In actual fact Turkey
has followed a "departmental approach" in its investment allocation, namely
that sectoral allocation of investment was influenced by the bargaining

power among various ministries and government departments.

Despite the remarkably high rate of growth in 1963 and 1966 (i.e. 7.5 per
cent and 8.8 percent) the overall rate of growth set in the Plan was not
achieved in the first five years of the Plan. The actual increase in the

GNP/
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GNP was, on average, 0.5 percent in the period 1962-66 - GNP rising from

61.9 billion T.L. to 79.5 billion T.L.

Part II has discussed critically the various investment criteria which have
been advanced in the last two decades.  Therefore, this part has provided
some enlightenment on the market imperfections which have led many economists
to suggest different criteria for social evﬁluation of investment projects.
Among all those pointed out the most appropriate criterion is the social
present value (SPV) rule which uses "accounting" prices and which takes into
account the effect of investment project on various economic targets, i.e.

national incdme, balance of payments, employment etc.

The object of Part III has been to investigate the theoretical investment
criteria adopted in Turkey and to examine critically the project evaluation
technique adopted in the First Five-Year Plan. The social present value
criterion which takes account of present value of benefit and cost streams
by using a social discount rate, has been applied to two industrial projects

which are taken from the public sector.

The Case Study No.l is a kraft paper and cellulose project which has already
been executed hy the SEKA orgénisation and the Case Study No.2 is Keban
Hydro-lIilectric projeet vs. its Thermal alternative. The present value of
benefits to costs ratio of the Paper Project is found to be 2.4 at 12 percent
discount rate and 2.0 at 14 percent discount rate. On the other hand, the

internal rate of return of the project has been found to be 12.06 percent.

In the case study no.2, the E.I.E. applied "equivalent annual cost" criterion
to the Keban hydro-electric vs., Thermal alternative, Also, the evaluation
has been made on market prices without considering social prices of inputs
and outputs. However, since the two projects' life spans are different

(Keban hydro-electric with 50 years and Thermal with 35 years) an accurate

comparison/
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comparison between the two has been made by bringing them to the same life
period., Wjth the aid of social present value (SPV) rule the two projects
have been compared by the "lowest Common multiple" method, They are also

compared by assuming an infinite period of rerewal for both projects.

It has been shown that the choice between the hydro-electric and the
Thefmal is very sensitive to the variations in the social price of foreign
excliange and social discount rates. If social price of foreign exchange
is taken as 1.33 and social discount rate as 10 percent, the Heban Iiydro-
electric project loses its attractiveness and the choice becomes in favour

of the Thermal project.

The main shortcomings of the project evaluation technique in Turkey can be
sumnarises as follows:

(i) The criteria used in the Plan period varied between the simple
accounting profitability criterion (used by SiKA), social prescnt value
(used by SPO in Case Study No.l); and "equivalent annual cost" criterion
(applied by &.I.55. in Case Study No.2). Thus, there has been no uniformity
in the application of investiment criteria nor in the project evaluation method.
While the SP0 used '"shadow" prices for certain inputs such as foreign: ex-
change and wage rates, the LB.I.XE. did not consider "shadow" prices in any
way. The discount rate applied in social benefit-cost analysis has varied
between govermment agencies where the SPO applied a 12 percent rate of
discount for industrial projects and E.I.E. 6 percent fate of discount in
the evaluation of Keban hydro-clectric. The fact that each planning agency
was left free to arply its own investment criteria is a misleading approach

to resource allocation and investment selection.

(ii) In the evaluation of kraft paper project the SPO has taken into
account the benrefits resulting from the project such as value added, foreign
exchange savings, and benefits to consumers, but external elfects of the

project/



project on other sectors (i.e. forestry timber, trausport, cement etc.)

have been neglected. This defect is even more vivid in the appraisal

of ¥eban Ilydro-electric by the L.I.E. Though the latter is a multi-purrocse
project indirect benefits such as flood control, irrigation, navigation;
fishing and external benefits to nearby mining industry have notl been esti-~

mated and left outside social benefit cost analysis.

(iii) Total benefits and costs of the paper project are calculated on the
basis of static assumptions in regard to sales revenue, prices received for
outputs, fﬁture demand for the product, operating costs and economic life
of the project. Neo attempt has been made to see how the choice will he
affected by changes in all these variables where for more accurate analysis
it is nécessary to make some estimate of the possible outcomes and of the

likelihood of their occurring.

(iv) Alternative projects with different scale of production, different
production technigues and different location have not been made available
during the First I'jve Year Plan., For instance, though Keban hydro-electric
vas compared to its Thermal alternative this is not sufficient for providing
a wide range of investment choices, In actual fact, most of the industrial
projects did not have a sufficient number of alternatives and this drawback
has been mainly due to the lack of data, time, and qualified experts who
could carry out alternative project studies.

“

Despite all its defects the First Five-Year Plan, however, has paved the

way for a plamned economic development which encouraged the application of

new planning techniques and the collection of more uniform data for sectoral

programming and project evaluation.



INTRODUCTION

This study is mainly directed towards an appraisal of the
project evaluation technigue adopted during the Turkish First Five-Year
Plan, 1963-67.

The discussion has been conducted at the following three distinct
levels. Mrst, an attempt hac been made to analyse the macro and sectoral
aspects of the planning methodology in order tc provide a proper
background to the studies of investment project evaluation. Second,
gome efforts have been made to provide a critical survey of general
investment cfiteria wiilch have been extensively discussed in the
last two decades. Of course, the theoretical investment criteria
were digcussed with the belief that these will provide a better under-
standing and pertinent guidelines for the project appraisal technigue
in Turkey. Accordingly, the criteria of investment allocation and
particularly project evaluation techmnique applied in the First Five-

Year Plan have been assessed by examination of some of the investment
projects which are included in the investment programme of the First
Plan.

The Turkish First Five-Year Plan is probably the first
comprehensive planning attempt to deal with the various economic problems
of the Turkish economy. Actually, the rate of income growth in the last
decade has been of an unsatisfactory level and it has shown great
fluctuation from one year to another., While the effect of weather
conditions on agriculture was a major reason for such oscillation one
shpuld not ignore the fact that resources available for industries have
been misallocated on inefficient criteria which did not increase the
productive capacity of the economy. The inflation faced during 1954-58
was a consequence of the social overhead bias resource allocation which
stemmed from deficit financing and remained the basic policy at the time.
It was then believed that over investments in social overhead capital
(i.e. transport and communicetions, electyic power stations, hydro-
dams etc.) would result in self~sustained economic growth. But this

policy has proved to be a failure.

Indeed towards the end of the last decade (1958-60) the rate
of groﬁth dropped to almost 2.5 per cent per annum which was far below
the rate of populatioh growth (.3 per cent per annum),. There was a
preséing need to increase the rate of growth of the economy and to raise

the standard of living of the people. :
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As a result of this population explosion (as compared to
world standards) and low growth in non-agricultural industries, a
tremendous unemployment problem arose and the number of prople unemployed
rose to 1.5 million in 1962 plus the huge disguised uhemployment in

agriculture (i.e. one million).

The most important problem which confronted the Turlkish economy
was the balance of payments deficit which put Turkey under a great
burden of debt to the rest of the world, Turkey's foreign debt oblig-
ations rose almost to £ 1 billion of which # 666 million fell into the
First Five~Year plan period. Trade deficit has also heen another setback
for economic growth as Turkey's export structure remained more or less
static over 15 years. Almost 77 per cent of the total exports derived
from agricultural products which are subject to fluctuations in foreign
demand.,

It was felt for a long time that these problems could not be
tackled adequately unless the country pursued comprehensive economic
planning, and admitted the fact that planning is essential to balanced
develcpment, This was finally aclmowledged in Liaw No.91 of September
1960, which created the State Planning Organisation as the government's

planning and advisory bodyx(l)

As its first task the Plamning Organisation drafted the long-
term development plan which is based on a fifteen-year perspective and
indicates that the social and economic life in Turkey over this period wil}
be planned subject to the essential safeguards of a democratic system.

It was within this framework that in 1962 it set up the Pirst Five-Year
plan, 1963-67,

The subject of investment criteria is vast and an extremely
challenging one, In the last two decades, there has been some extensive
work on the subject and economists who studied this particular field,

. have suggested various investment criteris as being a substitute for

private profitability criteria which depend on market mechanism.

Since the price mechanism in advanced countries operates more
perfectly than in less developed countries; the problem of departing from
the general commércial profitability rules is not as seriocus as it would
be in developing countries. In general market imperfections are so
vast in less developed countries that it becomes necessary to digress

from the simple commercial profitability rule to some kind of investment

(l) Later, this organisation was fully endorsed in the New Turkish
Constitution of July 1961,
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criteria which could lead to & more efficient allocation of investments.

What are these imperfections in the market mechanism which

make the private profitability criteria a less desirable rule?

As far as developing countries are concerned these could be
listed briefly as follows: a) market prices are not competitive
because of market imperfections arising from monopolistic iniluences,
taxes, tariffs and indivisibilities, Consequently the market price
of a product or a service does not reflect its real value; b) private
benefit estimates do not take into account the net benefits arising from
economic interdependencies; ¢) private rate of return criteria may lead
to a choice of investment projects which though they are profitable
from a private point of view, may not be acceptable from the general
economy's point of view; d) the rate of return rule applied by the
private sector in its static set-up does not allow for dynamic consgid-
erations; e) lack of experience and information in developing countries
make it difficult for the private sector acting in a decentralised form
to forecast correétly the expected rates of return. This is in addition
to the lack of unified and systematic accounting proceduvres, The Govern-
ment, however, through its various plagning and statistical institutions,

has an adequate supply of required skills.

Most developing cowntries are now formulating their development
plans with the hope of achieving a desirable path of growth. Under such
circumstances the government "will often wish to modify ccnsumers' power
over the .attern of producticn in the interest of what it considers a
preferable path of development. Consequently the development Coumittees!

welfare function is substituted for that of consumers® acting independently™”.

It is not surprising to mention that the earlier discussion of
investment criteria shows a modification of the price mechanism and its
conventitnal rules., The modern discussion of theoretical investment

criteria can be divided into three groups. IFirst, Polak and Buchanan
| have discussed investment methods of allocation in terms of balance of
payments and income effects, suggesting that given investment funds
(including foreign-exchange) should be used either to increase export
capaclty or lead to import substitubione. Second, some economists
such as A.R.Kehn, R. Hurkse, W.A.Lewis, J. Tinbergen and H.B. Chenery

have recommended that investment projects should be chosen according to
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"the social marginal productivity (SMP)" method of allocation, provided the aim
of economic policy is to meximize the present aggregate level of outputb (1).
Other development planners such as H. Leibenstein, W. Galenson, 0 Eckstein

and A.K. Sen suggest that investment projects should be selected on the

basis of reinvestible surplus which the initial investment gives rise to,
provided the goal is to maximime the rate oflcapital formation and the

rate of growth of output over time,

Though some reference will be made to the last groups of theoretical
investment criteria, most of my emphasis will centre on the first and second
groups of theoretical investment criteria. It must be noted that the three
gets of investment criteria mentioned above are appropriate within the
conditions to which they are applicable. In other words, each of these
investment criterias aims at achieving & certain goal in the economy. Each
is directed to & specified policy objective which that particular country

wants to maximize.

It is impossible to go into the details of each group of criteria
in this thesis, nor is this the purpose of this study. However, given the
conditions prevailing in the Turkish economy and the objective function
which is to maximize output at present, I feel that the social marginal
productivity criterion which is suggested by Professor H.B.Chenery would
be the most relevant one to consider, Therefore, I shall be concentrating
more on it than others, It is, perhaps, pertinent to mention the fact
that social benefit-cost analyses which are recently presented by O.Eckstein,
Prest and Turvey and I.M.D. Little do not, in principle, differ from the
social marginal productivity rule which I have mentioned above, The
principles governing the last two and the similarities between them, will

be explained in the relevant chapters.

The plan of this thesis will be in the following fashion. The
thesis is divided into three parts. Part I of this thesis is confined
to the presentation of the Turkish First Five-Year Plan (1963-67), which
was inaugurated in 1963, This is tne first plan in Turkey which is
comprehensive 2 in form and new in planning technique. The First Plan
will be examined in reference to its basic objectives, production targets,
total size of investment programme and finally, the allocation of investment

among sectors. These aspects of the First Five-Year Plan will be discussed

(l) Here, maximizing present level of output refers to not a point of time
but to short-time horizon )

(2) Despite the fact Turkey ha% launched two separate Five-Year Industriale
ization plans in the past (1934-%8; 1939~4%) these plans were simply
(contd. on p.5
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in Chapter l. Though my main task in this thesis is to concentrate on
the project evaluation technique introduced during the First Plan period,
it has seemed reasonable to me to throw some light on the guestion of
production projection, formulation end the pattern of investment

allocgtion in the First Plan.

In Chapter 2 the total size of the plan and the projected pattern
of allocation at the sectoral level are critically examined. The plenning
methodology of the State Plenning Orgsnization, which is applied in the
FPirst Plan hés also been outlined and assessed in the light of more

.advanced planning technique,

Though I am more inclined to deal with the micro analysis of
investment allocation, I feel it is necessary to concentrate shortly on
"gsectoral" allocation of investment. This may provide a comprehensive
picture of the entire investment allocation technigue employed in the
First Plan,

I feel that the sectoral-stage should be regarded as an insep-
arable part of the micro-stage since both are closely interrelated and
are the basic determinants of economic growth in an economy. The project
appraisal stage may not be meaningful so long as it is considered sep-
arately from the sectoral allocation of investment and the reverse is

true,

The sectoral programming abproach pursued by the SPO planners is
critically examined in the light of advanced methods of allocation of
investments, The final section of Chapter 2 provides a brief reference
to the implementation results of the First Plan as far as rate of growth
of national income, savings and investment allocation are concerned. These

results are critically surveyed.

Part II is primarily concerned with the following problems:
a) the fundeamental economic principles of free market mechanism and the
basic reasons for departing from the commercial profitability criteria,

particularly in less developed countries; b) a broad view of the prelim-

Note 2 continued from page 43

partial industrial plans which aimed at establishing the basic key indus-
ies at the time; and they cen hardly be considered as comprehensive in
the true sense of the word
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inary investment criteria suagested in the earlier writings on
investment oriteria; c¢) éxposition of the social marginal productivity
and social benefit-cost analysis as the most appropriate allocational

device for investment,

In more detail Chapter 3 will deal with the market mechenism and
the private profitability rule which takes various forms in investment
appraisal. It is argued that private profitability criteria which
present themselves in different forms (i.e. internal rate of return,
accounting profitability rate, pay-off period, private net present value)
need some modification before they can be used for project evaluation and
project selection, In other words, if the private profitability rule is
to be used it is neceséary to correct for market imperfections by using
social prices and also necessary to take into account external economies

which arise from economic interdependencies,

Chapter 4 critically discusses the capital-output ratio (or
capital turnover rule) which is the first criterion introduced in the field
of invegtment criteria. Its shortcomings and its possible applicability

will also be examined.

Chapter 5 discusses the social marginalproductivity criterion
which is well advanced by H.B. Chenery, It is critically examined and its
applicability to underdeveloped countries is assessed, In addition, the
relationship between SMP and soclal benefit-cost analysis is emphasized
and the similarities between the two social criteria are sought in order

to-avert confusion at this stage.

It will be shown that the two criteria are more or less identical
and the basic principles which are applicable in one, are also applicable
in the other. It is the purpose of this chapter to argue that the social
marginal productivity rule or, broadly, social benefit-cost analysis is the
most appropriate device for investment evaluation and project selection.
This point will be strongly substantiated throughout the thesis by

introducing various theoretical and practical evidences in its favour.

Social benefit-cost analysis,which I briefly outline in Chapter
5, is what I shall be using in the case studies in Part III, of this thesis,
It is the conviction of the present auvthor that the theoretical bhackground

presented in Part II will be quite useful in providing a good framework for
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the subsequent chapters where project analysis will be introduced, It

is true that the basic principles being laid down here are more relevant -
to developing countries than advanced countries. But it must be stressed
that many basic principles remain the same whether it is a developing

or developed economy,

Project appraisal (micro analysis of investment) and the choice
of investment criteria will be reserved for Part III consisting of four
chapters, three of which deal with the Caycuma paper and cellulose project
and the -fourth which deals with the Keban Hydro-Electric Project vs.
Thermal alternative. Part IIT constitutes the largest part of the thesis
and it contains the above case studies. Both projects are public industrial
projeets which are evaluated by different planning agencies. This part
also deals with the projects from the point of view of society as a whole
showing that especially for industrial projects social cost-benefit analysis

is both important and possible,

More specifically'Chapter 6 outlines SEKA's (1)presentation and
evaluation of the Caycuma paper project (Case Study No.l), The evaluation

method of SEKA is later critically assessed,

Chapter 7 introduces the same project, this time as presented and
evaluated by the SPO plammers, This is followed, in Chapter 8, by a com-
prehensive and detailled assessment of fthe SPO's project evaluation technique
where I shall examine the basic shortcomings of their evaluation method and
shall slso question their investment criteria which they have applied to all
industrial projects. Begides I shall present the various variables and
parameters they have chosen in the project evaluation. Where i1t ies possible
I shall atteﬁpt to introduce my own parameters which seem reasonable to me

in view of the limited information I have obtained in this field.

I shall algo test the SP0OVs investment decision by applying the
internal rate of return rule which I feel can be quite useful during the
final decision on industrial projectse.

Case Study No.2, that is the Keban Hydro-Blectric Project vs,

Thermal alternative is discussed in Chapter 9. This case study is based

(1)

SEKA 1s a state economic enterprise which is responsible for
undertaking paper and cellulose projectse.
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on avrious reports.l have obtained from DSI(l), E-IoEn(z) and the Ministry

of Energy and Natural resources. The Hydro-electric Project and the Thermal
Alternative are first described and later are presented as evaluated by the
E.L.E, following these, the evaluation method and the investment criterion
employed by the E.I,E, are appraised and the basic shortcomings of their eval-

ugtion system will be emphasized.

The seme investment project is later evaluated on the basis of
social present value (SPV) which I shall defend throughout this study. I
gomplete my project anaglysis by introducing "shadow" or "accounting'" prices
especially for capital and foreign-exchange inputs. By the sensitivity
analysis; the investment decision will be checked and the selection of
parameters (i.e., discount rate, foreign exchange rate) will be appraised.
With insufficient data and information I am unable to make estimates for
these parameters. But as a project-evaluation, what I am doing is to approach
the problem of estimating these parasmeters by introducing sensitivity snalysid.

In addition, the Xeban Hydro-electric and the Thermal project are
tested by applying the internal rate of return rule which I also applied
in the case study Fo.l, This provides a double~check on the final invest-
ment decisicn to be taken. This latter anelysis is included in Appendix B
of Chapter 9. '

The conclusion (Chapter lO) aims at providing a summaxry of the
major shortcomings of the project evaluation technique in Turkey and it
presents some guidelines for more efficient and desirable economic evaluation

methods for public investment projecis.

it‘mﬁst be stressed that, in this thesis, I am not attempiting to
Eome up with any theoretical criteria of my ownji my purpose is simply to
see the feagibility of investment criteria that are already used in the
Turkish planning experience, particularly during the First Five-Year Plan.
In other woerds, I shall endeavour to reassess the investment projects which

are already selected and executed by applying the most suitable criteria.

(1)

DSI is State Water Works Department attached to the Ministry of Energy
and National Resources.

(2)

B.1.B. is planning and research unit of the Ministry of Energy and
National Resources.
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CHAPTER 1

THE FIRST FIVE-YEAR PLAN =~ 1963-1967

Introduction

Following the May 1960 Revolution in Turkey, the 8tate Planning
Organization (SP0O), was established(l), end its main task was to draw up
a Fifteen~Year .evelopment Plan in order to deal in a systematic way with

the country's more intractable long-term problems.

It was felt for a long time that the major economic problems of
the coﬁntry; namely the prospects of achieving a higher rate of growth in
output and income; creating higher employment opportunities; and finally to
echieve a viable balance of payments; ocould only be solved by resorting
to a Comprehensive Plan embracing the national economy as a whole, It was
also recognised that a planning approach was egsential for balanced develw

opment.

It was to this end that in 1962, the First Pive-year Plan 1963~
1967, was launched with a fifteen-year perspective and approved by the
parliament in 1962, The SPO made its projections and forecasts for the
First Pive-Year Plan as well.as the Fifteen~Year Development Plan 1965—1977(2>;

and laid down the general directions for official policies.

As in many underdeveloped countries the Turkish Fifteen-Year
Development Plan was not exclusively production-orientated. By this long-
term plan Turkey aimed at achieving the following objeétives:(B)

1) to promote & high rate of growth with a high level of employment;

2) to achieve a balance in external payments;

3) to train sufficient numbers of high level scientific and technical
personnel in every field as required for Turkeyls development;

4) to realise all these targets according to the principles of equity
and soclgl Justice; in other words to reduce existing inequalities in

income and wealth.

A -~ More specifically Turkey proposed to achieve an annual

rate of growth of 7 per cent with Gross National Product increasing from

(1)The SPO was created in September 1960 with a special Law as the government
Plenning and Advisory body.

(2) The Fifteen-Year Development was to embrace three Five-Year Plans.

(3) See, The First Five-Year Development Plan 1963-67, SPO, Ankara, 1963,
Po}lo 5



10.

1
T.Lo 52,7 billion in 1962 to T.L. 14503 billion at the end of 1977( ).

This implies a rise of 175 per cent during the Fifteen-Year pe?iod.
A 7 per cent annual rate of growth in GNP, given almost 3 per cent populution
growth, leaves only a 4 per cent increase in per capita income, Per capita

income consequently was estimated to inoregse from ﬁZOO in 1961 to %355 in

1977,

B. Investment coefficient required to sustain this rate of
growth was estimated to be, on average, 18.3% per cent of GNP for the
First five—Year Plan and 21 per cent for the next ten years. In order to
increase investment from its low level of 16,3 per cent in 1962 to 19.4
per cent GNP at the end of the plan, the share of private consumption
expenditure in the GNP was expected to decline from 73,2 per cent to

67<9 per cent over the same period and also to 63 per cent by 1977. (2)

The volume of real savings, was therefore to increase by resiricte
ing consumption and re-allocating these released rescurces into other fields
which were conducive to a higher level of savings,. In other words the
Development Plan aims at deepening the capital base of the economy through
rapid expansion of heavy industries such as basic product incustries. The
main ides here is to rely more on domestic sources rather than foreign

savings.

Co The third major goal of the Development Plan was to engure
the highest possible level of employment opportunities at satisfactory

income levels,

The plan estimated that the total additional employment that
investment and production targets could provide was 6.8 million; Dbut this
falls short of the estimated 7.5 million unemployed labour force (plus

1 million disguised unemployed in agriculture),

It was the forecsst of the Fifteen-Year Development Plan that
the industrial sector would absorb a notable number and proportion of

unemployed labour force during the First and subsequent Five-Year plan

(l) For these figures, see Planning in Turkey, Special Issue, Summary of
the FFYP, SPO, Ankara, 1963 pp. 16~17 (These figures are based on
1961 prices).

(2) See, Plenning in Turkey, Special Issue, p.lT7
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periods. As can be seen from Table 1, the share of active population

in industry was vlanned to wise from 9.8 per cent in 1962 to 15.6 per cent
at the end of 1977. However, the largest part of tie active population
would be absorbed by services wather than industry. The employment in
agriculture, on the other hand,'was expected to drop considerably over the
15-year period (from T7.4 per cent to 58,1 per cent)o

TABLE T ~ ACTIVE POPULATION BY SECTORS
1962-1967 ~ PERCENTAGE

[
SECTORS 1962 1967 1972 1977
Agriculture 7704 T1l.1 6404 58.1
Industry 908 1109 1400 1506
Services 12.8 17.0 21,6 26,3
Total 100.0 100,0 100.0 100.0

Source: PFirst Five-Year Plan 1963-67, p. 36, p.400

D. Another major obfective of the Development Plan isg to reduce
Turkey's dependence on foreign sources or elimination of the deficit in

the balance of payments.

According to Development Plan projection, the current external
deficit, that was equal t0 4 per cent of the GNP in 1962, was sxpected to
drop to 2.8 per cent in 1967 and probably disappear by the end of the
Second Five-Year Plan (1968-1972)(1).

Accordingly a great emphasis was to be placed on expanding exports
during the ¥Fifteen-Year period. The export policy of Turkey would be to
diversify export goods which, for a long time, had been confined to a small
number of traditional items, Priority was given to prbmoting the export
of manufactured goods and to the expansion of import-substituting industries(z)
The deficit in external payments was algso anticipated to be remedied by

increase of revenue from invisible items(j); and by a change in the

(1) see wrYP 1963-1967, p.116, Tables 49 and 50

(2) A large amount of investments in import-substituting industries was
planned for the First-Plan period and the effects were expected to be felt
by the end of 1967. FFYP, p.38. :

(5) Invisible revenues were expected to derive from tourism and infrastrucw
ture invesiments with PFYP and the expansion of shipping industry,
- 0ps cit., P.38.
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pattern and structure of imports,

b) Objectives and production projections

In what follows, I shall outline the maih objectives of the
First Five-Year Plan and explain the projection of output, and labour
force in various sectors; and structural change visualised during the

plan period.

The Tirst Five~Year Plan that was approved by the Grand National
Assembly in 1962 was to be operative from Januvary 1963 to December 1967(1).
The First Plan deals with the economy from various aspects within a
macro~ growth model, The First Five-Year Plan aimed at achieving the
following objectives:(z)

1. To attain an annual 7 per cent rate of growth of GNP, the
pattern of investment being designed to achieve this tsrget;

2, To accelerate industrial growth and raise the surplus of agricul-
tural production with a view to expanding exports and meeting the growing
industrial demand for raw materials;

3¢ To provide greater employment opportunities;

4, To stabilize and improve the balance of payments position by
a diversified pattern of exports;

5. To raise the proportion of investment financed by domestic
savings;

6. To maintain relative price stability through government control
and allow the market mechanism to plsay a greater part in price determin-
ation; ‘

7. To render the State Economic Enterprises (SEE) able to ﬁrovide

for their investments froem their own resources,

Agricultural Sector

Agricultural production was expected to increase from 34,6
billion T.Liras in 1962 to 36.4 billion T,Lires in 1963 and to 43,56 billion
T.Lirgs in 1967 (See Table @). This implied that total agricultural ‘
production would record an increase of 25.6 per cent over the plan period(;).
It can be noted that the largest proportion of agricultural output ccmes
from livestock products, cereals and fruit and vegetables, This trend
seems to be attained during the plan period .

Over the plan period the composition of agriculiure would

(L) See Planning in Turkey, Special Issue, Summary of the FFYP. SPO.,
Ankara, 1963, p.8.

(2) See FFYP 1963=67, p.3l, also OECD, Turkey, Feb.l966, pp. 5, 24, 25
(3) TFor this note see next page
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only change marginally since five years is not a sufficient period to witness
radical change. Cereals and livestock products would still c.nstitute

a half of the agriculturél products during the plan period, though the

share of ﬁhe former in the total would fall from 23.1 per cent to 21.3

per cent(i).

In planning an agriciitural programme the SPO have laid the
following objectives: 2) to contribute to the maintenance of a 7 pep cent
rate of growth in GNP without resorting to inflation; +to raise agric-
ultural production in order to meet the industrial demand for raw mater-
ials; o improve nutritional levels; to contribute to the reduction of
unemployment and to avold unplanned urbanization beyond the employment

capacity of non~agricultural sectors.

“In planning agriculture, two broad goals were kept in mind;
first to free the overall economy from the stronghold of agriculture, and

second, to expand the agricultural sector to the rural popwlation.

INDUSTRY.

Turkey with the First Plan had aimed at giving a grester role
to the industrial sector than any other sector so that the economy could
experience a higher rate of growth. It was believed that the realiz-
ation of a 7 per cent rate of growth in the overall economy would Llargely
depend on the development that could take place in industry as comprising
manufacturing, energy and mining,.

It is contemplated in the First Plan that these three Sectors‘j'

taken together would provide a rise in industrial output from 21.2
billion T. Lirss in 1962 to 36.2 billion T. Lirms at the end of the plan
period, This represents a rise of 70 per cent over five years. The
major component of industrial sector, manufacturing was expected to

increase from 18,2 billion T.L. teo 31,24 billion T. Lirms over the same

Note (3) from page 12:
Agricultural output was expected to increase by 85 per cent over the
15-year Development plan amounting to 42,7 billion T.L. in 1977
(in terms of net value added). This indicates a 4.2 per cent growth
per annum,

(1) See First Five-~Year Plan 1963%-67., SP0, Ankara, 1963, pp.l48-9.
(2) FFYP, 1963-67, SP0O, Ankara, 1963, p.129
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period as representing 72.8 per cent increase. But the largest increase
was anticipated to take place in Energy which was projected to increase
from 648.0 million T.Liras to 1.187 billion T.Liras at the end of the
plan period, (See, Table 3).

The manufacturing industry which accounted for almost 13 per cent
of the GNP in 1962 was planned to increase to 17.7 per cent of the GKP by
tho end of the First Plan (in terms of value added) (1) Largest emphasis
was placed on heavy industry both in terms of its share in total manu-
facturing output and also in the total investments.

TABLE 3 -~ PRCDUCTION TARGETS OF BASIC IIDUSTRIES
(million T.L., at 1961 prices)

1967 index Annual rate

Sectors 1962 1963 1967  (1962=100)  of Growth %
Agriculture 34,690,0 36,470.0 43,560,0 125,6 4,7
Mining and quarry 2,341.4 2,583.9 3,577.4 152.8 8.7
Manufacturing 18,20%3.,5 20,867.1 31,462,1 172,8 11.5
Energy 648.0 729.1 1,187.7 183.3 12.8
Transport and
Communications 3,37842 3,744,9 5,340.2 158.1 9.6

Total 59,261 64,395.0 85,127,4  143,7 7.5

Source: The FFYP, 1962-67, p,124

The share of heavy industry in total value added was expected to
rise from 38 per cent to 50 per cent over the plan pericd., The share of
light industry in contrast was expected to drop from 62. per cent to

50 per cent of manufacturing value added over the same period (Table 4)

TABLE 4 ~ CCMPOSITION OF MANUFACTURING INDUSTRY

Share of Manufacturing Increase in Manufacturing
output in total value output (value added)
added (percentage)
1963 ~ 1967 126% - 1967 period
(1) Light Industry 62 50 33
(2) Heavy Industry 38 50 110
Total 100 100
7SI

(1) See FFYP 1963~67, p.185, Table 85.

(See next page for Sources and
notes on Table 4)
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Source and notes for Table &:

Scource: OECD. The Turkish FFYP 1963~67 by an expert group for the
OECD Consortium for Turkey, July 1963, p.64 and also FFYP,
p.185.

(1) Light industry comprises food, beverages,tobacco, textiles and
¢clothing.

(2) Heavy industry includes paper, rubber, chemicals, basic metals,
machinery, electrical machinery, transport equipment and others.

Table 3 and 4 indicate that Turkey has proposed to transfer the
basis of'the'economy from being consumer goods to producer goods, The
production of the latter industries was expected to accord a rise of 110
per cent as compared to the former's %% per cent increase over the plan
pé}ibd,

.Over the First Pive~Year Period a faster rate of growth in
producer-goods industries was expected in order to £ill the gap resulting
from non~importation of similar goods from abroad. The purpose here
was seen to enable the economy to stand more on its own feet and to depend

less on imported capital-goods.

The main principles cited in the first plen can be outlined as:(l)
to raise national income and output and’living standards,. Thus to achieve
a yearly average rate of growth of over 11 per cent, to encourage import-
substituting industries and provide protection to new, emerging industries
during a specified period of adjustmeﬁt; to increase the employed number

by 520,000 over the plan period.(z)

In summary, the broad objective of the industrial policy was to
achieve a considerable self-sufficiency in industrial products previously
imported, to expand industries the products of which could be exported and

to set up basic heavy industries to change the structure of the economy

Transport and Communications

As enother major sector transport and communications was also
to grow in line with the development in other sectors, For this purpose

the output of this sector was projected to increase from 3,37Y8.2 billion

(1) FFYP, 1963-67, p.1l83 and p.400. )
(2) Bmployment in industry was planned to increase from 1,250,000 in
1962 to 1,770,000 at the end of the plan, Ibid, p.400, Table 355
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T.Lires to 5,340.2 billion T.Lires during the five-year period (See
Table 3). These figures represented an increase of 58 per cent or
annual. rate of growth of 9.6 per cent,

The services as a whole were envisaged to grow yearly by

(1)

7.2 per cent .

From the first Pive-Year Plan projections it can be noticed
that the structure of the economy was expected to reflect considerable
changes over this period. The share of agriculture in Gross National
Product was to drop from 43,8 per cent in 1962 to 38.3 per cent by
the end of 1967, But the contribution of industrial sector was to
grow congiderably as a result of the fall in agriculture, The share
of industry (including manufacturing, mining and energy) would increase
from 16,8 per cent of GNP to 21.4 per cent at the end of the fifth

year.
Services, on the other hand was expected to lose its relative

importance in the overall economy (See Table 5),

TABLE 5 = Percentage share of Sectors in
the GNP, 1962~1967

1962 1963 1967
Agriculture 43,8 43,0 3863
Mining and Quarry - 302 3.3 . 3.6
Manufacturing 12.8 1345 16.7
Energy 0.8 0.9 1.1
Trensport and Communications 349 4,1 4,6
Other services 35,5 35.2 3547

Total 100.0 100.0 100.0

Source: FFYP, 1963-67, pp.36, 37, 125,

Clearly the development is to be achieved predominently through

industrialization, The plan had also recognised the importance of

agricultural expansion in order to foster industrial growth. The plan

states that: the industrial sector can only develop ifi there is substantial

(V) 5ryp, 196367, p.125
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growth in the agricultural sector. (1) This points to the fact that a
balanced growth between the two major sectors was expected during the
first plan. Another important conclusion here is that the overall
economy would depend more on commodity sectors (i.e. manufacturing,

mining, agriculture ete.) than non-commodity sectorse

As far as foreign tra&e is concerned it was anticipated that
exports would increase by 31.4 per cent over the plan pericd. Ixport
projection for the plan period is presented in Table 6. The major
items of exports are agricultural products, industrial products, and

mine and quarry products.

According to the First Plan Projection, exports of agricultural
products as a whole would record an increase of almost 30 per cent.
Industrial crops (i.e. cotton tobacco, oil) which constituted the largest
part of exports was expected to rise by only 22 per cent, Also the
relative importance of industrial crops was to drop from 37 per cent to
35 per cent at the end of 1967, This considerable drop in the exports
of these items was due to the fact that development of domestic industries
would lead to increased domestic demeand for a number of export items
which were previously exported i.e. growth of vegetable oil industry,

growth of textile industry (2).

Export. of industrial products (manufactured goods) on the
other hand, was expected to increase by 47 per cent over the five years
and also increasing their share in total exports from 16 per cent to
18 per cent in the same period, Though exports of mine ores would
increase in absolute terms, these products would lose their relative
importance in the structure of exports (falling from 6.4 per cent to
5.8 ped cent).

(SEE NEXT PAGE FOR TABLE 6)

(1) See FFYP, 1963-67, p.463
(2) BSee FFYP, 1963-67, p.463
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TARLE 6 ~ Export Projections for the First

Five-Year Plan 1963-67 - lMillion 8
1963 1964 1965 1966 1967
1. Agricultural products 269.8 29L.2 298,0 329.5 348.5
| (a) cereals,pulses, '

food crops 17.8 18,2 18.6 19.0 19,4
(b) fruit and vegetables 84.2 93,7 86.5 103.5 105.4

(¢) industrial crops and
forestry products 131,0 138.2 146,1 152,9 160.7

(&) livestock, hunting

and fishery 36,8 4,1 46,8 54,1 63,4
2, Industrial products 56.0 60,9 71.5 7364 82.3
3. Mine and quarry products 22.0 22,0 24,0 24,3 26,0
Total 347.,8 374.,3  393,5  427.,2 457,22

Source: The FFYP, 1963~67, p.469

TABLE 7 -~ Percentage Distribution of Main
Export Items = 1963-67

1963 1967

1, Agricultural products 7745 76,2
2. Industrial products 16,1 18.0
3. Mine and Quarry products 64 5.8
Total 100.0 1100.0

Source: These are computed from Table 6

As can be noticed from Table 7, the Flan seems to have contem—

plated a notable change in the structure of exports.

The anticipated change in imports during the First Plan can

be seen in Tables 8 and 9, Imports are given as three main groups:

1) capital goods; 2) consumer goods and 3) raw materials.

Total import requirements of the TPirst Plan were computed

af'ter import-replacement values expected from new investments were

deducted from these figures.

—

(SEE NEXT PAGE FOR TABLE 8)
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TABLE 8 - Import Projection of the First

Plan, 1963-67 million §

Types of Goods 1963 1964 1965 1966 1967
1. Investment goods 2431 27401 296,1 332,1 363,0
7o Raw materials 234..5 261.5 299,5 325,0 263,5
3, Consumer Goods L4 7604 84,5 87.5 93,5

Total 5470 612,0 680,0 14409 820.0
U.So.Agricultural Surplus 60,0 60.0 60.0 60.0 50,0
Total 60700 67200 74000 80409 87000
Import Substitution =400 =450 =110,0 «l30.0 ~l66,0 |
Total Import
requirements 567.0 627.0 630.0 6749 704,0

Sources The FFYP, 1963-67, p.468

If import substitution is taken into account imports in 1967
would rise by 26,5 per cent over the 1962 estimates (l). The largest
. inorease was estimated to be in the import of raw meterials (55 per cent
over 5 years) followed by imports of investment goods (50 per cent);
and imports of consumer goods (31 per cent), These figures represent
& considerable shift againgt importation of consumer goods and more
toward importation of raw materials and cépital goodse This trend
is due to the fact that import-subsiitution indusitries would, during
the plen period, depend heavily on the raw materials and capital

goods.

The structural change imports would undergo can be sgeen in
Table 9, The share of consumer goods in total imports was expected to
decline from 13.2 per cent to 11,5 per cent; while the proportion of
raw materials in total would increase from 42.8 per cent to 44.3% per
cent. Though the volume of imports of capital goods was expected
to increase considerably, the proportion of the latter in total imports

would remain almost constant,

(1) But if 1963 is taken as a base year, imports would record a rise of
24,1 per cent over the five-year perlod (including Import sub-
stitution),
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TABLE 9 « Percentage share of Imports by Type
of goods, 1963=67 Million &

1963 1967
Value % Value %
1. Investment Goods 241,1 44,0 363,0 44,2
2. Raw materials 234.,5 42,8 %6305 44,3
3. Consumer goods 71.4 13,2 93.5 11,5

Total 547.0 100.0 820,0 100,0

Source: It is computed from Table 8

@) Total Investment Requirements

In what follows, I shall examine the total capital requirements
of the First Plan comprising domestic and external savings; alsc, the

composition and distribution of investment resources among sectors,

As we saw earlier, the first objective of the plan was to
maintein a sufficiently high rate of income growth. Therefore the rate
of growth was set at 7 per cent per annum. This rate shows en almost
2 per cent increase over the average annual rate of growth of 5.3 per

cent which was attained in the last decadee

It was noted that the growth of the economy is heavily dependent
upon the performance of agriculture which accounts for about 40 per cent
of GNP, Agriculture was therefore recognized to be the main determinant
of the annual rate of growth. The "Flan Strategy" was therefore stated
that this rate of growth must be an average rate over the First Plan
periods. Though it has not been mentioned, it appears that a compound

rate of growth was implied by the planners

(1) By applying compound rate of growth formula this assertion can be

tested: n
Pn = Po (1 + 1) PQ = 73.9 billion 1L
log Pn = log Po + n log (1 + r) Po = 52,7 billion TL
Llog (L+r) = 0.,1468 = €.02936 n = 5 years
5 log Pa = log 73.9
1y = 10069 B = 1.8686
r = 069 log Po = log 52.7
r = 6,9 per cent = 1,7218



21,

As can be seen from Table lu, GNP was expected to rise from
52,7 billion Toliras in 1962 to 73,9 billion TIL in 1967. This amounts

to §.40 per cent cumulative increase by the end of the plan.

In order to achieve this major goal, or more specifically a 7T
per cent annual rate of growth, the First Plan devoted 18,.3% pexr cent of
GNP to investments.Over the plan period total investment requirements
were to increase from 9.6 billion T.ILiras to 14.3% billion T.Liras. Putting
it differently, total investment outlay projected for the whole period,
amounted to 5906 billion T.liras (at 1961 prices).

Ih.was estimated by the SPO that an ICOR of 2.6:1 would be valid
during the plan period, 1963-67q Given the rate of growth in GNP and the
incremental capital~output ratio, the investment-coefficient required for
attaining this target was estimated, In fact this is simply an epplication
of Harrod-Domar growth model(l) which shows the relationship between the
rate of savings g, the rate of income growth g, and incremental-capital-output

ratio, o¢

The reason why the ICOR was father low in the First Plan as
compared to the earlier period (3,5:1 for the period 1950-60) can be
attributed to the past performance of the investment expenditurea and to
their impact on the over-all production capacity. Several reasons can be
listeds first, social overhead cspital and infrastructure investments in the
period 1950-60 were guite high and were especially in the fields of transe
portation, hydroelectric-power, education and health, The planners believed
that the previous investmenitg would contribute more Yo productivity during
the plen period because they would be entering the production stage by thems
Second, prior to the First Plan there was also a considerable amount of idle

dapacilty in some impoxrtant branches of industrys For instance there was

(1) Fl

€= &
S = @keg
8 = 206 X 7

I

18,2 per cent of GNP

The rarginal or ICOR for the whole economy is the value of the
addition to capital (net investment) divided by the addition to income
(net national income), This concept which emerged with the Harrod-Domar
model i1s now widely used in many development programmes as a tool to det=
ermine the total capital requirements to achieve s certain rate of growth

of income, :



remarkable unutilized capacity in the machinery, textile, sugar and cemert
industries and particularly those operated by tihe State Economic Enterprises.,
In textile and machinery industries, only 30 percent and 35 percent of the
existing capacities were utiliged, In addition to these there was also a
notable idle capacity in tramsportation. Third, in the First Plan, it was
believed, the capital-mix would be given a significantly different composition
than it was in the last decade. * The plamners hoped that a reduction in
housing construction and infrasiructure investments with high capital-output
ratios would be achieved during the implementation of the First Plan. Finally,
it was felt that better techniques and management, and organization would have

(1)

a considerable effect on the capital-output ratio .

During 1950-1960 period the average investment level represented 13 percent
of GNP with domestic finance reaching 10.6 percent and foreign capital 2.4
percent of GNP. Prior to the First Plan, during 1957-61 period the total
investment reached the level of 14,8 percent of GNP, domestic savings and

foreign capital representing 12.8 percent and 2 percent respectively.

As Table 11 indicates, the f&rst Plan required a substantial increase in the
total capital requiremehts for financing development. Accordingly, the
share of total investment in the GNP was expected to increase from 16.3 per
cent in 1962 to 19.4 percent at the end of the plan period. This implied
that, on average, 18.3 percenl of GNP was devoted to capital formation.
Domestic and foreign saviungs, on the other hand, were to constitute 14.8 per

cent and 3.5 percent of GNP respectively.

Against the increase in the investment target the ratio of domestic savings
to income was expected to rise from 12.9 percent to 16.5 percent over the
five year period. In other words, domestic savings rose to 12.2 billion

T. Liras in 1967 as compared to 7.3 billion T, Liras in 1963.

(1) For these details see Y. Kucul, The Macro-Model of the Plan,
in Plamming in Turkey, Middle-DBastern Techuical University
Publications, Ankara, June, 1967, pp.85, 86; XK. Bulutoglu,
Financing Turkey's Development ¥Plan in Planning in Turkey,
Ibid, pp.182, 183, 184; also, see First live~Year Plan,

1963-1967, op.cit., p.126. )
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TABLE 12 - Expenditure Targets of the First Five-
Year Plan 1963%-67 Billion TL. (1961 prices)

Current Public Current  Total
Private Private public  Invest- Account Invest-
Years GNP Consumptién Investment Expenditure ment Deficit ment

1962 52,7 = 38,6 + 3.5 + 7.6 + 541 - 2,1 8.6
1963 56,4 40.5 3.8 8.6 5.8 2.3 9.6
1964 60,3 43,0 4,2 9.0 6.6 2.5 10,8
1965 64,5 45,4 4,7 9.5 7.1 2.2 11.8
1966 69.0 47,6 503 10.5 7.8 2.2 13.1
1967 73,9 50.2 5.9 11.5 8.4 2.1 14.3
Total376.8 26503 27,4 40,8 8.2

Source: First Five~Year Development Plan, 1963-67, p.l1l08;
also Tables 49 and 50, p.l1l16.

TABLE 1% ~ Investments, Domestic and External Savings
as Percentasge of GNP

Years Investments Domestic External

Savings Savings
1957 13.1 : 12,4 _ 0.7
1958 13,9 13.1 0.8
1959 15,7 12.6 3,1
1960 15.9 13.5 2.4
1961 15.2 l2.4 2.8
1962 16.3 12.3 4.0
1963 17,0 12.9 4,1
1964 17,9 13,8 4.1
1965 18.3 14,9 ¢4
1966 193 15.8 342
) 1967 19.4 - 1646 2,8

Source: It is computed from Table 10
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The prospects of sugmenting domestic savings was related to
the increase expected in per capita income and to the possibilities
of restraining the increése in consumption out of additional incomes,
The realisation of domestic savings targets would give us a marginal
savings-income ratic of 26,5 per cent (l), a ratio that was much greater
than the rate achieved in the rast, The marginal domestic savings in
the period 1957-60 was calculated to be 16,5 per cent,

Private consumption, as a result, was anticipated to decline

considerab}y\during the plan period,(a drop from 71.8 per cent to 67.9

24 ~ paragraph 2, should read:

Private consumption, as a result, was anticipated to decline
relatively during the plan period (a drop from 71.8% to
67.9% of GNP)

providing incentives for private savings in order to absorb the increases
in disposable private incomes.

TABLE 12 ~ A verage and Marginal Domestic Savings,

1962-1967 Billion TL (1961 prices)
Current Average  Marginal
Tetal Account Domestic  Savings  Savings
Years GNP Investment Deficit Savings S/GNP AS/AGRP
1.962 52,7 8.6 - 2,1 605 1004 -
1963 5644 946 203 7.3 12.9 21,6
1964 60.3 10.8 2.5 8.3 13,7 25.6
1965 64.5 11.8 2,2 9.6 14,8 30.9
1966 69.0 13,1 2.2 10,9 15.7 28,0
1967 7309 : 14-‘03 201 12.2 1605 26.5
Average Marginal Domestic Savings .... 2605

“Note: I have arranged this Table from the figures given in Table 10

(or FFYP, p.108 Table 50).

Domestic savings are calcuwlated by deducting current account
deficit from total investments given for each year.

Marginal domestic savings is the ratio between the increment in
demestic savings and the increment in the GNP, Averapge marginal
propensity to save can be found as 26.5. This implies that every
100 T.lLiras increase in the GUP will induce a saving of 26.5 T.Liras.

Lo

(1) TFor the calculation of the marginal propensity to save, see Table 1.2,
See FFYP, p.l08, Table 50 .
See OBECD, Turkey, May 1963 and 1966, p.15; also FFYP, p.435




FATRAL VA cEi RAE R o olO

R Y 0 € PR Ty BN

N b
d
k1Y P

{\-?

e TOTAL
5 Z" I ELLT SERT
!.:,? 4 ./:
. /

oy
45 o

/{v
i;’ = e
A
1 ,f/ 3
R S ;\é‘ DoMES TG
e ’ SRada
/
o Y i f%
; S f 7
" ] N .
; N
? N 4 -

pr
3

%
l».‘».. T T 1 b 1 ) ¥ ¥ + 8 t v

Flaure 1 - TnvestmenT COEFFICIENT AND DOMESTIC SAVING

-

AS PERCENTAGE OF GRS NATICNAL PRODWCT .

Ay Ka 5 At S ) ‘ [ Cn R
12 et 18 Lo PRSI i‘;a.“ i, . A 'jiz.%.? TS \/E}'\IQS



26,

For the realization of the First Plan targets a substantial
amount of foreign capital was needed. Foreign capital requirements
were to be provided by the OECD Consortium established in 1963,

The deficit to be financed from external socurces during the
plan period, amounted to 1,398 million (or 13.4 billion T.Liras), This
implies a foreign capital requirement of £280 million per annum,
However, if "net error and omission" item of S35 million is included,
annual foreign-exchange requirements would increase by another 175 million.
Consequently, the total foreign capital outlay was expected to reach
£1,573 million (or an annual average of £315 million) (1).

The amount of foreign capital required was computed as a
residual item. TFirst, private savings and their possible growth during
the five years period were calculated under the assumpbion of a 7 per cent
rate of growth of GNP, Alsc, public savings which could bé obtained
through the government were computed. TFinally, total investment
requirements which were not.covered by domestic savings represented the

share of the foreign capital needed to finance the plan.(2>

. As can be seen from Table 11, external savings which stood
as 4,0 per cent of GNP ipm 1962 were expected to decline considerably ,
to 2.8 by 1967, This indicates that the First Plan relied heavily

on domestic savings rather than external savings during its implementation,

d) The Pattern of Investment Allocation

The composition of investment may help us to see the plan
strategy adopted for the first five years of the Development Programme.,

As we noted earlier, total investments (public and private) required to

(1)

Total foreign aid requirements were expected to decline from Z349
million in 1963 to B270 million at the end of +the plan period. See
FFYP, p.467, Table 374; also H., Getin, Foreign Economic Relations in
the Plan, in Planning in Turkey, p.242

(2) o - (1-5)/Y , FC = 3.5/ Y = 100
FC = [T. oA~ (Sl + Sz)j,/Y FC = 3.5/100 8, = private saving
= (7 x 2.6 - 14.7)/Y S, = government saving
X = ICOR
r = rate of growth
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attain an average rate of growth of 7 per cent per annum were estimated
to amount to 59.6 billion T.Liras.

The largest proportion of total investment funds were allocated
in order ¢f magnitude to housing, agriculture, manufacturing, transport
and communications, the last being devoted to energy, education and other
services (See Table 13).

The largest proportion of total capital was devoted to housing
which constituted 20.3 per cent of the total (amounting to 12.1 billion
T. Liras). In fact two-thirds of this investment was to be undertaken
by the privéte sector., The dominance of this sector in the overall
investment programme was the main worry of the planners and reduction of
it by certain policy measures were to be introduced in order to change

the composition of investment in favour of productive sectors.

Qut of the total capital outlay, 10,5 billion TL.(l) was
allocated to agriculture which is the predominant sector in the eCconomy.
Agricultural investment represented 17 per cent of the total., The reason
for giving such importance to agriculture was a basic reflection of the
plan strategy which emphasized the duel importance of agriculture and
industry.

The agricultural sector was to maintain a rate of Browth of
4,7 per cent (z)per annum in order to meet the growing industrial demand Tor
raw materials (i.e., food and agricultural products processing industries);
to expand exports and to absorb more of the unemployed labour force. In
other words, a 26 per cent rise was contemplated in the total agricultural
output and this was believed to be achieved by an efficient allocation of
investments, Given the fact that the limit of cultivable land wes reached

by 1959 the most effiective instrument was to shift from extensive farming

(l)In fact investments in agriculture smounted to 11,3 billion T.Liras,
if non-monetized contribution of farmers was included. This latter
was estimated to reach 725 million TU during the plan period.
Total agricultural investments were planned to rise from 1,275 million L
in 1963 to 3,065 million TL at the end of the plan period. See QECD
First Five-Year Plan 1963-67., Consortium for Turkey, July 1963, p.47.

(2) Annual rate of growth in agriculture was 4.1 per cent during the
period 1952-59. FFYP, op. cit., p.148
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attain an average rate of growth of 7 per cent per annum were estimated
to amount to 59.6 billion T.Liras.

The largest proportion of total investment funds were allocated
in order 68 magnitude to housing, agriculture, manufacturing, transport
and communications, the last being devoted to energy, education and other
services (See Table 13).

The largest proportion of total capital was devoted to housing
which constituted 20.3 per cent of the total (amounting to 12.1 billion
T. Liras). In fact two-thirds of this investment was to be wndertaken
by the privéte sector. The dominance of this sector in the overall
investment programme was the main worry of the planners and reduction of
it by certain policy measures were to be introduced in order to change

the composition of investment in favour of productive sectors.

Out of the total capital outlay, 10,5 billion TL.(l) was
allocated to agriculture which is the predominant sector in the economy.
Agricultural investment represented 17 per cent of the total,  The reason
for giving such importance to agriculture was a basic reflection of the
plan strategy which emphasized the duel importance of agriculture and
industry.

The agricultural sector was to maintain a rate of growth of
4.7 per cent Z)per annunm in order to meet the growing industrial demand for
raw materials (i.e. food and agricultural products processing industries);
to expand exports and to absorb more of the wemployed labour force. In
other words, a 26 per cent rise was contemplated in the total agricultural
output and this was believed to be achleved by an efficient allocation of
investments, Given the fact that the limit of cultivable land was reached

by 1959 the most effietive instrument was to shift from extensive farming

(1)

In fact investments in agriculture smounted to 11.3 billien T.Liras,
if non-monetized contribution of farmers was included. This latter
was estimated to reach 725 million 1L during the plan period.
Total agricultural investments were planned to rise from 1,275 million TL
in 1963 to 3,065 million TL at the end of the plan period. See OECD
First Five-Year Plan 1963~67, Consortium for Turkey, July 1963, p.47.

(2)

Annual rate of growth in agriculture was 4.1 per cent during the
period 1952-59. F¥YP, op. cit., p.l48
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TABLE 13 GROSS INVESTMENTS 1963 - 1967
Sectors Mill;on ?L As percentage of ?otal
at 1961 prices Gross Investmehis

Agriculture - 10,548, 4 17.7
Mining and Quarrying 34233,0 5ed
Manufascturing 10,08%9.2 16,9
Energy 5,134.0 8,6
Transport and Communications 84159.4 13,7
Services 3,965.,9 6.6
Housing 12,116.0 20.3
Education 4,227.0 7el
Health 1,346.9 2.3
Tourism 827.0 1.4

Total 59,646.8 100,0

Source: FFYP, 1963-~1967, SPO, Ankara 1963, p.l2l



29.

into intensive farming technique, To this end the First Plan distributed
the Agricultural investment in the following manner: out of total
agricultural capital oubtlay 45.3 per cent was devoted to irrigation works
followed by 15.0 per cent in trectors and farm éguipment; 6.1 per cent

in land improvement; 8.8 per cent in forestry; 4.2 per cent in animsl
husbandry; 2.6 per cent in fisheries and the remaining 18 per cent in

(1)

other agricultural branches.

As can be seen, the first priovity was given to projects aiming
at constructing and expanding irrigation schemes, Investment devoted
to irrigation projects amounted to 5.4 billion TL. in the first

five year period (an increase from 361 million TL. to 1,624 billion TL.)

Investment in irrigation projects was regarded to be of vital
importance for agricultural prcduction in the Flan period as well as in
the future, It was estimated that such capital intensive projects would
put an additional. area of 515,000 hectares under irrigation and also ime

prove the existing irrigation scheme, 2)

Most of the increase in planned agricultural output is to come
from vertical expansion rather than horizontal expansion since the latter
had already reached its limits.(B) It wag for this reason that utmost
importance was given to irrigation and drainage projects, fertilizer
schemes and other complementary projects (complementary investments in

canal distribution systems and farm irrigation works).

The second priority in agriculture was given to tractors and farm
eqpipmenf which was estimated to receive 15 per cent of total investments
(total of 1,690 mill. TL). The aim was here to increase the number of
tractors to 48.000 by 1967, Land improvement projects ranked third in

the scele of priorities, receiving 684 million TL. in the five year period.

(1) See the FFYP 1963-67, SP0O, Ankera, 1963, p.145, Table 59

(2) The total area under irrigation before the plan was estimated
to be 1,115,000 hectares, Over the plan period (1963=67) an add=
itional area of 515,000 hectares were to be irrigated,

(3) oh- Tact Turkey reached the limit of cultivable land in 1963 yhere
it amounted to 25.3 mill. hectares. The cultivable land in 1967 was
expected to increase to 25.4 million hectares, See FFYP op. cite,
pelb4, Table 65, Therefore the Flan stated that the problem in
turkey was how to decrease the amount of land under cultivation, to
control eresion and to arrive at a balanced pattern of land use.
FFYP, 1963-67, p.l53.
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This group includes projects on improvement of pastures, prevention

of erosion, reclamation and drainage of marshes and swamps.(l)

The rest of capital investment included projects on agricultural
extension and training services and forestry products, The investnent
on a r;cultural training and extension was plammed to amount to 409 million
2
TL.

An important netiwe of investments in agricultural is that 67.3
per cent of total would be undertaken by the public sector while the
remaining 32.7 cer cent would be by the private sector. This large
share of public investment was due to irrigation projects which are to
be undertaken by the government because they are of a social overhead

. large (3)
nature which requires/capital outlay.

The third major allocation of total capital investment was made by the

manufacturing industry totalling 10.0 billion T.Liras. This outlay, on
average, represented almost 17 per cent of the total investment needed
by the Plan. |

As was pointed out earlier, Turkey had assigned an important role
to the manufacturing industry during the first plan period. Manufacturing
which actounted for almost 13 per cent of GNP in 1962 was expected to grow

/ =
sharply, represtnting 17.7 per cent of GNP by the end of the first plan.\4)

Within the manufacturing industry, a particular emphasis was
placed upon heavy industry both in terms of its share in total manufacturing
output and in total manufacturing investments, The share of heavy industry
in total value added was expected to rise from 38 per cent to 50 per cent
over the five years. Cn the other hand the share of light industry was
projected to decline from 62 per cent to 50 per cent of value added in the
same period. (See Table 4)

(1) FrYP, 1963-67, p.145

(2) Ibid., p.146

(3) Irrigation projects took the largest proportion of foreign exchange
requirements with 30.1 per cent during the plan period followed by

tractors and equipment (22,5 per cent), forestry (7.5 per cent) and
fisheries (5.8 per cent), FFYP, pp.L46-7

(4) See TFYP 196357, p. 185 | Table %5 .
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With the emphasis put on the heavy industry the plan
correspondingly allocated 8l per cent of total manufacturing capital
outlay to heavy industry while the remaining 19 per cent went to light
industry, (1) This was an expression of a deliberate shift in the plan

strategy as far as industrialization is concerned,

Heavy industry, which requires large plants and techniques,
is not so common in Turkey; therefore the first plan relied more on the
role of foreign enterprise for introducing know-how and also on the SEE
which cculd undertake large scale industrial units.

As can be seen from Table 14 end Chart 2, the time pattern of
manufacturing investments appears to be strange. On the one hand, the
manufacturing output in GNP was expected to rise from 12.8 per cent to
18 per cent over the plan pericd and on the other hand the share of
manufacturing invesitment in total was to decline sharply throughout the

plan period (a decline from 23 per cent to 1L per cent) .

Both.in terms of absolute and percentage share manufacturing
investuent was projected to be very high in the first three years where
annval investment constituted 23 per cent, 21.8 per cent and 18.9 per cent
respectively. This pattern of allocation can be explained by the large 4
investments required for EREGLI Steel and Iron Plants which were scheduled

for the first three years.(z)

In more detail, the distribution of manufacturing investments
was as followss

Food, Weverages and tobacco which in 1962 accounted for L/}
of manufacturing value added received 10 per cent; textiles and clothing
which generate another 1/3 of manufacturing output was to receive 9 per
cent of manufacturing investments., Basic metals which amounted to 9
per cent of manufacturing output received 21 per cent; chemicals which
represented 5.5 per cent of manufacturing output were planned to take 27

per cent of manufacturing capital outlay. The remaining 33 per cent of

(1) Ses OECD First Five-Year Plan, 1963-67. By an expert group for the
OECD. C:onsortiums for Turkey, July 1963, p.&4. Light industry includes
food, beverages, tobacco, textiles and clothing. Heavy industry
comprises in order of magnitude, chemicals, basic metals, machinery,
paper, transport cquipment, rubber and other industries, Ibid, p.64

(2) ¥FYP, 1963-67, pp.120-121
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the total manufacturing investment was allocated to machinery,

paper, rubber, transport equipment and otherso(l)

Investments in.textiles and the clothing industry in the
plan period were to be directed towards modernization, replacement
and balancing of existing productive facilities as well as to additions
to the already esteblished capaéity. It was thought by the SPO that
tnese investments would ensure better utilisation of preduction capacity

and by reducing costs would have greater export possibilities.

It is a known fact in Turkey that private entreprencurs are
usually investing in the traditional light scale industries such as
clothing and textiles rather than large-scale heavy industries. This
attitude of the private firms is conditioned by the specific requirements
of heavy industry which calls for greater plants, more capital and
umfamiliar expertise, Thus diversion of private investments from light
into heavy industry was to be encouraged by certain policy measures such
as warning entrepreneurs in light industry of over-capacity, refusing them
special investment allowances and import licences for their machinery and

. 2
equipment,

Next in order of magnitude comes investments made in transport

and communications snd energy which constitute sccial overhead sectors.

Both sectors during the plan period received 8.1 billion TL.(S)and

5.1 biilion TL, respectively (see Table 14). The percentage share of
investments in transport and communication constituted 13,7 per cent,(4)

of total investment outlay of the plan while energy only constituted 8.6
per cent of the total, Both taken together represented 22 per cent of the
total.

BO per cent of the total capital outlay in transport was devoted
to highways by which the aim was to connect large towns and also to build

rurgl roads. The remainder was allotted 30 per cent to railways and

(1) 7FrYP, 1963=67 op. cit., p.186

(2) OECD, Turkish FFYP. An.expert group for OECD consortium for Turkey,
July, 1963. $§,88-%0).

(3) Out of this amount 3.5 billion TL. was allocated to communication systems,

FFYP

(4) In the first half of the 1950's Turkey devoted about 24 per cent of totsl

investments to transport end communications
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10 per cent to seaports and airports, (2.8 billion TL., L.3 billion TL.
and 411 million TL. respectively?.(l)

The capital expenditure in the energy sector was projected for
the construction of hydro-electric power and thermal stations, the expansion
o8 existing generating capacity and for the extension of the distribution
network to supply power tb towns and villages with no electricity. The
investment in energy during the plan period was expected to reach 5.0
billion P.Liras which was to be divided about half and half between power

. plants and transmission distribution systems.

As far as education was concerned, investment projects aimed
at achieving a rise in the general level of education and the supply of
skilled manpower for economic and social development of the countfy.
The level of capital investment allotted to this sector during the plan
period stood at 4.2 billion TL. representing 7,1 per cent of the total
investments of the plan.

In mining which includes petroleum extraction and refining there
was an allocation of 3.2 billion TL in order to meet the production target
that was to be doubled over the plan pericd. In other words the mining
industry that accounts for 3.2 per cent of the GNP was assigned b.4 per
cent of total overall investments.

Investments in health projects had aimed at improving health

conditions and ensuring a more efficient use of resources, The investments

in this sector constituted 2.3 per cent of the gross total investment amounting

to 1.3 billion T,Liras during the five year period,

Mnally the least amount of investment out of the total was
devoted to tourism which was planned to receive 827 million TL., which
represented 1.4 per cent of the total (an increase of 33% over the plan
period.) This considerable increase in tourism investment was owing to

the fact that tourism was expected to be the fastest growing sector in the

(1) OECD, Turkish FFYP 196367, op. cit., p.89
(2) The main hydro-plants included in the first plan are the

Keban Hydro-dam and Ciceroz which are completed now,
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TABLE 14 <~ Gross Investments 19631967
(million TL. at 1961 prices)

1963 1964 1965 1966 1967 Total

Agriculture 1,213.2 1,712,2 2,182.0 2,590.0 2,851.0 10,548,4
Mining and

quarrying 457.8 735.2 794,6 809,9 435,5 3,233,0
lenufecturing  2,166.3  2,359.9 2,276,9 1,726.4 1,559,7 10,089.2
&nergy 70644 850.0 1,057.9 1,233.5 1,286,2 5,134.0

Transport and
Communications 1,298,0 1,355.9 1,482.3 1,851.9 2,171.3 8,159.4

Services 581.0 426,1  637.0 1,030.0 1,291.8 3,965.9
ousing 2,085.0 2,229.0 2,390.0 2,594.0 2,818.0 12,116.0
Education 660.0  783,0  795.0  836.,0 1,153.0 4,227.0
Health 200,5 230.1  278,2  320.2  317.9 1,346.9
Pourism 145.5 148,2  164,7  175.6  193.0  827.0
Total 9,513.7 10,829,6 12,058,6 13,167.5 14,077.4 59,646.8

Source: FIRST Five Year Development Plan, 1963~67 SPO, Ankara,
1963, p.l2l



economy providing the greatest improvement in the balance of payments.

350

Sdetor Investment in Relation to Total

(1)

computed from Table L&

TABLE 195

Annual Inves*ments (as percentages)

1963 1964 1965 1966 1967 Total
Agriculture 12,8 15.8 18,1 19,7 2042 17,7
Mining and
quarrying 4,8 6.8 6.6 6,1 3.1 5.4

-|flanufacturing 22,8 21.8 18.9 13.1 11.1 16.9

Energy‘ 7.4 7.9 808 90'_4 901 8.6
Transport and i
Communications 13,7 12,5 12,3 14,1 15,4 13,7
Services 6.1 - 3.9 5.3 749 9.2 6.6
Housing 21l.9 20.6 19.8 19,7 20.0 2043
Education 6.9 7,2 6.6 6.4 8.2 7.1
Health 2.1 2.1 2.3 2.4 2,3 2.3
TOU.l"ism 1:5 104‘ 103 103 1.4‘ 1.4

100.0 100.0 100.0 100.0 100.0 100.0

SOUI‘G@: FFYDP, 1963"19670 Opo Cit. 9 p.la}. It iS

(1) The actual number of visitors in 1966 reached the level of 440,000

and this number was expected to increase by 50 per cent at the end of

the plan period, reaching the level of 620,00€.

Accordingly tourism

revenue in 1967 was expected to reach £48 million, that is 6 times
the level in 1962,

See, OECD, Turkish FFYP, 1963-67, op. cite., Pe96
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CHAPTER 2

APPRATSAL OF THE FIRST FIVE-YEAR PLAN (1963-67)

(s)  INTRODUCTICN

The first five;year plan will be examined here in relation
to the size of investment and the determination of the rate of growth;
to the composition of overall investment and its distribution between
public and private sectors. Second, the investment programme will
be appraised in the light of different classification systems which are
widely used in less developed countries, The investment strategy endorsed
by the plan will also be compared to the strategy adopted in other countries,
Third, the planning methodology that was adopted during the formulation of
the plan will be critically appraised. This includes macro-model and
sectoral programming stages. (The project stage which includes economic
evaluation of projects will be the subject-matter of part III, of this
thesis). Finally, the implementation results of the first five-year
"plan will be exposed in order to see what lessons could be drawn from

it for further planning process in Turkey.

(). DHE_SIZH QFITHE PLAN

As T have pointed out earlier, total investments required by
the first plan reached 59,7 bidlion Th. out of which 35.8 billion TL.
ware to be invested by the public sector, For achieving an annual
growth rate of 7 per cent the first plan devoted 18.3 per cent of GNP

to investments.

During 1950-~60 period gross investment represented 137 per ceat
of GNP, gross domestic savings being 10.6 per cent and external resources
" 2,4 per cent, Later in period 1957-61 total capital requirements rose
to 14.8 per cent of GNP, domestic savings and foreign sources constitut-

ing 12.8 per cent and 2 per cent respectively. (See Chapter 1),

It follows that the first plan brought & considersble increase
in total capital requirements (almost 4 per cent higher) in order to attain
a 7 per cent growth rate, The above figures do not mean that Turkey had
reached its maximum capacity of providing financial resources through
domestic savings. As we noticed in Chapter 1, the marginal rate of
saving was computed to be 26.5 per cent. Though this rate was quite a
bit higher than the previous period (1957-61) Turkey coﬁld have achieved

a much higher domestic savings/GNP ratio as well as marginal rate of
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(1)

does not appear very ambitious. For instance Pakistan's third

saving. However, as compared with other countries, this rate
five-year plan (1965-70) aimed at a marginal rate of saving of about
27 per cent, '

Domestic savings which constituted 14.8 per cent of GNP should
have been put at least at 16 per cent of GNP so that,together with 3.5
per cent foreign savings,total investment represented 20 per cent of
GNP. The ratic of gross investment to GNP may at first look quite
a reasonable target compared with other countries. But in my thinking
the problem of raising the average investment/GNP ratio should be
decided within the context of ecach individual countfiy's taxation poten-
tiality. Accordingly in Turkey, had the propoesed fiscal reforms been
accepted during the formulgtion of the plan, total investment could have
reached 20 per cent of Gross National Product. As a matter of fact
during the discussion of the plan some members of the SPO insisted that
the target rate of growth be raised to 8 per cent instead of the present
7 per cents If the former rate was chosen, the total investment of the

plan would have come to 20 per cent. 3

Estimation of total investments was proceeded gt two levels
of approximation. At macro-level, .the experience regarding the overall
capital-output ratio in the 1950-1960 decade was evaluated. According to
a preliminary evaluation, gross capital/output ratio turned out to be
2,62 1,

Tentatively, total capital requirements were calculated on the
basis of this gross capitael/output ratio to obtain the required rates of

growth in national income.

(1) There are reasons to believe that Turkey with the introduction of
more radical fiscal and taxation reforms could have achieved a
higher average domestic savings or/and higher marginal rate of
saving.

(2) See, Mahbub Ul Hag, Problems of formulating a Development Strategy
in Pakistan, OHECD, Development Flans and Programmes, 1964, p.1ll6.

(3) From simple Harrod-Domar Growth model this can be clearly ssen:
- O
&= ¢
S
8= 2%

20.8 per cent of GNP
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There is some evidence to show that the SPO was forced to
refrain from a choice of a more ambitious rate of growth because of the
conflict that arose between themselves and particulariy Ministry of
Finance, In actual fact the conflict was so serious that some eminent

members of the SPO had to resigh freom their departmentse.

One may ask:was a 7 per cent rate of growth a feasible choice?
The answer can be "no" for the following reasons:

i) During the period 1950-62 average annual rate of growth had
reached the -level of 5.3 per cent, and some years annual rate exceeded
even 6 per cent.(z Without a systematic treatment of fiscal and monetary
policies and without substantial commitment from aid-giving agencies
a 6 per cent rate of growth was surpassed; this implies that the target

rate of growth of 7 per cent was an attainable rate with Llittle effort,

ii) Second, ccmpared with other countries, a 7 per cent growth rate
does not appear to be high enough if we cénsider the popuvletion rate of
growth which is almost 3 per cent per annum, This obvicusly would lcave
a 4 per cent growth rate which was accepted as a minimum rate by QECD
for less developed countries for the 1960~1970 period, (Development
decade) . Turkey then seemed to have aimed at achieving only a minimum
target rate of growbh that was specified for developing countries.

iii) Third, to determine the rate of growth on the basis of the
past performaence only cannot be a plausible method. For, if the total
investment resowrces in 1950-60 period were allocated on more rational
investment criteria a growth rate higher than 6~7 per cent could have
been easily atbaineds. The argument in the period 1950-60, as shall
be seen below, had centred around the social overhead capital-first 3)
thegis which proved to be a futile one as was supported by the experiences
in many developing countries. Heavy investment in social overhead capital

ya
supported by deficit financing had resuvlted in a very low rate of growth(‘)

(1) See J.Tinbergen, Methodologicel background of the Plan in Plapning
in Turkey, METU Public, No.9, Ankara, 1967, p.77

(2) In years 1955, 1956 and 1957 the annual rate of growth was 7.4
per cent, 6,8 per cent and 6.3 per cent respectively., TFrom figures
in FFYP 1963%-67, p.l4-108

(3) Utilized capacity of highways and railways Was 63 per cent and 20
per cent respectively. Also there was a substantial idle capacity
in Energy.

(4) Average rate of growth was 3.2 pe¥ cent for period 1954-58 and
3.3 per cent for period 1959-62, Computed from the TFYP, 1963-67,
Pp.14, 108. ' .
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(3 per cent) in the second half of the 1950's;  that was a manifestation

of the failure of the S0C~-first" argument.

The pattern of allocation by then was an indication of the waste
of resources due to unpianned and inccnsistent allocation of investment.
Those resources would have obtained a higher rate of growth if they were

“directed toward productive sectors such as agriculture, and manufacturing
industry.

iv) Finally, as will be seen in the last section, the actual
rate of growth over the first 4 years of the plan implementation reached
6.4 per cent which indicates that the 7 per cent rate of growth could be

easily maintained.

(¢) COMPOSITION OF THE INVESTMENT PROGRAMNE

At the outset it may be useful to distinguish the respective
roles given in the First Plan to public amd private sectors, The types
of activity that were planned to fall within the domain of public sector
can be useful for providing a framework for public project evaluation
in Part III,

We have pointed out elsewhepe that the public sector was
to undertake about 60 per cent of the total size of the investment
programme, As can be seen from Table 1, public sector investments were
expected to reach 35.7 billion ThL. over five-years as compared with

private sector's 23,9 biilion TL.

The reason for a strong government predominance in the sphere
of development can be explained as follows: +the urgent need for ensuring
structural changes in the economy, with respect to GNP, labour-force,
foreign trade and commodity to be supplied made it essential for the govern-
ment to become directly involved in the economic development process by

putting the economy largely in the hands of the public sector.

The long-term goal in Turkey like in most defeloping comtries
was, of course, & large share for the nanufacturing industry in the Gross
National Product. A change in the structure of the economy could be
possible only by developing the manufacturing sector, The present
geconomic structure characterised by a large proportion of the total
working force in primary production is somevhat unbalanced and should

be cured by an all-~cult drive for manufacturing industry. The govermment
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wanted to intensify its participation in large~scale industries by its
State Economic Enterprises (SEE). These industries include steel-irom,

machinery and equipment, chemicals, paper and rubber.

Second, the expansion of agricultural output stopped sharply
by the end of 1956 when the limit of cultivable land was reached.
Agriculture which was originally dependent on extensive farming and
weather conditions was suffering from a large surplus of labour force

which egexted a serious pressure on peasant agriculture.

TABLE 1 - Plan Investment Projections for Public
and Private Sectors - 1963-1967

PRIVATE PURLIC TOTAL
YEARS Billion % Billion %  Billion %
TL. of GNP TL. of GNP L. of GNP
1963 3.8 6.7 5.8 10.3 9.6 17.0
1964 4,2 7.0 6.6. 10.9 10,8 17.9
1965 4,7 7.3 7.1 1.0  11.8 18.3
1966 B3 7.7 7.8 11,3 13,1 19.0
1967 5.9 8.0 8.4 11,4 14,3 19.4
TOTAL 23,9 35.7 59.6
Average Annual
Increase 11.0 10,6 10.7
As percentage of
total Investments 40.0 60.0 100.0

Source: The First Five-~Year Plan 1963-67, p.108

It was due to this background thet the government laid
considerable emphasis on manufacturing industry, for the latter could -
offer, in the long run, larger employment opportunities, In fact,
according to plan projection employment in industry was to grow by 32

per cent as compared to 5.6 per cent in agriculture.

(1) At the beginning of the plan era, there was over 1 million unemployed
in agriculture,

(2) See First Five-Year Plan 1963-67, SP0O, Ankara, 1963, p.400.
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Third, there was a chronic strain developed on the balance
of payments via relative stagnation of the export demand for primary
products on which Turkey's foreign trade positiom: depends. The
government felt that import substitution industries which..are by nature
capital-intensive but pressure-reducing on the balance of payments in
the long-run should be initiated. These industries were needed to feed
other gectors of the economy and also lessen the dependence of the country

on the imported capital goods,.

Finally, the government was eager to improve technical skill
and know-how which the private sector was not able to introduce becausse
proper knowledge of markets and technology is both costly and difficult
to obtain, and a lack of knowledge would hinder the establishment of
otherwise profitable industries, The difference between the private
entrepreneur and the planners who act for the government is one of
time, This is the time between each of them becoming aware of new

opportunities.

In conclusion the government took the responsibility of raising
the productive capacity of the economy as well as the social overhead

capital investment required for the former,

As can be seen from Tables 2 and 3, total public expenditure
(current and capital expenditure) during the plan period amounted to
100.03 billion Th. Current expenditure and capital expenditure
budgets received 59,2 billion TL end 40.7 billion TL. respectively.
Total public expenditure in the plan was projected to rise from 24,7
per cent of GNP in 1962 to 27.4 per cent in 1967 (a 10 per cent increase).

Accordingly, public capital expenditure constituted 39 per cent
of the total public expenditure at the beginning of the plan and 41.4
per cent at the end of the plan - an increase of 6.2 per cent over the
plan period. Public current expenditure,on the other hand, was projected

to decline frem 61 per cent to 58.6 per cent in the same period,

It must be noted that, though the rise in capital expenditure
was encouraging, it was far from being satisfactory for achieving the
plan cbjectives. It is evident that a 6.2 per cent increase in public
capltal expenditure was very insignificant and recurrent expenditure
(i.e. defence and general administration) could have been squeezed much

further than it was already in the First Plan.
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TABLE 2 PUBLIC EXPENDITURE TARGETS 1963-67
Billion TL (1961 prices)
Current (1) Investment Total publie
Year Expenditure Expenditure Expenditure
1962 7.96 5.08 13,04
1963 9.07 5.80 14,87
1964 935 6.60 15.95
1965 10.01 7.10 17.13
1966 11.00 7.80 18.80
1967 11.90 8.40 20,30
Total 59.29 40,78 100,03
Source: FFYP, 1963~67, p.1l2
TABLE 3 PUBLIC EXPENDITURE AS PERCENTAGE OF GNP
Year Current Investment Total public
Ixpenditure Expenditure Expenditure
1962 15.10 9.64 24,74
1963 16,08 10.28 26,36
1964 15,50 10.94 26.45
1965 15,52 1i.01 26.53
1966 15.94 11.30 27.25
1967 16,10 11,37 27 .47
Source: FFYP, 1963-67, p.ll2
TABLE 4 CURRENT AND INVESTMENT FXPENDITURE AS
PERCENTAGE COF TOTAL PUBLIC EXPENDITURE:
196367
Current Investment
Year Expenditure Ixpenditure Total
1962 61,0 39,0 100
1963 60,9 39.1 100
1964 58.6 41.4 100
1965 58.5 4l.5 10¢
1966 5845 41.5 10C
1967 58.6 41,4 100
Source: Computed from Table 52, FFYP, p,ll2

(1) Current expenditure includes develcpment, domestic debt repayment and
interest (on internal and external debts) and local administration.
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The plan gives a broad indication of what is expected from the
government investment, To quote from the plan: "If the private sector
does not invest in a field which is regarded as necessary in the plan,
and this situation creates significant bottlenecks in the ecomomy, the
state or public enterprises will readjust their investment programmes

. . . 1
to assure the realisation of the necessary investments™

But all this does not mean that the private sector was to
play a less imporbant role; on the contrary, private investments were
expected to rise from 6-7 per cent of GNP to 8 per cent of the GNP
over the same'plan period.(Z)é This indicates a notable increase in the
volume of private investments, In absolute terms, the private investments
were planned to rise from 3.8 billion TL. to 5.9 billion TL. in thes plan
period (see Table 1). This is an underestimation as will be seen in
Section (e). This projection implies that there would be an increase
of 55 per cent in the total privgte investments,. It can be concluded
that the plan in fact had expected an equal performance from the private
sector g§§pite the fact that the plan cannot be bhinding for the private

gector,

The distribution of investments by investment activities in public
and private sectors is not given by the‘plan and the only availsble table
was the one provided by the CECH in the “Turkish.First Five~Year Plan,
1963=67, Report by an Expert Group for the OECD Consortium for Turkey" (4)
Table 5 indicates that the largest proportion of the public investment was
devoted to indstry(including manufacfuring, mining and energy) with 29.6
per cent followed by agriculture with 20.9 per cent; by transport and
communications with 18,2 per cent; and the remaining 3%1.3 per cent was

devoted to education, health housing and other services,

(1) The First Five-Year Plan, 1963=67, p.55.
2) Ibid., pp.l09~110
?

(3) According to the plan the government was to take certain measures to
encourage the private sector, i,e. by establishing envircnmental
conditions, protection from foreign competition, encouraging investments
by financial and fiscal policies, The government was also to provide
equality between private and public sectors in respect of price policy,
foreign exchange and capital, See The TFirst Five-Year Flan, 1963%-67
SPO, Ankara, 1963, pp. 56, 109. _

(4) OECD, Turlish First Five~Year Plan, 1963~67, July 1963, p.6
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‘ The private sector, on the other hand, allocated almost half
of its investment rescurces to housing (44,7 per cent), followed by
manufacturing (25.7 per cent) and agriculture (12.9 per cent). Privete
investments devoted to cnergy, transport and mining are not very substantial

as compared with government investments in the same activities,

TABLE 5 Distribution of Projected Plan Investments by Type
of Activities, 1963-67 Billion TL (1961 prices

Public Private Total
Amount % Amount % Anount
Agriculture 75 20,9 3.1 12.9 10.6
Mining and quarzying 2.1 5.9 1.1 4,7 3.2
Manufacturing 4.0 1l.1 6.1 25.7 10.1
Energy 4,5 12,6 0.6 2.6 5.1
Transport and Commun-
ications 6.5 18,2 1.7 649 8.2
Housing 1.4 4,1 10.7 44,7 12.1
Services and Tourism .
(incl. education and health) 9.8 2742 0.6 2.5 10.4

Source: The Turkish First Five-Year Plan, 1963=67, Report
by an Bxpert Group for the OECD Consortium for
Turkey, July 1963, p.6

0f course, the private investment decisions cannot be forecast with great
accuracy and therefore the distribution of investaents between public and
private sectors shown in Table 5, should be treated as a tentative indication

of' magnitude and direction.

The SPO!'s investment c¢lassification does not show us the true
nature of the development plan and the investment strafegy endorsed by it.
Therefore, it may be necessary to examine the patiern of alloccation on the
basis of different but quite accepted.-classification systems, This way,

a clearer picture can be obtainad.
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Ao Under the first classification system we treat investment
under the hegdings of productive investments, impulse investments, social
investments and hoursing investments. In Taeble 6, which I have arranged
from Table 5, prcductive investments are used to include agriculture,
mining and manufacturing; dimpulse investuments as including transport
and communications and energy; -ocial investments as including education,
health, services,tourism; Housing as ¢overing government and private

dwellings.

The share of public sector in what T have termed "productive
investments", exceeds the share of the private sector, Such is also
the case with other types of investments such as impulse and social
investments, except for item (d), in Table 6, where the private sectord
Bontributiod to the development of the housing sector far exceeds that of

public sector.

The main points that can be drawn from Table 6 and 7 are:
1) Almost 40 per cent of total capital outlay designed for the plan period,
1963—67, was allocated to productive investments, Impulse investments
constituted only 22,2 per cent of the total investment amounting to 13.3
billion T in the same period. Housing by itself received a substantial
proportion of total investment representing 20.3 per cent of the total.
Social investments ranked at the bottom of the overall investment programme

(only 17.7 per cent).

2). The distribution of investments between public and private sectors under

this type of classification is also interesting (see Table 7).

Almost 57 per cent of the productive investments, 83 per cent of
“impulse and 94 per cent of social investments were undertaken by the government

or its A gencies,

Private sector, on the other hand, was exceedingly dominant in
housing investments with 88 per cent, while its share in productive and
impulse investments was 43 per cent and 17 per cent respectively., Private

sector investments in impulse and social investments were less significant.

The amount of capital devoted to housing both within the private
sector and as a percentage of total investments deserves special attention.
Almost a quarter of total investment and also 45 per cent of totzal private
investments are in housing sector alone,. Manuf'acturing investment in private
sector constituted only 25.7 per cent which signifies the imporiance of a
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Planned Distribution of Investment by Type.of
Investor and Activity, 1963-67 Billion TL (1961 prices)
Sector Public Private As percentage of
Activity Sector Sector Total  the total %
a) Productive
Investments 13,6 10.3 23,9 40,0
b) Impulse Investments 11.0 2.3 13.3 22,2
c) Social Investments 9.8 0.6 10,4 17,5
d) Housing Investments 1.4 10.7 12,1 20,3
Total 35-8 2309 5947 10000
Source: It is rearranged according Lo the figures given in
Table 5.
TABLE 7 Distribution of investments between Public and
Private sectors - 1963~67, By percentages
Sector Public Private Total
Sector Sector
a)} Productive Investment 57 43 100
b) Impulse Investments 83 17 100
c) Social Investments 94 6 100
d) Housing Investments 12 88 100
Source: It is computed from Table 6.
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gshift in the allocation of investments in this sector.

Bearing this in mind the First Plan suggested the necessary
measures (fiscal and monetary) in order to direct private investments into
more productive activities, i.e. manufacturing or agriculture. In the
plan projection, private investments in non-housing activities were expected
to rise by 17 per cent as compared to 7 per cgnt incregse in housing
investments.(l) This, however, would seem, as implementation results
indicated, to be a rather optimistioc projection where the private sectoy,

despite all the measures taken, insisited on concentrating in housing.

%3} 'The considerably higher percentage of public investments in "productive
investments'" reflected the readiness of the government to direct public
adtion toward accelerated development(z). The higher proportion here

was due to the fact that the government was to undertake heavy industry in

which the private gector was not interested.

B, A broader classification of investment allocation can slso shed
some light into the investment strategy of the Plan. Here, I shall look into
the investment pattern from the angle of social overhead capital vs. directly

productive activities,

In the directly productive investment category I have included

agriculture (excluding irrigation), mining and quarrying manfifacturing and

(3)

tourism . This investment category amounted to 19,2 billion TL. during

(1) First FPive-Year Plan 1963-67; Report by an Expert Group for the ORECD
Consortium for Turkey, July 1963, p.6

(2) The public sector intervention in industry in Turkey started as early as
-1934 with the inception of the First Five-year Industrialization Programme
(1934-38).  Turkey during that period aimed at esteblishing the basic and
key industries in order to stimulate industrialisation. The government,
which was then impatient with the slow response from the private sector
to underteke basic industries despite the encouraging fiscal and monetary
measures provided, felt cbliged to step in end initiate key industries
such as steel-iron, chemicals, cement, textiles and clothing. These
industries were (still are now) carried out by the state ecoromic enter-
priges (SEE)whish were established in the 'same period. For more deteils
see the present author's M.A. thesis: "A study of the Turkish First Five
Year Plan 1963~67 with special reference to Resource Allocztion and
Investment Decisions", Durham University, England, May 1966, Chapter 2.

(3) I have included tourism in the DPA category because it has been and still
ig the fastest growing sector in the economy and because it is providing
the greatest improvement in the balance of payments. In other words
rate of return on capital invested in tourism projects ranks higher than
other alternative uses. In 1967 fourism rewenue was 48 per cent higher
than 1966 level and there is good evidence now that the number of tourists
visiting Turkey is increasing by 20 per cent per asnnum. See Iktisadi Hapor
1968, Turkiye Ticaret odalari, Sanayi rodolari re Ticaret Bonsalari Birligi,
p. 138
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the plan period.

I have taken S0C in a very broad sense to include energy,
transport and oommunicatioﬁs, irrigation, education, health and services,
These taken together amounted fto 28,2 billion TL. in the same period. It
must be noted that I am following'A.O.Hirschman‘s (l) definition of S0C
which can be distinguished by the following conditions: (l) services
which are in some sense basic to the carrying on of a greal varietly of
economic activities; (2) services which are provided in almost all couniries
by public agencies or by private agencies subject to some public contmlj
(3) activities which cannot be imported; (4) those investments which

require high capital-output ratios.

S0C investments of the First Plan had constituted 47.3 per cent
of total investment as compared with 32.4 per cent in directly productive
investments. (See Table 8). Houging, on the other hand, constituted
20,3 per cent of total.

It follows that the First Plan gave outstanding priority to the
establishment of basic social infrastructure so as to provide firm ground
for further industrialisation, It appears the SPO concentrated on economic
and social infrastructure (energy supply; transport, irrigation and all other
services) delibérately for they considered these as pre-coenditions for
industrial growth. But,‘needless to add, this allocation does not support
the argument that the Plan is a directly productive plan as was advocated by
the SPO. |

It is true that basic economic facilities of the kind we have

- mentioned above are required in every type of production and their benefits
(external) to other sectors of the economy cen be immense. Marginal social
benefits in SOC are so much in excess of marginal nrivate benefits that the

government's investments in these fields become inevitable,(z)

But our obJection here ig not to the inevitability of these invest-

ments but to the scele of priority given to S0C in the overall investment

(1) 8ee A.O.Hirschman, The Strategy of Pconomic Development, Yale University
' Press, 1958, London, pp.B83-84

(2) The profitability of a project to. an entrepreneur depends on his profit
end the turnover to capital invested while the government evalustes
investment opportunities by the "value added" from all factors of
production including labour. In the former case wages are ccnsidered
as a cost to be deducted from profits whilst to the latter it constitutes
"value added',
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pProgramme . Moxeover, as shall be explained fully in subsequent sections,
sectoral allocation to social overhead activities was based on inadequate
sector analysis instead of an overall input-output table which could indicate
the interaction between the two broad categories, Further,it seems that
there is a contradiction in the plan in respect of its major objective,
that is promoting industrial growfh and thus productive capacity on the
one hand, and the type of allocation which gave priority to SOC investments
on the other hand. The plan appears to have diverted from its basic
objective as can be read in the following quotation. The Plan states:
"In order to make the best use of the country's economic resources certain
public services must be given greater emphasis than in the past. These
services which are the foundation of economic development include both the
traditional public services, such as power supply, irrigation and hydro-dams
which are the responsibility of the Central Authorities even in the most
advanced countries. These gervices are pre-requisites for the invegiments

to be made in productive fields." (l)

The above statement in the First Plan indicates that the plan
relied considerably on the provision of S0C since the SPO felt thaet this would

have a greater impact on the process of "creating capacity to creat wealth."

But this statement is contrary to the Plan objective which was to
pbtomote industrislization and a balanced growth of all sectors (as we shall see

in the implementation).

TABLE 8 Directly Productive vs. Social Overhead Capital
Investments (1963~67) (1961 prices)
Sectors Million TIL. Percentage of total
1, Directly productive
Investments (DPIL) 19,264.5 3244
2o.30cial overhead »
capital (S0C) 28,266,3 47.3
3, Housing Investments 12,116.0 2043
Totsl 59,646.8 100.0

Source: It is computed from Table 5,

(1) The First Pive-Year Plan 1963~67, p.55
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Co The investment strategy of the First Plan will be
compared here with other developing countries il relation to the public

investment strategy as well as overall investment strategy.

In Table 9, developing countries are classified according to
their public investment strategy under three groups such as countries
which are placing emphasis on commodity production and bgsic facilities;
countries placing emphasis on commddity production and servicesy and
finally countries placing emvhasis on basic facilitieg and services, This
clagsification method is what is applied by the U.N. fconomic Commission

in comparing various developing countries,

It can be seen from Table 9, that the public development programme
in Turkey does not fall into groups (a) or (c); but probably it is much
nearer to group (b)e In actual fact the emphasis in the First Plan as

far as the public investment programme is concerned is rather egually

distributed among commodity production, basic facilities and services,

It is apparent that the plammed government investment was designed to engble
the country to advance simultaneously in directly productive sectors, basic
facilities as well as social gservices., This is tantamount to saying that

the government had aimed at z balanced pattern of growth whilst giving more
emphasgsis to commodity production, As.Table 9 indicates public investment
assigned to commodity production represented 37.9 per cent of the total,

basic facilities being 30.8 per cent and sexrvices 31.3 per cent.

But while countries like India, Pakistan, and U.A.R. devoied almosi
half of their public investiment to commodity production, Turkey in the First
Plan devoted only 1/% of its total public investments, Thus the role of
- the government in directly productive sectors in those countries appears

to be more significant than it is in Turkey.

So far 1 have considered the public investment and its allocation.
But, again taking the investment classification adopted by the UN. Economic
Commission the overall investment programme can be compared with other less

lesgs developed countries.

According to total investment programme in the plan, 'Purkey
allocated 40 per cent of the total to commodity production, 22.3 per cent
in basic facilities and %7.7 per cent in services (including housing).
(See Table 10).
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Table 9 Planned Distribution of Public Investment - percentage
. - — ‘o 1litie .
Gountry Commodity Production Basic FaOLllB%iiso . Services

Totel Agric. Min. Manuf, Total Power comm,

A. Group

U.4A.R. 55 7. 24 1 31 25 6 19 20
India 48 21 - 27 42 17 25 10
Pakistan 48 35 3 10 29 10 19 23
Ceylon 47 2% - 24 30 10 20 3%
B. Group

Sudan 4 32 - 9 28 6 22 32
Jordan 45 45 - - 26 - 26 28

(1) Turkey 37.9 20.9 5.9  1l.1 30,8 12,6 18,2 31.3

C. Group .

Iran 37 19 2 17 37 11 26 26
Malaysia 30 25 - 1 39 19 20 31
Burma C27 15 2 10 37 8 29 36
Nigeria 27 14 - 13 44 19 26 29
Chile 15 6 - 8 4% 17 26 42
Colombis 6 5 - 52 13 38 42

Sources UN. World Economic Survey, New York, 1965, p.37

Notes:s Ao.Greup indicates countries placing emphasis on commodity production
- end basic facilities

B, Group indicates countries placing emphasis on commodity production
and services.

C. Group indicates countries placing emphasis on basic facilities
end services. '

(l) The figures for Turkey are placed in the Table so as to provide
comparison. Por Turkey, commadity production includes agriculture

and irrigation, mining and manufacturing. Bagic facilities include
Power egnd Nrensport and Communications. Services include Housing,

kducation, Health, Tourism and other services,
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In view of this classification, Turkey falls into group C.
where the emphasis is both on Vasic facilities and services, It follows
that 60 per cent of the total investment is assigned to social and economic
overhead investments. Thig finding supports the second classification

model we have applied earlier.

Countries like India, fakistan, Bolivia and U.A.R., in contrast,
have devoted larger proportion of their investment resources to commodity
production (ranging from 53 per cent to 61 per cent)o For instance, if
we.take industry as comprising manufacturing and mining, we notice that
countries like Bolivia, Pakistan, India and U.A.R., out of their total
resources devoted 44 per cent, 26 per cent, 31 per cent and 29 per cent
respectively to industrye. Turkey,lin contrast to the above countries,

assigned only 22.% per cent of its total investment to industry(l>o

It can therefore be pointed out that the Turkish Five-Year plan
does not seem to justify the planners! assertion that the plan is an
industrial development plan. It must, however, be noted what makes
the plan less an industriglisation programme is the greater weight given to
agricultural infrastructure (i.e. irrigation works) in commodity production
and the excesgive allocation persigstant in the housing sector which is
included in the "Services" category. Thus, investments in both sectors
can be considered to be the main determinants of the Investment strategy
of the First Plan.

To sum up the conclusions which are derived from this section:

1) The significant role of the public investment programme in the
allocation of total investment is quite apparent, The Plan expected a
notable performance from the public sector in the provision of physical and
socilal infrastructure and in expanding the basis for further industrial growth,
by placing great emphasis on heavy industry.

2) But, contrary to the plan objectives Turkey did not assign
its total investment resources to directly productive sectors, but instead
for the expansion of basic facilities and services. Also as compared to
other countries Turkey, with the plan allocation of investments, falls into
the category of countries where the emphasis is on the basic facilities and

services,

(1) Contrary to the plamners! concept of industry, I have excluded power from
industry and included it in basic fgecilities categoxry so as to make it
correspond to the UN. classification.
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TABLE 10 - Dlanned Disbribubion of Total Investment &)

(percentage)
Commodity .Production Basic Facilities
Countxy Total Agric. Iiin. Manuf. Total power Transp. Services
& Com.

(1) Bolivia 61 14 32 12 17 6 11 2%
Pakistan 54 27 4 22 24 7 18 22
U.A.R. 54 25(b) - 29 28 12 15(¢) 18
India 5% 22 - 31 29 11 18 18

(2) Morocco 60 31 6 23 10 1 8 30
Tunisia 55 39 4 11 10 4 7 35
frinidaed 52 5 30 13 16 5 11 33

(3) Bthopia 49 23 5 20 24 4 20 28
Ghana, 48 20 5 24 20 48 16 32
Jadan 48 32 S 2 14 16 2 14 36

Sudan 43 25 1 16 25 3 20{f) 54
Venezuela 43 10 11 19 16 5 11 42
Turkey *  40.0 17.7 5.4 1649 22.3 8.6 13.7 37.7
Chile 38 10 7 21 31 10(8) 19 31
Columbia 36 13 7 16 28 6 23 36
Iran 36 15 1 19. 26 10 15 38

Source: UN. World Bconomic Survey, 1964, p.39

(a)
(b)

Notes (1)

(2)
(3)

¥

For Bolivia, Ghena, Tunisia, data are for net investment

including High Dam; {c¢) including Suez Canal; (d) Tertiary
productions power, transport end communications and housings
(e) Volta River Project only; (£) including distribution;
(g) Electric, petroleum and coal. '

Countries indicating emphasis on commodity producticn and
basic facilities

Countries indicating emphasis on commodity production and services.

Countries indicating emphagis on basic facilities and services.

Turkey is placed in the table according to its investment
strategy.
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3) As can be noticed the investment strategy of the plan
changes according to the type of investment classification one applies,
Planners! classification makes the plan an industrial one since energy is
included in industrial sector, But energy is often put under the heading
of basic facilities ox S0C. On the basis of Hirschman's and the UN defin-

ition, the plan becomes social overhead biased.

True, there is no uniform classification system for oversall
investment strategy, but the UN classification with some reservations can

be considered ss a useful one.

A closely related question to the above conglusion will be:
is the "SO0C-first" thesis an acceptable one?

Exponents of "heavy investment in basic economic facilities (SOC)"
maintain that in the initial stages, if a developing econcmy devotes its
resources primarily to the building up of an "infrastructure" of roads,
railroads, power etc., the external economies cresbted by these will bring
about an acceleration in its rate of development. But it is questionable
whether either practice or experience is such as to give the argument the

strength of wide applicability..

India's First and Second Fivé»Year Plans can be quoted here. .
Indial's overinvestment and overcapacity in many "infrastructure" sectors
had considerably slowed down the countryis rate of economic growth, In 1960
the use of water ifrom major irrigation projects was only at 65 per cent
of capacity. Energy and power sectors had azlso a considerable degree of
over-~capacity L o Consequently, in the First Five-Year Plan an increase

of S} billions in gross investment yielded an annual increase of %l.S

- billions in gross output. Again ﬂBbillion of investment yielded an annual
increase of over ﬂl billion in the first two years of the Second IMve-Year
Plan (2)0

Obviously the previous funds were spent in projects which do
little to increase the stream of output. Less output will imply fewer
resources to finance a sustained investment effort and the'eoonomy becones

gtagnant.,

(1) See B.R. Shenoy, The Right Road to Indien Progress, Fortune, Asril 1960,

Pa246

(2) Ibid., p.246.The First plan represents g capital-output ratio of 2:};
and the Second Plan a ratio of 5:l.

Al e
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Similariy in Turkey, prior to the First Plan, and during the
period 1950~60, there was a considerable idle capacity in basic social
overhead capital sectors, Yor instance the utilized capacity in highways
and railways was 63 pexr oeht and 20 per cent respectively(l). There wés,
in addition, an exceedingly high idle capacity in Energy and power in some
regions while other areas had suffered from the absence of power facilities. .
Here again heavy investments in infrastructure sector supported by deficit
financing had resulted in a very low rate of growth (3.3 per cent)(z)
which was an indication of the common failure of the S0C-first argument

adopted by the government.

Moreover, "social overhead capital first argument depends mainly
on the assumption thset enierpreneurs will be eager to come forward once such
bagsic facilities are established. But the wvalidity of this assumption
ig rather dubious since entrepreneurs are extremely reluctant in less
developed countries, to respond to such S0C facilities,. This is so because
private entrepreneurs lack experience, large sums of capital (no well~organised
capital market), and most of all they are after quick returns on the capital
invested, Thus, to base the economic growth of a country on the response
of the private entrepreneurs to such basic facilities is not a plausible
suggestion. ‘

It is therefore argued that a direct government attack on
industrialisation becomes inevitable. This brings us to the exponents of
the "heavy industry first" argument which is a pattern of investment allocat-
ion that is usually followed in East BEuropean Communist éountrieso The
policy there has been, in general, to neglect deliberately all sectors
other than heavy industry. The share of heavy industry and construction
varied from 38 per cent in the Soviet Union to 49 per cent in Roumania for
the period 1950-58. On the other hand, investment in light industry varied
from 5 per cent in Hungaxry to 9 per cent in East Germany and that of
agriculture from 10 per cent in Hast Germany to 21 pep cent in Bulgaria.

Allocation to transport and communications reached 15 per cent in Russia and

(1) sSee the First Five-Year Plan, 1963-67, p,126

(2) Average annual rate of growth for period 1954-58 was 3.7 per cent;
for period 1959-62 was 3.3 per cent. These are calculatsed from the
figures given in the First Iive~Year Plan, pp.l4 and 108,
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in most cases were not over 10 per cent (l)o The characteristic pattern

here is the high proportion of investments in leavy industry and Construction
and the low proportion devoted to light industry; This pattern of allocation
was based on the reletive importance of industries for achieving a high rate
of economic growth, It was for this reason that lowest priority followed

in ascending order by agriculture, consumer-goods industries and the sectors

(2)

producing capital gocds

If their capital-output ratios seem to be lower than in non~
communist countries the main reason should lie entirely with the distribution
of investment resources. It can be observed that the low share of non-
productive investment was a factor reducing the overall ICOR. Alsc another

factor was the low share of consumer sector in total investments,

The above mentioned two opposing arguments on investment strategy have
their own drawbacks and weaknesses since they represent extreme thesis. It
is a well known fact that excessive investments in social overhead facilities
may lead to & slower rate of growth and alsc to inflationary pressures, the
control of which might be quite difficult, On the other hand overinvestments
in "heavy industries'" alone might not solve the economic problems of a country

and might cause imbalances of sectors troubled with extreme idle capacity.

Thus, in my thinking a balanced growth between physical infra-
gtructure and directly procductive activities appears to be a satisfactory
solution, An accurgte assessment of the growth in both sectors and timely
adjustments in the planning and implementation of the individual projects
concerned should be the rule, It must be noted that a projection of the
future demand for transport, power and other basic ecconomic facilities
should first be made on the projected or planned growth of the directly
productive activities. Of course, this in fturn will call for a fully fledged
inputmgutput table which could maintain internal consistency of the plan and
thus avoid bottlenecks among various sectors, That, ag shall be explained

below, was what the First plan had not done.

However, all this does not mean that tlere should not be great

emphagis on heavy industry which may be essential to change the structure

(1) See TN, World Hconomic Survey, 1959, pp.ll9=20; and also Holzman, Flo,
The Soviet Kuznets Combine; a study of Investment Criteria and Indus~
trialisation policies, QJE, August, 1957,

(2) UN World Economic Survey, 1959, p.l19
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of the economy. It can be argued that if the main issue is the rapidity

in the future rate of growth of output, ' heavy industry is the right

answer to economic development, A desire for repid growth of the edonomy
in the long-run reqguires a heavy emphasis on the capacity creating investment
in the present period. If the emphasis in the present period is on the
consumer-goods industries no doubt it may increase current output for
consumption, but it will definitely slow down the rapidity of the future

rate of growth of production by way of insufficiently increasing the future
productive capacity of the economy. Thus there is a very fundamental choice
to be made at this stage.

The clasgical method of Y"go-slow' development, that is first to develop
the consumer goods industries and then to develop the capital-goods industries
involves a very long period to develop the economy, The economic development
of Great Britain is a olassical example, Such a sluggish process of
development can be "reversed" by plan development of heavy industries in the
present period along with some development of consumer gdods industries. By
this process the history of a hundred years! economic development can be
compressed into a few decades of planned development. This is what most
developing countries need today; the efficiency of planning in these countries

lies in discovering a smooth method of such .compressed development.

The choice of developing heavy industries has also to be faced
from another angle. If the underdeveloped countries do not produce their
own machine tools and equipment they have to import them from developed
countries. Turkey's First Plan indicated that 44 per cent of import content
was in capital goods. This is a high ratio and the more the domestic develop-
ment expendifture increagses the greater will be the import requirement. In
‘the final analysis, this increassing demand for imported capitel goods
has to be met by domestic exports. Aid, loans and grants might mitigate the
short-run pressure on the balance of' payments, but the long-run payment
liability has to be practically faced. The question here is to what extent
can the exports be increased? For most developing countries, including
Turkey, the prospects of export expansion are very limited as their exporis
are increasing relatively slowly. Turkey too is not an exception to this
phenomencn. Thus, the only sensible way out for Turkey is to plan for
import substitution, especially for capital goods (in fields where it has

favourable factor endowments)(l)

See next page for footnote
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Thus, the emphasis laid on heavy industry in the First Plan
was a promising step for a structural change in Turkey. As was noted
elsewhere 50 per cent of the manufacturing value added was planned to
derive from the heavy industries (a rise from 38 per cent to 50 per cent),
Accordingly 8l per cent of total manufacturing investments was devoted to

capital goods industries.

The projection of heavy industry was a step forward, but the
implementatioyd results of the First Plan have been quite disappointing.
These industries were mainly undertaken by the state economic enterprises
(SEE)while'ﬂn.private sector, despite all necessary measures provided,

did not participate ws was expected., The latter sector placed the usual
emphasis on housing investments which constituted 45 per cent of the private

investments,

Therefore, unless the private sector does come forward and shift
their resources from housing to heavy industry, a structural change in
the economy may not take place for a long time, This, of course, calls
for more radicsl and effective measures on the part of the government.
The problem as it remains, is to channel private resources from excessive
emphasis on the profitable investments with quick returns such as real
estate, import and other speculative activities to more productive fields
which could supply the economy with basic input requirements such as

metals, machinery, transport equipment, paper, fertilisers, etc.(l)

Footnote (1) from previous page

The heavy industry strategy at the beginning would raise the capital-
output ratio and be more import-intensive, but in the long run these
would lower capital-output ratio as well as reduce dependence on

imports. Light-industry approach will perhaps increase rapidly

the savings/income ratio because income at first under this strategy
will be higher, bub in the long run this strategy has to be modified

in the ddrection of higher capital-output ratio or else import dependence
would be a stronger constraint on future growth.

(1) See the First Five-Year Plan, 1963-67, p.4l
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(&) On the Planning Methodology and Sectoral Allocation

The Turkish First Five-Year Plan will be analysed here with
respect to the planning methodology thalt was adopted in the formulation
of the Plan, This includes the macro-model, sectoral programming; an
appraisal of investment projects and their selection. The latter
problem will be the subject-matier of Part ITI, which will include
examination of two separate public investment projects. Because the
final stage of planning, that is the economic evaluation of projects,
will to a great extent depend upon the planning procedure adopted,

I feel it is useful to shed some light on the issues invoelved in the
planning technique,

There is some evidence to show that the SPO has pursued the
"method of successive approximation" or,in other words, "planning in
stages"(l)° Such a planning method includes the following three
stages: a) macro-economic stage, b) sectoral stage, and ¢) project

appraisal stage.

In the macro-stage, magnitudes such as aggregate income,
consumption, savings, investment, exports and imports and the inter-
relation among them were studied, For this purpose the planning
process started with the collection of a number of figures for the
period 1950-62, The aim here was to draw up a growth model and the
various develcpment policies that are appropriate for such a model.
The macro-growth model was formed, on the basis of seversl technical
studies conducted on the above magnitudes. At this stage the SPO,
of .course, faced a tremendous lack of ststistical data which mede
drawing up a plan very difficult. Consequently, this led to over-

simpliffiication in the process of planning.

(1) The "method of successive approximstion" can be explained as follows:
In the first stage, a macro-economic study of the overall economy
in terms of the general process of production and investment will be
mades The aim of this stage is to determine in a provisional way the rate
of savings and the general index of preduction. The second stage includes
the task of specifying production targets for a number of sectors over a
relatively long period. The third stage may go deeper and give more
details for a shorter period providing figures for a larger number of
smallef sectors. The fourth stage consists of filling out the plan
with individual projects. In other words, this stage calls for the
appraisal of investment projects and their inclusion inte the plan
according to a set of investment criteria. In the course of following
this procedure it will be necessary from time to time to revise the
garlier stages. The figures derived from the second stage may be used
by the planners to revise some of the co-efficients used in the first
stage and to reconstruct accordingly. = With a fixed interstal of time,

(note continued on page 60
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Key figures for the national income, investment, consumption,
balance pf payments for the plan period 1963-67 were chosen. This choivs,
however, called for an estimation of capital-output ratio which was founi
to be 2.6 for the period since 1950. Given a very high population growth
of 3 per cent and governmént desire to achieve a higher per capita income
in order to "catch up" with other countries, a rate of growth of 7 per cent
was chosen to be the first targef. By simple Harrod-Domar model, this
meant an investment volume of 18 per cent of national income was necessary.
Foreign aid obtainsble being 4% of national income this meant that domestic
savings should be increased to 14 per cent from 12 per cent in the pre~plan

period,

The growbth model applied in the first plan was a single-sector
modelds  "This was because, the problems confronted when the plan was designed
did not require a mere detailed formulation, Consequently, the first plan
was drawn up according to the model taken from a UN handbook on programming

(1)

technique, . The model which was used can be expressed in the following
formulas

-t 1
G=5ks (L=t%d) +ks (t + td) + kb

where the first, second and third terms on the right hand side of the
equation represent the share of private savings, public savings and

foreign savings in the rate of growth respectively. 2 This shows that

(continuation of foctnote from p.59):

new data will be available and this may lead to a further revision. This
demands a system of continuous evaluation of projects, the functional do-
efficients and the implication of accepted policies and other sets of data,
For more details, see J.Tinbergen, Mathematicah models of Economic Growth, p.9

(1) Programming techniques for economic development,with special reference
to Asia and the Far East, UN Economic Commission for Asia and the Far
East, Bangkok, 1960.

(2) The varisbles and eguations on which the macro—gxowth model was based
are:
Definitidnal equations:

Y' = Cg 4+ Cp 4+ Ip +Ig+ 8 -M

Y' =Y + T4

Y =Yp + Rg + Td

Yg = Sg + Cg

Yg = T1i + Td + Rg M= 1y

Yp = Cp + Sp I =1I¢/ (Cg+ Ig)
=M=~ % St= (Yg-Cg)/ Yg

Sp = Sg + B =1Ig + Ip I =1Ip (%1 + Ig ()

BehaV1oural equations: k = ¥(t4L) - v(%)
(Yg—C‘p)/Yp
T:L = Tl/Y
rg = Re/¥

(Footnote (2) continued on page 61.)
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The key co-efficients are k and s which are difficult to control by

the planners.

The second stage congisted of specifying production targets
for a number of sectors over a five~-year period 1963-67, The stage
was partly based upon an input-output model and partly on partial sector
analysis., To be more accurate, three separate studies were carried out
by the SP0 at the sectoral stage: (a) the input-output table for 1959;
(b) partiel sectoral analysis; (¢) the study of ad Hog committees.

During the interim period leading to the first plan, the problem

was basically to set up balanced sectoral programmes sc as to avoid serious

bottlenecks and over-production in certain sectors. Prior to the formulation

of the plan the most serious bottlenecks occurred in sectors such as cement,

(1)

iron-steel and machine tools, and overproduction in textiles and transport.

Therefore, the main task of the state planning organisation (SPO)
was to prepare an input-output table by adeopting the Leontief model which,
at present, has a wide application in many countries. The input-output
analyses were carried out according to a 15 by 15 input-output table where
the data of 1952 were used and later evaluated according to 1959 buyerst
prices, The input-output model was worked out under the supervision of
Profiessor J, Tinbergen who was then appointed as the chief adviser to the
state planning organisation. Following his advice some of the columms and

rows were left empty till the end of the work. The economy was originally

(Footnote (2) continued from P.60):
See Y. chﬁk, The Macro-lodel of the Plan, in "Planning in Turkey™
Middle-Eastern Technical University, Publication No.9, Ankara, 1967,
PP 84"850

(1) See Y. Kﬁoﬁk, Sectoral Programming in the Plan in "Planning in Turkey",
op. Cite, .98

(8) The input-output model that was nrepared for the First Plan took
1959 as the base year because 1958 was an abnormal year to take as
a base since a severe inflation developed and reached its peak
that year. The infletion which developed resulted in a 65 per cent
devaluation, Similarly 1960 was not a suitable year because of an
extraordinary political event, a military teke~over.  Thus, planners

decided to take 1959 as the base year as it was a relatively more
stable year.
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divided into twenty sectors and was later reduced to fifteen sectors.

The choice of sectors was partly based on thelr past and present, and

partly on their future importance for the Turkish economy.(1> The
inter-industry flows were gross of competing imports and net of complementary
imports. The flows were also evaluated on buyers' prices in 1959 from the
point of view of trade margins and on the basis of sellers' prices frem the

point of view of transportation margins.

The production projections were made according to the increase
in final demand which would stem from a 7 per cent rate of growth in the
national income, The final demand was divided into 7 groups which were
competing impﬁrts, exports, private consumption, public consumption,
private investment, public investment and chsnges in stocks.(z) The
input-output table was then filled according to Tinbergen's suggestions
by deciding a priori which cells were to be filled and which were to be
left empty. The first thing to decide was what the inputs of a specific
sector could be and then values were given accordingly. In fact in some
sectors the data were about the allocation of the product while in other
sectors it concerned the structure of inputs. This, of course, has made
the task of balancing more difficult than expected. Also, most of the
data available were given in quantity terms without any monelary values
attached to them., This implied that these quantities had to be expressed"

in money values based on the retail prices prevailing in a epecific city.(J

There are, however, many shortcomings in the inter-industry table
prepared by the SPO.

(i) The main simplification was the assumption of a considerable number
of zero co=-efficlents. In fact, the flows of goods were assumed to ccnsist
of the main supplies to each industry only; "construction" having its
inputs, building materials only; "textiles" their raw materisls - cotton

or wool only; "food" industries, inputs from agriculture only. A 11 these

(1) See J. Tinbergen, Methodological Background of the Plan, in "Flanning in
Turkey", Middle East Technicel University, ed, by S.Ilkin and E.Inanc,
Faculty of Administrative Sciences, Publication No.9, Ankara, 1967, pp.71-2

(2) The data for these aggregates were obtained by the SPO and particularly
through ad hoc committees created for that purpose.

(3) This was the reason for the assertion that the input-output table was
based on buyers® prices,.
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imply that entries into the teble were based on the main supplies while

the inelusion of all other inputs was ignored. The figures fer inputs,
therefore cannot be said to represent accurate flows of goods among various
sectors,

(ii) One of the assumptions used in designing the input-output table
was that "a sector performs by itself the commercial and transportation
services for the goods it produces™ ( Yet if one looks at the 15th row
of the table, which is the transportation sector, we notice that it is one
of the most crowded rows, This means that the assumption was later
abandoned and subsequently transportation was distributed among sectors
without making the necessary initial adjustment in the data collected.
Consequently, the activities of some sectors such as energy, transportation
and trade which supply their products to almost all sectors were simply
assumed to develop in relationship with total national inoome(2}. This
is a logical assumption, but it appears to neglect the other determinants
of these intermediate activities which supply inputs to other sectors
(i.e. these activities would also be a function of demand and technology).

(iii) There was a substantial lack of consumption data which has rendered
a more sceptical value to the input-output table. In the final demand
analysis the filling of the cclumns was not very difficult except for the

private consumption. Due to the shortage of data private consuuption table

was left to the last and calevlated as a residual (j). There were no family
budget surveys availesble and even time series data on consumption lacked
preclsion and accuracy. Finally, private consumption was estimated on the
basis of the income elasticity of consumer demand in the last 10 years.

The income elasticity of demand was also compared to income elasticities

of other countries with a similar per capita income.

But the time series data collected were, 80 scarce as family budget

data and the ones applied in elasticity estimatidn were not fully reliable

(1) Colloquium on the Technicezl Aspect of Turkey's Long Term
Flan, SPO, (mime#), Ankara, 1963, (see Y. Klclk's sectoral program, D.99)

(2) See J. Tinbergen, Methodological Background of the Plan in "Planning
in Turkey", op. cit., p.73

(3) Public Consumption, however, was taken as the demand on sectors
arising from general and annexed budget expenditures.
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Moreover, borrowing income elasticities for private consumption from
other developing countries could be very misleading if attention is not
given to distribution of income in both countries, This point brings
in the controversy about borrowing such ceefficlents during the planning
Process,

(iv) The input-output model avplied in the First Plan took various
shapes before it was concluded. TFor instance the Table was reduced in
size and important sectors like ownership of dwellings, hotels, restaurants;
places of recreation; commercial, professicnal and other services were
left out (l).. However, public services and imports, which were excluded
initially from the inter-industry analysis, were later included in the
calculation of the final demand. This, surely, seems to be incompatible
with the input-output model which is supposed tc be an overall equilibrium
model,

As a result of these above-mentioned shortcomings, the input-oubtput
table as it was finslized did not even satisfy the plannery snd experts who

participated in it,

In the second s%uij (Partial Sector Analysis) sectoral planners
have tried to make demand projections. for the plan period 1963-67 and
for the year 1975 estimating first, the existing capacity and later the
additional capacity to be created to meet the prospective demand in the

soecific sector,

For the demand forecasts trend equations were widely used and
it was felt that the concept of elasticity was the most suitable technique to
apply in demand projection. In the estimation of elasticities edither
per, capita income or GNP was taken as the independent variable according
to the nature of the dependent variable (1). In determining production
targets of the sectors, final,, inter-industry snd foreign demand were taken
into accounty, Similarly, regional demand was taken into consideration

especially in sectors like electricity, power, and transport and communicationSCQ)

(1) For details on this point, see Y. Kucuk, Sectoral Programming in the Plan,
in "Flanning in Turkey", op. c¢it., p.100

(2) See Y, Kﬁcl'.;k, Sectoral Programming in the Plan, In "Planning in Turkey",
op. ¢it., PP.100~10L. ‘

(3) When the First Flan was prepared the idea of distingulshing domestic
from international industries had not yet come up and most Plan figures
were based cn demand estimates for home sales and for exports, But
for some sectors, production capacity was taken as the basis for future
activity, i.e. agriculture.
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Sector analysis was quite a useful study in showingAthe existing
capacity of the sector and the rate of utilised capacity; the main cauces
of underutilisation of capacity in each sector; benefits stemming from the
sector programmes in terms of value added, foreign exchange earnings (or
sevings) and employment effects, The additional capacity to be generatvi
was calculated in order to meet the future demand which the present capacity
was not able to meet. The optimum capacity of production reached in this
way was broken down by plan years to meet the demand of each year and to

achieve consistency between demand and production.

Begides the two studies above-mentiocned the SPO had established
"ad~hoc committees” to study various sectors of the economy. These committees
were of the kind seen in India(l and their task was to estimate and assess
the existing conditions in each sector and clarify the additional benefits

that may derive from a full-intre~ and inter-sectoral coordination.

In the final analysis, the problems of determining the production
targets of sectors for the 1963-67 Plan period appears to be solved on the
basis of those three separate studies we have mentioned asbove. There is,
however, some evidence which suggests that the input-output table of 1959
was not fully applied in determining production targets, despite the fact
that it was the most important study undertaken by the SPO, The actual
procedure followed by the SPO can be explained as follows, For the inpute
output model, final demand needed estimation and therefore it was divided
into 7 appregate sectors as mentioned earlier. The most difficult part
was the determination of private donsumption and changes in inventories.
But for the former, income elasticities were used %o” calculate private
consumption wmwiewse which were based on time series data (electricity
estimation was based on the relationship between per capita consumption and
per capita disposable income). The second difficulty faced in the input-
output table was the changes in stocks. This, too, was overcome simply
by assuming that there would be no changes in inventories during the Flan

period (Static Input-Output Table).

The problem then was the determination of production going into
inter-industry transactions., Here, the planners had no alternative but
to use the proportions (technical coefficients) entered in the 1959 In;ut-
Output table or borrow these coefficlents from developing countries with

similar economic structure. Of course, inter-industry flows were also

(1) Turkish planners were sent to India to study the work of various
ad hoc committees. The idea of forming such committees was used
in Turkey later on.
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based on the estimated growth of each sector in order to avoid bottlenecks

of basic goods during the Plan period,

The production targets for various sectors were determined as
presented in Table 1l, As can be seen from the Table, the rates of
growth of sectors were determined separately by the input-output model and
the relevant sectoral analyses, The sectoral growth rates appear to
differ considerably according to the type of analysis chosen. As the
Table indicates, the bases for the planned growth rates were the '"partizl

sector analysis". Despite the fact that the Plan claims to have used

TABLE 11  Growth Rates by Sectors in the Plan Period 196367

Growth Rate by Type of Analysis Planned rate ofmﬂp
Sector Input-Output Sector Growth (1)
Model Analysis
Agriculture 5.8 6e3 4,7
Industry 8.5 10.3 11.4
Mining _ T 7.6 8.7
Manufacturing 8.3 10.4 11,5
Power 7.8 13.0 12.8
Construction 10.3 9.5 10.4
Transportation 7.7 10.3 9.6
Average 4 7ed 8.1 77

Source: Notes on the Colloquiuvm on the Technical Aspects of
Turkey's Long-Term Flan 1962 (mimes), Ankara 1962, pp.30-45;
elso Y. Kuelk, op. cit., pd03, 104.

{1) Growth rates in the Plan are added to the Table to
provide comparison.

inputeoutput analysisg for the plan targets; many planners are of the
opposite opinion and they generally suggest that the inter-industry table

has not had any practical value (l).

Besides,the determinations of sectoral growth rates, investments
too, are determined here, After determining sectoral producticn targets and

capacity requirements, the next problem was to work out sectoral distribution

(l) Dr. Y. Kﬂcﬂk, fermer head of Long-Term Planning Department strongly holds
this type of opinipn, See¢ his article mentioned earlier,
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of investments, In the planning theory, sectoral capitel—putput ratio
(adjusted according to lags and idle capacity in the specific séctor) has
become the yardstick for the formulation of investment programmes.  But,
with Turkish planning experience, determination of investmenl allocation w»as
done in a very curious way as can be read in the following quotation:

"The capital-output ratio has been used in both an active and
a passive form in the Plan, To determine the Five-Year investment require~
ments, the capital~output ratio of the last 10 years was applied to the
increase in the Gross National Product. The sectoral distribution of
investments was made on the basis of Projects and Programs and sector
reports; the. capital-cutput ratio in this case is the result of weighing

. . . . . . 1
investments against the expected increase in output in the various sectors"( )

It follows that, instead of determining sectoral investments through
sectoral capital-cutput ratios, the planners had done the opposite by deter—
mining capital-output ratio after sectoral investments and increase in output

weseworked out. In other words, the capital-cutput ratio concept used in

the Plan was rather a passive one, which really does not bear much importance(z

However, there is more evidence to suggest that, besides capital-output
retio, the following factors were also taken into account in the sectoral
distribution of investments(g)

(a) present idle capacity in the sector;

(b) life of investment projects;

(c) the requirements of operational capital;
(d) the requirements of non~productive capital;

(e) pre-determined rate of growth for each sector.

Despite the assertion of the SP0O, that the above-menticned factors
were taken into account, Turkey in fact has followed "departmentel approach"
in its planning design and investment allocation. It appears this is the
ususl trend in many of the less developed countries undertaking development
plans as M.D.Dosser has shown in his article(éa. He has pointed out that

in a great number of less developed countries most of the decisions on

(1) See the Pirst Pive-Year Plan 1963-67, SPO, Aakara, 1963, p.126

(2) Ircremental canital-output ratios of the major sectors are presented
in the Appendix to this chapter.

(3) A special typed document cbtained from the Department of Economic
Planning of the SPO, Ankara, 1968,

(4) Dosser, D.M.,, The Formulation of Development Plans in the British
Colonies, EBconomic Journal, 1959, June, 1,260

Y
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development plans in general and on the gquestion of investment allocation
are influenced by the bargaining strengihs of pre-cconceived ideal and
pressure groups. To gquote:

"A third factor mentioned earlier which influences the allocation
between different investment projects, whether "social" or "productive",
is the bargaining strength of existing inter=sts, usually in the shape
of departments of governments or semi-public corporation, Thus if an
agricultural department is already strong, a greater proportion than other~
wise is likely to be devoted to agriculture whether or not that sector

is relatively under- or over—developed',.

Similarly, in Turkey, as a result of partial sector analysis,
sectoral investment programmes were, in the final analysis, less determined
according to an economic dewvice, but more according to the strength of
bargaining power between the SPO and the relevant govermment departments.
In actual fact, prior to the formulation of the plan, investment agencies
were asked to prepare and submit investment programmes for the Plan periocd
1963~67. Not surprisingly, there was a clash of opinions between planners,
and the officials of the relevant government departments in respect to the

size and composition of the Investment Programmes., This meant that the

government officials tried to obtain as large investment funds ags possible with-

out giving due attention to the inter-relation .and consistency in various
sectors. While the planners have aimed at channelling investments into
productive fields, the government agencies seemed very eager to invest in
their own fields irrespective of their consistency. Needless to say

the departmental approach when applied did not secure the best allocation
of investment resources and, in the end, the ability to secure political
support appeared to be more important than the economic arguments that
were put forward by the planners.

Concluding Remarks

It is very encouraging to see that the Turkish planners have
resorted to an input-output model in their programming technique in the
First Plan, Despite the fact that it has not been fully applied, it has

been a useful gtep in the right direction.

Input-output table is a way of arranging the national accounts

which focuses attention on productive relations. The distinctive features

(1) Inid, p.260
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of this model are: f[irst, it deals exclusively with production and the
problem is essentially technological, second is its devotion to empirical
investigation and third, is its emphasis on general equilibrium phenomena.
Most important, an input-output model seeks to take account of the inter
dependence of production plans and activities of many industries which
gonstitute the overall economy. ' The interdependence results from the fact
that each industry uses as its raw materials the products of other industries.
The basic problem then is to see what is left for final demand(cohsumption,
investment, exports etc.) and how much of each output will be used up in the
course of productive activities to obtain net output.

The input-output model has the following advantages over other
methods:

(i) The calculation of the production targets for the verious productive
sectors is the most sitraightforward utilisation of the inter-industry model.
Having projected the final demand on any specific part of it, it can be easy
to calculate production targets required to fulfil the demand., By this
method one is also able to calculate the direct and indirect requirements
from all the sectors at the same time to satisfy the final demand projectad.
This means that if we break down the final demand into its various components,
i.e. exports, consumption. investment (leave changes in stocks aside), we
can arrive at the production requirements for each by using the inverse of
the matrix.(l)

(ii) Thus, by enabling us to calculate direct and indirect requirements
to meet a final bill of goods we are able to discover bottlenecks and excess
capacities, 'This avoids waste of resources.

(iii) Interdependence becomes more clgar and the extent of dependence
of the economy on a certain industry as well as the dependence of that
industry on the prospects of others can be seen. The inter~industry relstions
make it possible to discover the key leading sectors of the economy and the
weight they have on the growth of the economy., Needless to add that inter-
industry analyses are the best sectoral model that can be used when consise
tency studies are prepared.

(iv) An input-output model can be used usefully in predicting future

production if usable demand estimates are obtained. Also, more modestly, it

(L) 1Inverse of the matrix for investment, consumpbtion snd exports would be
as follows:

X = (L-a) ToYI
X, = (1-a)” YC
X, = (1-a) ~ YE

B



70,

can provide a detailed siructure of national income accounting, .

o doubt the 1959 input-output table applied in the Turkish
Five~Year Plan reflects structural interdependence among sectors, but thie
wag probably incomplete because of lack of data. As we mentioned elsewhere
the 1959 input-output table was based on figures compiled in a very short
pericd and in some ceses input-doefficients were borrowed from other develdping
countries, Moreover, the seleciion of sectors for the table was determined
according to the availability of data rather than upon the imporitance of these
sectors in the edonomy. Further, there were a large number of simplified
assumptions involved in the inter-indusiry model, Some of these assumptions
are implicit in such a model and some were applied in the 1959 table. There~
fore, those two sets of assumptions which are not realistic give rise to
certain doubte about the applicability of an input-cutput model, First
assumption implicit in the model is that in any productive process inputs are
employed in rigidly fixed proportions and that inputs expand in proportion
to the level of output. An input-output model also assumes that each
output is produced by only one technique. Third, such a table assumes the

stability of the technologicél ooefficientso(l)

Probably the most important charge againsf an Input-Qutput table is
the fact that technologiecal coefficients are not stable and there are three
main factors that affect this coefficient. These are: (a) technological
change, (b) change in relative prices and (c) in production of scale.  All
thesge factors would be felt when a country is experiencing a rapid economic

trensformation.

(1) The Leontief production function is as follows:

X. = f e . X ocemo j . V-
J J (Xla 1 Xog0 Xy Xy Mys 3)

and the usual way of calculating the technological doefficients from
an input-output table iss

A, . = xij

ox
J

Basically, input-ocutput enalysis is a set of simultaneous linear
equations in which the unknowns are the level of output of wvarious
branches of industry, and in which the parameters are to be estimated

from the information contained in the input-output table,




T1.

Therefore when inter-industry analyses are studied, the basic
asgumptions must be kept in mind and revised according to the aveilability of
data. These assumptions must not be overlooked since they may give rise to

migsleading projections of productive targets.

In the First Plan, planners faced with unreliable data and in-
approprigte methods of analysis, have tended - to choose basically "partial
sector analysis" because the Input-Output table was unsatisfactory. Thus,
the plan formulation was based largely on trend equations or some regression
analyses with one or two explanatory variables of which the levels of
pignificance were not tested adequately. Despite the fact that "repression
coefficients" were improved by the suagestiong of some experts, they would
tend to be less useful if there were to be & change in the composition of

product-mix,

By using "partial sector analysis' agriculture was given a 6.8
per cent rate of growth and industry 10.5 per cent for the plan period. Later
these targets were revised when it was realised that agriculture could not
possibly aftain this rate of growth. Thus its rate was reduced to 4.7 per
cent gnd industry increased to 1l.4 per cent. If the input--output model
had been used for the determination of production targeis, such an implicating

error could have been avoidedg

The comparison beitween the sectoral targets based on an input-output
table and the actual realised targets during the plan period would seem to
justify the superiority of the input-output method. As Table 12 indicates,
Agriculture, on the basis of the input-output table of 1959 was to have a 5.8
per cent rate of growth while industry and transport 8.5 per cent and 7.7 ver
cent respectively. These figures seem to be very near to the realized rates
of growth of these sectors. Thus projections based on an input-output table
appeared to be more realistic and attainable than the ones based on "sector

anslysis".

Teble 12 - Forecasted, planned and realized growth rates(1962-67)
Sector Input-output Plan Realized
Agricul ture 5.8 4.7 3.0
Industzry 8.5 11.4 8.8
Construction 10.3 10.5 8.0
Transportation To7 9.6 Ts5

Source: Irom Table 1ll. The third column from the SPO income study group.
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It is itrue that there are serious charges ageinst an input-output
model; but all these shortcomings do not reduce the significance and the
use of the input-output table in the sectoral programming. The usefulness
of constructing an input-output table for a developed economy has more or
less ceased to be a point of argument, But the practicability of cone=
structing such a table for an underdeveloped country is still a highly
debatable subject (l)o In my thinking, however, these defects are basically
of statistical and administrative nature and do not cause an unsurmountable
problem for the future use of an inter-industry model. For instance, Turkey,
with more data and information coming in, constructed another input-output
table (1963) for the programming of the Second Five~Year Plan (1968-1972).
The preparation of the 1963 input-output table was much easier due to more

incoming data and the light of paét experience,

One can conclude that, as Professor J. Tinbergen pointed out (2),
the input-output table of 1959 was at least very significant in pointing out
the inter-industry relations and emphasising the strategic industries, After
all it is not the number of the entries which are important, but the signife
icance of the entries themselvess Furthermore, construction of such a
Table in Turkey helped the SPO to discover the gabs and inconsistencies in

the available data.

(1) The major objections to this method in developing countries are: (i) high
opportunity cost of collecting and processing the necessary data; (ii)
the complete lack of statistics of eny kind; (iii) lack of personnel
capable of constructing such a table; iv the use of the table is limited
because of lack of interdependence bhetween sectors; (v) the assumption
of the rigidity of technological coefficients,

(2) "In this way, although a much simpler system of equations is obtained
than for the more complete input-output tables, it remains possible
to keep track of the more important inter-relations hetween sectors.!
See J. Tinbergen, Methodological Background of the Plan, op. cite, pPo73
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APPENDIX I

Table 1 ~ passive Incremental Capital-OQutput Ratios in
Various Sectors, 196367

Production Gross Incrementsl capital‘

targets Investment output ratio

1963 ' 1967 (1963-67) (100R) ¥y
Agriculture 36,470.0  43,560.0 10,54804 1.48
Mining & quarrying 2,58349 3y57T4 3,233,0 %.25
Manufacturing 20,867.1  31,462,1 10,089,2 0.95
Energy ' T29.1 1,187.7T 5413440 11.19

Transportation

and communications 3,744.9 5434002 8,159.4 5011
Average (ICOR) 4.39

Notes: 1) Incremental capital-output ratio or marginal cepital-output
ratio is computed by dividing the addition to the capital

stock by the increase in the output in that sector.

2) The (ICOR) computed is in terms of gross values since invest-
ment and production of the wvarious sectors are given in
grogs terms. For the computation of net (ICOR), debreciation

must be deducted from the gross investment in each sector,
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(er)) Implementation Results of the First Five-Year Plan

In this section, I shall be dealing with the implementation
results of the First Plan, particularly in relation to the overall rate
of growth, domestic savings and totel investment., Since the actual results
are available only foxr the first four years of the plan implementation,

the analysis below will be confined only to this period.

Rate of Growth During 1962-66 period, the actual increase in the GNP was,

on average, 6.5 per cent per annum as compared to the plan target of 7
per cent. This simple average rate is the arithmetic average of the first
4 years (See Table 13). But for a more accurate rate, the compound rate of
growth formula should be applied. Since the actual realised figures for GEP
in 1962 and 1966 were 61.8 billion TL and 79.5 hillion TL. respectively, the
compound rate of growth for this period will be:

Py = Po (1 + )"

log Po = log 618
= 1.7910

log Py = log 7945
= 1.9004

then:
log Py, = log Po + m. log (1 + )
log (1 + 1) = log P = log Po)

4
log (L 4+ r) = leggﬁ = .027%5
l4+1r=1,064
r = 10064 - 1
I = 0064
r = 6.4 per cent

In other words, the GNP rose by 17.7 billion TL. over the first
4 years of the plan period. As compsred to the plan target of 40 per cent
inorease, the increase in GNP (from 61.9 billion TL., to 79.5 biliion TL.)
represents a rate of increase of 28.5 per cent; with 1967 result yet to come,

it ds diffiecult to tell if this rate can be achieved,

The actual annual rate of growth over this period varied between
4.6 per cent and 8.8 per cent, In 1963 the actual rate of growth iﬁ GNP

exceeded the target which was foreseen in.the plan. The 7.7 per cent rate
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of growth in this year was due to the extremely substantial growth in agric-

ulture which attained a 7.6 per cent growth rate (as compared to 4.2 per cent

plan target).

to intensive farming practices, but to an.excellent harvest and weather

conditions.

Table 13 ~ Plan and Actual Gross National Product, 1962-66

"he substantial increase in agriculture was not, however, due

Billion TL (at 1965 prices)

Plan Annual Actual Actual Reazlisation
Years Targets Rate of Index Realisation Annual Ratio Index
Growth (1962:=100) Rateof (1962=100
% Growth %
%

1962 629497 - 100 61,882 - 99 100
1963 66,871 7.0 106,9 66,648 7.7 99 1077
1964 171,553 To0 114.4 69,910 4.9 9T 113,0
1965 176,562 740 122,65 73,127 4.6 95 118.2
1966 81,921 7.0 131.0 794536 8.8 97 128,5
Average increase 7.0 ‘ 6.5 97

Source: It is based on the figures given in Table 1, in

"Kelkinma plend, 2ci Bes Yily 1968-72, Ankara, 1967, p.2

While sgriculture achieved an exceptionally high rate of growth in

the First Year, the other sectorsg,particularly industry, lagged behind the

plan target. It was foreseen in the plan that the non-agricultursl output

would rise annually by 9 per cent with manufscturing and energy growing

- by 13 per cent.

But the implementation result in 1963 showed that only

T+5 per cent was achieved which was much below the plan targeto(l)

Industry by itself (comprising also mining and public ubilities)

achieved an 8 per cent rate of growth in 1963,

It is said in the Second

Five-Year plan that the slowdown which occurred in industry was the result of

the deflationary measures taken to prevent inflétion wiich resulted in a

considerable fall in the general level of demand.,

This, in turn, caused a

lower utilization of capacity and a considergble drop in industrial outputa(2>

(1) See OHCD, Turkey, 1966, Paris, Feb. 1966, p.27
(2) See Kalkinma plani, 2ci Beg Y1)1968-1972, SPO, Ankara, 1967, p.4
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The other reason, as we shall see later, was the retardation
which occurred in the execution of public investments, particularly in those
projects which are undertaken by the SEE. In fact, public investment in 1963
reached the level of 5,5 billion TL. as compared to the plan target of 6.6 billiox
TL. Whereas private investments. in the seme year exceeded the plan target by

achieving 5.3 billion TL. sgainst its plan target of 4.3 blllion TL.(l)

The rate of growth in 1964 and 1965 was considerably below the
plan target of 7 per cent, being 4.9 per cent and 4.6 per cent respectively.
This extremely sharp drop in the overall rate of growth was due to the fact
that agricultural output ih 1964 dropped to its 1963 level; and later
in 1965 indicated a negative rate of growth of -3.3 per cent. Moreover,
there was a notable slow down in private business and investments (due to
the Cyprus problem) which can be considered to have played some pert in

this performance.

As Table 13 indicates 1966 was the most successful year of the
plan period, realising & rate of growth of 8.8 rer cent. Agzin, here the
overall economic growth was heavily dependent on the agricultural sector,

where the latter maintained an 8.6 per cent rate of growth.

Actual Domestic Savings

Looking at the realised figures for GNP and domestic savings,
one can readily calculate the average and marginal rate_of domestic savings.
As can be seen from Table 14, average domestic savings increased from 9.5
per cent to 16.1 per cent of GNP during the period 1962-66. This represents,
on average, 13.4 per cent of GNP. from the same figures again, merginal rate
of domegtic savings can be computed. Average merginal rate Bf domestic
. savings can be found to be 41.3 per cent (for the 5 year period) as compared
with the 26.5 per cent of marginal propensity to save based on plan projectionsgl>
The interesting conclusion that can be inferred from this, is that the
Develcpment Plan had been financed mainly by domestic savings. This appears

to be in line with the iirst Plan objectives.

Total domestic savings that were reslised over the five-year period
(1962-66) accorded & rise of 117 per cent amounting to 47.8 billion TL.
against sgainst the 49.9 billion TL. projected in the Plan. This represents
(1) Ibid., p.3

(2) This rate of marginal saving is for the overall economy including both
public and private sectors.
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a rate of implementation of 95 per cent which might be considered an

extreme accomplishment,

Table 14 = >Actual Average and Marginal Domestic
Savings. (1962-66) Billion TL. (1965 prices)

Average Marginal \

Total Current Savings Bavings

Years GNP Ifivegt-~ “Account Domestic DS ADS % 100
ments. Deficit Savings GNP OGNP
1962  61,882.8 8,157.6 =2,178.0 5597906 9,5 -
1963  66,648.8 10,8377 2,709.0 8,129,7 12,1 45,0
1964 69,910.3 10,828.1 0,954.0 9,874.1 1460 51.5
1965 73’12701 11,95003 0’69500 11’25705 1503 4}07
1966  79,5%6,7 14,315,3 1,476.0 12,837.3 16.1 25,0
Average Domestic Savings 13.4 4103

Sources It is compiled from the figuwres given in Table 7, in the
Second Five-Year Plan 1968-72, SPO, Ankara, 1967, p.4.
Average and marginal rate of saving figures are mine.

The realised and plamed total investment and domestic savings are
presented in Table 15, The high rate of implementation in domestic savings
means that, domestic savings were augmented by additional taxes (direct
and indirect), public revenue from the State Economic Enterprises (SEE) and
partly by deficit flnan01ngo( ) In fact total government revenue increased
from 11.1 billion TL to 19.4 billion TL. during the period 1962-66, representing
g 75 per cent increase, The highest increase in the government revenue
occurred in the funds from the SEE and in the total tax revenﬁe, For insteance,-
.the SEE revenue rose almost 4 times its 1962 level, and tax revenue increased
by 74 per cent over the plan period. The share of the latter in the total
revenue had also shown a considerable increase,rising from 58 per cent in 1963
to 64 per cent in 1966, QZ)THIS was a notable increase, despite the fact that

i
the Plan target was not attalnea."“

(1) The sdditional increase in the tax revenue was due mainly to newly
introduced indirect taxes, i.e. travelling tax, import stamp duty.
Previous tex rates were also increased. In ths case of Direct taxes,
too, new taxes were introduced, i.e. agricultural income tax and
motor car tax. For the above figures see, SPO, Kalkinma Plani, Zei Bes
Yil 1968-1972, Ankara, July 1967, pp.5-6

(2) ibid, .5, Table - 8
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Table 15 =~ Realised Total Investment and Domestic Savings
Billion TL. (1965 prices)

Total Investment Domestic Havings

Years Realisation Realisation

Plan {a) Actual Ratio Plen (a) Actual Ratio
1962 1001 8.1 80 706 509 7706
1963 11,3 10,8 95 8.5 8.1 95,2
1964 12.7 10.8 85 9.7 9.8 101
1965 13,9 11.9 85 11.3 1l.2 99
1966 1504 14.3 92 12,8 12,8 100
Total 6304 559 88 49,9 47,8 9507

Note: It is arranged from the figures given in Table T, in the Second
Five-Year Plan 1968~72; and the figures given in the First Five-Year
Plan. (a) Plan largets for total investment and domestic savings are
originally based on 1961 prices. Therefore, these figures have to be
converted into 1965 prices in order to compare them with the realized
figures which are based on 1965 prices. For this purpose, the price
increase over 1961-65 period is worked out to be 19 per cent. I have
accordingly calculated the planned investment and domestic savings.

Realised Total Investments:

Total investment allocated to economic development in the period
1963~66 did not reach the corresponding plan targets. As compared to the
Plan target of 52,1 billion TL. total investment which wss undertsken during
the seme period stood at 47.9 billion TIL. (See Table 16), This indicates
an implementation ratio of 91 per cent(l . In other words, total investment

rose from 19.8 billion TL to 14.3 billion TL. over the 4 year period.

As corresponding to the low rates of growth in 1964 and 1965, the
rates of implementation of total investments in both years were relatively low
(87 per cent), This may explain the close relationship between the rate of

growth in the economy and total capital outlay undertsken in the same period.

During the First five-years (1962-66) of plan implementation,
total investment as & percentage of GNP had fluctuated between 13 per cent
and 18 per cent. Taking the whole period, it can be observed that, on
average, 15.8 per cent of GNP was allocated to capital formation wrich was

considerably below the average expected in the Five-Year Projection (18 per

(l) Taking 1962 as a base year, total investment rose by 75 per cent, increas-
ing from 8.2 billion TL in 1962 to 14.3 billion TL. in 1966 (See Table
15). .
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cent of GNP)(l).

Table 16 = Total Investment - Plan Targets and Actual
Realisation, 1963~66 Billion TL. (1965 prices)

Plan Tar- . Realisation Index
Years gets Actual Ratio % (1962 = 100)
1963 10.9 10.8 99,1 1317
1964 12.4 10,8 87.1 ' 13L.7
1965 1%.8 12.0 87.0 146,3
1966 (temp.) 15.0 1403 9543 17444
Total 5201 4709 9109

Source: Xalinma plani, Z¢i Bes Yil 1968-72, SPO, Ankara, 1967, p.3

A brief summary of the performance of public and private sectors
might be useful. The distribution of total investments during 1963-66 period,

between public and private sectors are presented in Table 17,

As can be seen from the Table, while private investment exceeded the
plan targets throughout the period, public investment lagged considerably
behind the plan targets. The implementation ratio in the former was over

100 per cent and in the latter 81 per cent.

As a result, the share of private investments in the total investment
outran considerably the plan projection where it was to remain around 40
per cento But actual implementation results shown in Table 1j, indicates
that private investments constituted 49 per cent of the total investment

outlay in 1963, though this dropped later to 42.9 per cent in 1966,

It follows that, contrary to the Plan projection the private
sector had played a greater role than was expected. In actual fact in the
First Plan it was plammed that tlhe private investments would rise by 11

per cent per annum constituting 8 per cent of GNP at the end of the Plan

TABLE 17 (SEE OVER)

(1) Total investment as percentage of GNP was 13%.2 per cent in 1962
16.% per cent in 1963; 15.5 per cent in 19643 16,3 per cent in
1965 and 18.0 per cent in 1966,
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Table 17 = Distribution of Investments between public and private

sectors, 1963-66 Billion TL. (1965 prices)

? Private Sector Public Sector Shgre ?f Pr%vate
Years . . Investment

.Plan Raalisation| Plan Realisation|Plan Lctual

target Actual ratio (1) | target Actwal ratio (1)
1963 463 53 123 6.6 DeD 083 3944 49.1
1964 4.9 5.0 104 7.6 508 e 3847 4643
1965 504 55 102 804 6.5 o 1T 39,1 45.8
1966 ‘
(temp.) 6.0 604 106 8.9 To9 .88 40,0 42,9

Source: Kalkinma Plan, Zci Bes ¥11 1968~72, SPO, Ankara, 1967, p.3
(1) Realisation rates are added to the Table by me

periodo(l)

First, though the projection of private investment was a common
sense estimate 2>, if turned out to be a realistic and an attainable one.

If one excludes 1964, the annual rate of growth of private investment reached
10 per cent in 1965 and 16 per cent in 1966(3). The rather high rate of
implementation in the private investment points to the fact that the planners
had underestimated the potential which existed in the private sector. This,
as often argued, was because the planners based their estimates of private
investment on the period 1960-62 which were years of recession in the private
sector.

Second, though the attainment of the planned private investments
was quite desirable, this does not mean much unless it is in conformity with
the pattern of allocation envisaged in the plan. Unfortunately, this is
what the private sector had not accomplished, despite many fiscal and
monetaxry messures, For instance, the share of housing invesitments in the
total private investment was 43%.2 per cent in 1963 and it rose to 46.0 per

cent in 1965, while the share of manufacturing investments in total dropped

(1) See First Five-Year Plan, 1963-67 SPO, Ankara, p.l08

(2) An estimate was made to find the volume of private investment in the
plan, This was based on past data. But this was difficult since
past investment series did not veveal a specific trend. In other
words, the volume and distribution of private investment in jast years
was largely influenced by inflation, foreign trade restriction snd the
political situation. The final estimate was based on 1960-62 period.
See FPFYP 1963-67, p.l09

(3) They are calculated from Table 17,
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from 36.4 per cent to 23.9 per cent over the same periodo(l)

The breakdown of private investment by sectors is not available
for the whole period, but the implementation results given in 1966 annual
programme can be useful in showing the privaite sector performance in

dwellings and manufacturing,.

Table 18 ~ Investments in Dwellings (1963 and 1964)
In miilion TL (1961 prices)

1963 1964
Plan Plan
Target Actual Target Actual
Public 34308 27408 20242 183%,6
Private 1756,9 2024 o4 1915,7 1896,9
Total 2100.7 2299,2 2137,9 208005

Source: 1966 Annual programme, SPQ, Ankara, 1965, p.532

It can be seen that private investment in housing in 1963 exceeded
its plan target by 15 per cent, while investment in 1964 was quite close to
the plan target, But the building permits issued dn 1965(2>, indicated

that construction activity was growing faster than the plan had envisaged.

Despite the fact that rates for building tax were revised and
building tax exemptions were partly abolished snd loans from the Real Hstate
and Credit Bank were limited to the construction of utility houses, the expected
change in the composition of private investment did not take place gccording to
the Plan Projections.(a)

The measures taken to channel private funds into manufacturing rather

(1) See SPO, Kalkinma Plani, Zci Bes Yil 1968-72, Ankara, 1967, pP.3~4. The
rather high share of manufacturing investment in the total private invest-
ment was due to the investment allocated to the Eregli Iron-Steel Plant
which is half-undertaken by the private sector.

(2) Ongllt, I., The Private Sector in the Five-Year Plan, in "Planning in
Turkey"  Middle Fastern Technical University, op. cit., pp.l60=-161

(5) The reduction in residential investment was to be achieved by measures
such ass a) eliminating tax exemptions, b) imposing higher building
taxes, ¢) limiting credits to utility housing. The present 1lQ0-year
tax holiday for new buildings which makes investment in this field
particularly attractive was reduced in 1964 and was maintained only
for new hotels and cheap dwellings. Also the specialised lortgage
Bank, ¥mlak, ve Kredi Bankasi, in 1966 provided loans for non-luxury
apartments up to 40,000 TL which carry a 2-year grace period, a 20 year
amortization and a 6.5 per cent interest rate, exceedingly low by Turkey's
standards.  See OHCD, Turkey, 1966, Paris, p.404l; OECD, Turkey, 1963,
Paris, p.40.
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than house-building, including measures such as: more favourable credit
facilities and tax reductions to the entrepreneum who invest in the required
fields,. .Both accelerated depreciation allowances and a scheme to exempt
certain proportions of reinvested funds from income and corperation taxes were
approved under the 1963 Income Tax bill (1)0

The persistence of the private sector in housing activities can

be connected to the following reasons:

a) productive investment requires entrepreneurship but building a house
does not; b) the amount of capital available for building a house or
apartment is generally insufficient to undertake a large-scale industrial
project; c) residential investment provides quick and high returns, while
industrial projects require longer gestation periods and longer pay-off periods;
d) industrial projects depend heavily on imported capital-goods and raw materials;
but housing investment can easily be carried out since the domestic market

provides all necessary ingredients, i.e. steel, iron, cement, etc.

The composition of private investment in manufacturing industry can
provide a better picture on the direction of private investments But the
statistical data here are available only for years 1963 and 1964,

Teble 19 - Private Investment in the Manufacturing

Industry (Total for 1963 and 1964) in Million TL

Programme - Actual Realisation
Type of Industry (1963 + 1964) (1963 + 1964) Ratio %
L. Consumption Goods 292,2 650,8 217
2o Intermediary Goods . 1930.8 1989,.4 _ 103
3, Investment Goods 531.0 30204 57
Potal 2761.0 294206 107

Sources 1966 Annuel Programme, SPO, Ankara, 1965, pp.l74-177;
also I. Ungut, op. cit., p.l160
First, it can be seen that the realised private investment in
Manufacturing indusiry exceeded the programmed targets by 7 per cent in the

first two years of the Plan period.

Second, the above achievement becomes less significant if we look
at the composition of actual investments in Manufacturing. Private invest~

ment in consumer goods industries (i.e. textile, clothing, food processing)

(1) OECD, ‘Purkey, Paris, 1963, p.40.
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by far exceeded the programmed target, while these investments in capital.
goods (machinery and equipment, chemicals) fell substantially below the
planned target (57 per cent rate of implementation)o Its investment allod-
ation to intermediary goods industry, however, was more or less in line with

the plan projection.

Third, 1t can be concluded that, too large a proportion of non-
residential fixed private investment was ooncéntrated in traditional fields
where profits were substantial but where at present excessive capacity exists,
i.e. particularliy textiles and clothing. The priorities specified in the
first plan, however, included petro-chemicals, rubber, bagic metals, machinery
and transport equipment and wood producté. But, as can be seen, new ventures
of thisg kind did not attract the private sector,

Fourth, it can be deduced from above, that the policy measures(l)
which were put into effect during the plan implementation were not sufficient
or effective for such a transformation of resocurces from unproductive to
productive fields in the long run. Conséquently, there were serious arguments
on the unfavourable performance of the private sector for not conforming to
plan objectives. It was strongly argued that the indirect controls were not
gufficient to speed up such a shift in private resources, and thus a system of
investment licensing should be introduced to bring the private investments

toward plan objectives.

On the other hand, public investments did not accord a substantial
achievement; its rate of implementation fell below the plan target considerably.
Average implementation rate for the four-year period (196%-66) was 81 per cent.
In other words, total public investment reached the level of 25,7 billion TL. as

coméared to the plan target of 31.5 billion TL. over the same period.

The distribution of public investments by government agencies are

(2)

not given in the second plan, and therefore the table presented by llo. Olcen,

is the only one available,.

(1) Measures to enccurage private investment to heavy industries, included:
accelerated depreciation for industrial activities, investment allowances
for selected fields. A system of tax incentives was adopted in Turkey by
which investors in selected fields which took advantage of preferential rates
of terms of payment for import taxes on investment goods as well as of tax
relief for profits to be derived from such specified investments.

(2) N.. Olcen, A Follow-up Study: the Implementation of the Investments foreseen
in the first Five-Year Flan, in "Planning in Turkey", Middle Ezstern Tech-
nical University, ed. by S. Ilkin. Publication No.9, June 1967, p.282,
Table 2 e
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The percentage of public investments undertaken by the

General Budget dropped from 32,2 per cent in 1963 to 23,3 per cent in
1965; whereas the percentage share by the SEE in total, rose from,
over the same period, 37.1 per cent to 42.3 per cent. The highest
share of the SER in total public investment, occurred in 1964 (46,5
per cent of the total). The subsequent drop in the percentage share
of the SEE was due to the increased investments in Annexed budgets and
Revolving Funds, (see Table 20).

Table 20 Public Investments by Type of Budgets -~ percentage

Type of Budget’ 1965 1964 1965

Percentage  Realis- Percentage Realis~ Percentage Realis-

distribution ation distribut- ation distribut- ation
of Invest- Ratio don of in- ratio dion of in- ratio
ments vestment vestment

General Budget 32,1 0.8% 26,6 0.84 23.3 0.82
Annexed Budget 25,6 1.02 23.0 0.86 30.5 0.79
Revolving Pund 5.l 0.91 349 0.86 3.8 0.85
SER 37.1 0.87 46,5 0.67 42,3 0.73
Total Investment 100.0 100.0 100.0

Average Realis=-

ation ratio 0.91 0.78 0.77

.
Source: N, 6lceu, a Follow-up Study; the Implementation of the Investments
foreseen in.the FFYDP in "Planning in Turkey" op. cit., p.282 726,02

As a whole, the share of industrial investments by the SEE had
increased substantially between 1963 and 1965, But since industrial
projects have larger gestation periods and are more dependent on forelgn
credits, the investment realisation ratio for the SEE was much lower than
others (varying between 87 per cent and 67 per cent). Other reasons

for this will be explained fully in the subsequent sections.

However, the implementation rates in General Budget and
Revolving Fund had been quite considerable,

Sectoral distribution of public investments and their realis-
ation ratios are elso interesting in showing that the public investments
in productive sectors (i.e., manufacturing and energy) were not up to
the plan forecast and they did not maintain a high rate of implementation.
The following conclusion can be drawa from the sectoral distribution

of public investments;(l) i) Taking the first three years of the Plan

1) In view of the Teble presented by N, Olcen, o . cit, . 288
sy OpPs Clte, P
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(1963~65), we notice that public investments devoted to primary sectors rose

from‘16 per cent to 21 per cent (i.e. agriculture); and secondary sector rose
from 28.7 per cent %o 37.5.per cente. Public investment on tertiary seotor,<l)
on the other hand, dropped from 55.3 per cent to 41.5 per cent over the same
period. But, the resources released from the tertiary sector were absorbed
by the increases in the current expenditure of the govermment due to collective
bargaining expenditure, construction of large and luxurious general directorate-

office building eto.(z)

ii) The lowest rate of implementation, occurred in manufacturing, energy and
transport sectors, where the implementation rate on 1965 was 55 per cent, 76

per cent and 78 per cent respectively. The industrial project's implementation
‘rate had lagged behind the average rate, due to many complicated factors; among
those the most important reasons were the considerable delay in project pre-
paration and delays in obtaining the necessary foreign resources. It would be
safe to argue that the bad performance of the public sector, particularly in

the manufacturing sector could be cited as one of the major reasons why the

(3)

overall rate of growth in 1964 and 1965 did not attain its planned target.

iii) In the sphere of public sector, the highest relisation ratio was attained
by agriculture and mining (85 pér cent and 94 per cent respectively). This
performance in the above fields can be ascribed to the financial resources vhich
were bagically provided domestically. Also, projects in these fields were

already prepared and regdy for implementation.

The principal reasons for the retardation in the public industrial
projects are of a financial, administrative and legal nature. The most

(4)

important ones however, can be listed as follows:

a) There was a considerable hesitation in taking decisions by the

government agencies, particularly by the SEE. The Law No,440

(1) Tertiary sector includes transport, tourism, housing, education, health
and other services. Tor these figures see Ibid, Table 3, p.283,

(2) See N. Olcen, Ibid, p.285

(3) In 1964, the implementation rates in manufacturing and energy were 60 per
cent and 76 per cent respectively. Ibid, Table 3, p.283%.

(4) On +this point see N..Olden, op.cit., pp.287-289; also see SPO, Kalkinma
plani, 2ci Bes Yil 1968-72, July 1967, pp.4-5.
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was enacted in order to give administrators of the SEE power to take
decisions on their own in relation to price regulation, preparation of
projects, investment proposals and choice of firms; thus dispensing
with the approval of the concerned ¥Ministers. But, unfortunately the
SEE administrators refrained from acting on their own initiative and
preferred to obtain written apnrovel from the related Ministry, even

in matters of minor importance. The fear of taking responsibility,

of course, led to great loss of time in decision-taking and implementat-
ion of investment projects.

b) It must also be noted that at the beginning of the plan
period, there was not a sufficient number of Projects to consider and
undertake, For instance in 1962 and 1963, it was said that most
of industrial projects did not even exist in idea form, 1 Nor was
there any proposal for constituting a realistic alternative to those
proposed, Thus, to carry out Project research and implementation
simultaneously had proved to be impractical and difficult; +this consequent-
ly led to serious bottlenecks.

c) A good number of government agencies prior to the First Plan
was involved only in production and managerial activities and did not
have the experience to undertake large projects. But these agencies
were forced to become iﬁvestment agencies at short notice without giving
any consideration to their ability in terms of technical and economic
experts. (For instance, SEKA, The General Directorate of Cellulose and
Paper Factories, the PPT are cases in puestion). At short notice, these
agencies were handed the task of preparing and executing industrial projects
each probably to the value of 300 million TL. To set up the necessary
organisation, of course, took some time which caused delay in the execut-
ion of projects. 2

d) More importantly, there was a considerable delay in external
finance as well as domestic credits, over the plan period. The foreign
credits promised by the Consortium (OECD) did not arrive in due time;
and there was confusion on the part of govermment agencies on guestions
such as where, and how to apply for both external and intermal credits.

Besides, Foreign credit organisations did not specify how,

(1) & private interview with Cemil Cinar, o planner at the SFO, Ankara,
February 1969; also en interview with B. Bender Lioplu, a planner
on paper industry, at the SP0O, February 1969, Ankara.

(2) N, Glcen, ¢p. cit., p.288
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with what documenta and under what conditions such applications should
be made. This, of course, caused further delays in the implementation of
projects.

Again, as N. 61®eu had shovn us in his study, the foreign-
exchange requirements of iIndustrial projects were strongly correlated with
the size of the projects (2). For instance, his findings showed that
in 1965, foreign exchange requirements of investment projects costing
between 15 = 50 million TL., were, on the average, 15 per cent of the
cost; while for projects costing between 50 - 100 million TL., this
ratioc rose to 30 per cent(§>.

The above figures may indicate that big industrial projects
depended heavily on foreign-exchange sources which did not come at the
right time,

e) There was not (and still so) a sufficient number of organised
firms in the construction sector that could undertake the execution of
large-scale industrial projects. The construction sector is not well
developed and has difficulty in obtaining the machinery end equipment
it requires. According to Law No. 2420, "The State is obliged to
award the construction to the lowest bidder"., But, in practice, it is
always possible for a second bidder to undertake the construction by
proposing a 15 per cent reduction in the price offered by the lowest bidder.
This, of course, creates legal conflicts and compensation to the first
bidder, eventually lead to considerable loss of time.(@)

f) Another factor, though less jiportant, was the 3 month lag
between the fiscal year and the programme year, Annual programmes
in Turkey become effective in January, while the administraters of the
General Bedget and Annexed Budgets were forced to wait till the parlie-~
mentary approval in March before they could make the necessary expenditure

disbursements for new projects, This shortcoming is still apparent.

(1) In 1965, for instance, 12 large scale industrial projects reouired
almost 1169 million TL. worth of external funds which represented
55 per cent of their total cost. But the amouwnt of foreipgn
exchange that could be cobtained for these projects during years
1964 and 1965.programmes was only 236 million TL.  This, of course,
represented a 20 per cent rate of realization. This supports the
foct that shortage of foreign credits was one of the important factors
in retarding the implementation of public projects. See N. (lceu,
op. cit., p.292

(2) N. Olcewm, p.282
(3) W. Olcen, .op. cit., p.283

(4) The Law No.2490 was supposed to be amended so as to avoid these
problems, but there is no indication of this being done.
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8) Tinally, there are reascns to believe that investment
programmes are not prepared realistically. The general assumption
for the completion of such projects is 3 years; this may seem quite
an optimistic timespan for a gestation period. Four or five years
would be a better assumption to take. In short, there is a tendency
in Turkey to underestimate the duration of programmes.

It can also be added there was not an effective system of

implementation of investment programmes during the First Plan period.

Conclusion

o v

1. Despite the remarkably high rate of growth in 196% and
1966, the overall rate of growth set out in the First Plan was not

achieved in the first four years of the plan implementation,

2. It must be noted that the yearly fluctuation which
ocourred in agricultural output has been one of the major factors in
causing the unsteady growth in the economy. The economic growth, as
it was in the past, has been mainly determined by the performance

of agriculture and the latter, in turn, by weather conditions,

This, in other words, shows that investment allocation to
irrigetion and fertilizers did not offset the dependence of agriculture
on climatic conditions, With the irrigation scheme requiring a long
gestation period, perhaps it was not possible to see the effect of

irrigation works within the first 4 years of the plan implementation,.

3, The overall rate of growth is also closely related to the
growth rate in industry. But, industry as a whole, as was mentioned
earlier, did not record a satisfactory growth to attain its planned
output target. This was mostly due to delays in the provision of ex=-
ternal finance and to the lack of fully prepared public investment pro-
jects. In addition to these, the government investment agencies did
not have the necessary experience for undertaking such large-scale
projects,

Projects preperation in the public sector has been one of the
main factors holding back the progress of investment, Therefore, a
considerable effort is needed to accelerate the preparation of socund and
feasible investment projects. Also, eid-giving countries should, for
their part, be asked to provide their external credits promptly without

causing notable delays in project financing.

4, From the implementation results, it follows that the private

sector, though it exceeded its planned target, did not conflorm to the plan
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objectives laid down. Private sector, contrary to the planners' fore-
cest, had confined almost half of its resources to traditional activities
i.e. luxurious housing. . Its participaticn in the manufeacturing industry
was also in the wrong direction where most of its non-housing investment
was devolbed to traditional consumer-goods industries instead of heavy
industries, (i.e. textile and clothing, food).

The problem of private productive investment remains one of
capital and entrepreneurs. Directing savings towards productive
investment remains difficult and finding willing investors capable of
menaging new industries even harder.

This may implicate two alternatives: a) either the policy
measures adopted during the plan did not play an effective role to
make the private sector direct its resources to productive fields;
thus more effective and constructive measures of a fiscal and monetary
kind would be needed to achieve the desired pattern(l); or b) more
government participation in the field of heavy industry should be
decided upon; with a reluctant private sector in the sphere of capital-
goods industries, it is logical to argue that a predominant role should

be given to the State Lconomic Enterprises (SEE) in this field.

5) Domestic savings in the same period showed a higher reslis~
ation ratio than total investments. Accordingly, marginal rate of saving
mecorded a much more remarksble rise than was expected in the plan. Thus,
one of the major objectives of the Pirst Five-Year Plan, which was to draw
most of the finance from domestic savings, was therefore accomplished.

Perhaps the most imporbant aspect of the development in the
first 4 years of the plan period was the rapidiy rising proportion of
public investment financed out of domestic sources (from 52 per cent
of the total in 1962 to 56 per cent in 1963, 73 per cent in 1964 and
74 per cent in 1965)(2).

Irrespective of divergencies with the plan figures this trend

is of the utmost significance for the future.

(1) If indirect measures do not bring a desirable solution to the
problem, a system of investment licencing can be introduced to
bring the private sector into conflormity with the plan objectives
or a more general suggestion would be to provide 2 broader capital
market. But, the creation of a capital market is a long~term
process and may require the formation of large joint-stock cor-
porations as an effective mechanism for attracting small money holdings.
It may be argued, stimulation of a capital-market may be more useful
in the long-run than the short-term tax incentives.

(2) See OECD, Turkey, Paris, 1966, pp.33-35
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6) The pattern of investment allocation among various
sectors wight be one of the reasons why the target rate of
growth was not achieved, The composition of investment as projected
in the First Plan was directed toward social overhead capital (SCC)
investments rather than directly productive investments.

From the plan implementation, we notice that allocation
to S0C sectors was more than the planned target. For instance,
investment in SOC sectors represented 60.6 per cent of the total
investment outlay as compared with its planned target of 58 per cent.
Directly productive invesiments, on the other hand fell below the oro-
jected targét, constituting 39 per cent of the total investment, as
compared with the plan projection of 41,7 jper cent.(1>

This may partly explain why the overall rate of growth has
not been maintained,

However, the divergence of investment allocation to S0C vs,
DPI from the plan projection, does not seem to be substantial; thus
the capital-~output ratioc of 2.,6:1 that was projected by the SPO appears
to be attained. (See Table 21). Incremental capital-output ratio
that is realised during the first four years of the plan implementation
was 2.5:1 (see Table 21).

Table 21 - Realised Incremental Capital-Cutput Ratio
for the period 1963-66., Billion TL (1965 prices)

Years Y r OHT QI/Y x 100 (IC&R)
1963 6646 7.7 10.8

1964 69.9 4.9 10.8
1965 731 4.6 12,0 16.5 per cent 2.5
1966 7945 8.8 14,3

Total 44:’.-.‘{ = 289.1 “22—2&9_ = 6-5 i’jj = 4—719

Note 1) The figures for GNP and investment are taken from Table 1,
SPO "Kalkinma Planil Z6i Bes Yil, 1968-72, Ankars, July 1967,
Pe2

2) Incremental capital-output ratio is simply caleulated from the
Harrod-Domar growth formula:

o

& = &
605 = Ebe2
o = 623
6.5
A= 2.5 '

(for footnote 1 see next page
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..+ The maintenance of a considerably lOW-Capital~output
ratio can be attributed, mainly to the ex1s?ence of
wnutilised capacity in the SOC investmentg in the pre-plan
period. Otherwise, the concentration of 1nves@ment on

SOC sectors might have caused a considerably higher capital-

output ratioce.
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As compared with the Plan's capital-output ratio of 2.6:1,
this seeus to be a reasonsble accomplishment. But with 1967 figure
yet to come, this ratio may be expected to exceed the original projection
in the plan. The maintenance of a considerably low capital-ocutput ratio
can be attributed, mainly, to the existence of unutilised capscity in'h
the S0C investments both in the past and presenty Otherwise, the
concentration of investment on SOC sectors might have caused a considerably

higher capital-output ratio.

7) The rate of growth of National Income in any economy depends
first on the size of total investment; second, on the composition of
an investment programme,

The size and composition of a programme are interrelated,
not only directly, in that the total programme obviocusly consists of
the sum of individual projects, but also indirectly in that the size
will depend on the composition through the effect of the composition
on growth, on taxable capacity, on export earnings and on incentives
in the private sector(l). . This puts the burden of programming upon
the analysis of individual projects.

Given the total investment and sectoral allocation, the
problem becomes selecting the best alternative in a particular sector.
Thus, we enter into the problem of selecting investment projects by
applying theoretical investment criteria. This problem will be dealt

with in part IIT, where I shall make two case studies.

(Footnote (1) from page 90)

530C Investment includes energy, transport, housing, education,
health, tourism and services. Directly productive sectors
include agriculture, mining and manufecturing. The above
figures are calculated from table 6, in the "Kalkinma Plani®,
Zei. Bes Yil, SPO, Ankara, July 1967, p.4

(1) W.P, Stolper, Investment Criteria from a Planning Standpoint, in
"Plaming without Yacts", p.l44. It can be said that the size of
a programme is a functlon not only of foreign and domestic savings
but of its own composition.
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CHAPTER 3

PRICE MECHANISM AND THE CRITERTION
0" COMMERCIAL PROFITABILITY

1l Introduction: In recent years most of the developing countries
have gset up development programﬁes with the belief that the government in
the process of resource allocation can speed up the rate of economic
growth, This conviction is based upon the fact that investment decisions
determined merely by the free-market forces are insufficient to provide an
optimum allocation of rescurces for rapid economic growth. It is widely
recognized now that the market mechanism,for reasons we shall explain below,
is not operating properly; or as is often argued, even if it is, a perfect
competitive market it would still not produce the best results for econcmic

development.

In the following sections it is my intention to shed some light
on the major defects of market mechanism as an appropriate instrument for
resource allocatione. It is not my purpose in this chapter to examine every
aspect of market mechanism or enter the heated discussion of market mechanism
vs., central planning doctrines. Instead, I am here merely concerned with
the inadequacy of price mechanism in mixed economies as far as investment

(1)

decisions are concerned.

Before I take up this point it may be useful to see the basic
assumptions on which the free-market mechanism depends and which can make

actual costs measure social cost and actual receipts measure social benefits.

First, price mechanism operates under the assumption of full
employment of resources and perfect competition in all product and factor
markets. At full employment condition and in a perfect competitive state,(z)
marginal product of laebour would be equal to the wages paid; warginal
productivity of capital will bhe equal to its opportunity cost.(a) Under

static perfect competition market prices of factors and commodities can be

(1)

The writings on this issuve are cuite extensive and it wight require a larger
space than I intend to devote to it here.

(2)
(3)

No monopoly position to influence . prices.

Under full employment and perfect competition the opvortunity cost of a
commodity, which is the velue of the factors used to produce it in their
best alternative pattern, is egual to its market value.
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used to represent the intrinsic values of these factors. But perfect

competitive conditions ard not fulfilled in real life due to dynamic changes.

Second, perfect competition reguires a large number of firms to
be producing each commodity so that each is too small to affect its price.
In other words the aim of this large number of firms is to maximize profits

without having any influence on pricesgs and wages.

Perfect competition model assunes away monopolistic and oligopol-
istic tendencies which can infiuence prices and outputs in such a way as to
cause divergencies between social and private productivity. The commercial
profitability can serve the national interest so long as perfect competition

is not violated by such tendencies.

Third, it is the assumption of the perfect competition that
changes in production or demand to be marginal. In other words, perfect
ccmpetition works pexfectly under the condition of small changes and
perfect divisibility. As will be discussed later, indivisibilities should
not exist in production, demand or supply of capital for a perfectly function-

(1

ing market economys

If +there were perfect divisibility of all factors there would be
marny more firms and smaller firms, but each would be producing in the
optimum manner the factors it employs being combined in the optimum proportions.
There would then be constant returns to scale and perfect competition.
But so long as these indivisibilities exist it becomes impossible for the
same factors to be combined in the same pattern to make the same product on

eny scale that might be chosen,

Pourth, in the perfectly competitive model (when full employment
exists) external economies or diseconomies are assumed away. According
to this model, each individual receives the full value of his contribution .
to production and each pays the full cost of the commodities he consumes.
Likewise for firms. But, it will be shown below that, as distinet from

the perfect model external ecconomies and diseconomies are always present,

(1)

Indivieibility in general may be found in the factor input, in the product
or in the method of production. For an excellent sccount of indivisib-
jlities see Lerner, Abba p. , The kconomics of Control, Principles of
Yelfare Bconomics. The Macmillan Company, New York, 1946, 1.174 (esp.
Chapters 15 and 16)



94+

Fifth, another assumption embodied in the market competitive
model is the consumer sovereignty by which it is implied that consumption
is the end of an economic activity and thus everything can be valued in %3:rms
of an immediate or ultiméte contribution to this end. But this is not

always true.

Finally, for a perfecs competition to prevail there must be
a dissemination of knowledge about the techniques of production and also a
guick response to changes in knowledge. In other words, businessmen must not

(1)

be slow to respond to technological change or opportunities.

But it will be shown later that the lack of spread of knowledge

of new techniques may create tendencies to monopoly or oligopoly.

The questions which may arise here are two. First, national
income may be maximized by the woxking of the mechanism of supply and demand
under the conditions of a perfect.competitive model. It can be argued then
that, if the conditions of a perfect competition model are satisfied, the
commercial profitability wonld be an apvropriate guide in all economic
deéision—making, public or private. Here, expenditures will closely measure

social costs and receipts closely measure social benefits,

But the conditions of perfect competition do not prevail in the
real world and therefore, market prices are not ccmpetitive to reflect socisl

cost and benefits.

The second problem is that market imperfections prevail everywhere
in developed and less developed economies; but the markets of the latter
countries are mowve imperfect than those of developed countries, For one
thing in developing countries there is a larger divergence of social from

private marginal product than in advanced countries.

Before explaining the main reasons why social cost-benefit analysis
1s more desirable in developing economies and why the private profitability
criterion is not a satisfactory device for investment decisions, it seems

appropriate to see various forms of commercial profitability criterion.

(1)1f "dynamic changes" can be foreknown for a sufficient time before they
take place or they take place accerding to a law generally known so that
their course can be predicted as far into the future, then the perfect
competition may be suctained. In other words if everything wmoved in a
uniform way, the future would be conmpletely known in the present and
competition would certainly adjust things to the ideal state where all
prices would equel costs. See Knight, Frank, H., Risk, Uncertainty and
Profit, Houghton.Mifflin Comp., New York, 1921, pp.34=-37.
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In practice the commercial profitability rule is often applied
in various forms. DlMost of the private enterprises operate on a rate of
return (internal rate of return, annual accounting rate of return) on pa;-
back (recoupment period) period principle. Better and more efficient ocnes,
however, operate on the basis of the present value method (sometimes named

as discounted cash flow).
a) One measure of profitability is the internal rate of return
that is the "yield" of the project. By definition thig is the rate of

discount which makes the present value pv of the project zero,

Internal rate of return rule can be expressed as follows:(l)
oo L
pv (o), = -I+ = —=— Bt = O
t =0 (l+r)?t

where I is initial capital cost, By is net benefits, r rate of
discount which makes the pv of the project equal zero, and t is the lifespan

of the project.

Internal rate of return here is defined as 1 which satisfies
the above equation. It must be noted that By is merely the difference
between incomes derived from the project and operating costs for the

project (Rp - Dp)e

This criterion tells us *to rank projects according to the highest
r or, after setting the minimum value for ¥ (cut-off rate), a private

investor would undertake all projects for which r;b T (2)

b) The other criterion which is often used by the firms is the

pay~off pericd method. This is defined as the number of years T that it

takes for a stream of net benefits ;: By to make up for the initial

i §
‘t=0

(1)

For this formuleas, see A, K. Sen and S. A, Marglin, Lecltures on Socisl
Cost-Benefit Analyvsis for Industriel Project Formulation and Zvaluation.
United Hations Industrial Development Organisstion, United Nations. June
1967, Chapter IV, p.62

(g)The advantages and disadventages of this rule will be discussed in
Chepter 8.
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(1)

projects according to guickest pay-off or undertake projects which do not

capital-outlay of a project. If it is used the investor would rank

exceed maximum recoupment period T. So firms will underteke projects for

T < T,

¢) Relatively good firms use the present value (or discounted
cash flow) method. As far as project evaluation is concernsd, for every
year all expected expenditures on goods and services for the project (including
capital expenditures) and all expected receipts from the project ard recorded.
For each year, the subtraction of the former from the latter shows how much
cash the firm gains or loses as a result of the project (interest and dividend
payments are normally excluded from the concept of cash flow). 180 from

the firm's point of view, direct taxes should be subtracted to arrive at
"cash flow".(g)

The next step is to discount future cash flows back to the present,
For this purpose a rate of discount is selected. This rate is usually merket
rate of interest or some average form of it. In general, any future receipt
or expvenditure is wultiplied by the present worth factor "pwf", which stems
from the formula of __ Rt , Wwhere i is percentage rate of discount and t is

number of years,

Finally, by process of discounting,expenditures and receipts which
aceur at different times are revalued to make them compsrable to present
expenditures. Investuent projects.here will be ranked according to the

benefit-cost ratios or discounted net benefits.

(1)This measure of profitability is easy to apply and easy to understand, but
it has many disadvantages. For example, net benefits after psy-off veriocd
are not taken into account; choice of uniaue T is not apnropriate when
projects compared have different life times, and different time patterns of
inputs and outputs,

Though in principle it is vexry inferior, it is still widely used by
firms. For more details, see L. K. Sen and Stephen A. Marplin, Lectures
on Social Cost-Benefit Analysis for Industrial Project Formulation and
Byaluation. U.N. Industrial Development Organization, June 1967. pr.61-62.

(Q)But, as will be indicated later, from the social point of view this is not

so, Cash flow for the society will be "pre tax caszh flow",
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The formula for the present discounted return ls often written
as follows:(l)
. Pp=n BRp - Dp

2 (141)D

p=0

B - I

where the symbol DEE indicating all terms of the form Bp - Do

D
= (1#1)F
aré being added for all values of p from o to n, life of the projeet; Do

is operating cost and I is the initiel investment made in year C.

It should be noted that in all these above mentioned private
profitability forms market prices are often used without introducing any
correction for the market price of outputs and inputs involved, The discount
rate which is applied is the market rate of interest whith does not convey
any relevance to the intrinsic value of capital cost. Finally, nhone of these
rules attempts to take into acccunt the external or indirect benefits stemming

from individual projects.

This may bring us back tc the reasons why the commercial profit-
ability criterion is not a convenient device to allocate investment resources,
Basically, the argument against private investment rules is due to many
imperfections which exist in the economy of an underdeveloped country. It
should be remembered however, that some of these imperfections are also valid

for developed economies, though to a lesser extent.

III -~ DEVELOPING COUNTRIES AND LEPARTURE FROM
COMMBERCTIAL PROFITABILITY
I. It can be readily exphasized that actual prices in markets of
developing countries are vexry much worse reflectors of soecial cost and
benefits than in the case of developed countries. The main reasons for such
a strong divergence of social from private benefits and costs include in
general wage-rate overvaluation deswite a large pocket of unemployment, very

imperfect capital markets, monopolistic tendencies, external effects which

(1)For the derivation of the formula see, Little, T.M.D. and dMirrlees, J.d.,
Social Cogt-Zenefit Analysis, Manuval of Industrial Project Analysis in
Yevelovineg Countries, Vol.I. tiethodology and Case studies, CECB, Development
Centre Studies., Paris, 1968, p.ll6,
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are not reflected in the price of oviputs sold and inputs purchased by en
industry, domestic currency overvaluation, protection provided to the dsmestic
industry in the form of iwport quotas and tariffs, inflationaxry conditicns

prevailing in these countries, etc.

1) The price mechanism (theory of competition) requires that the

1)

well observed in many developing countries peasant agriculture predominates

marginal product of labour pe equal to the wage rate paid. Bui as is
with a large pocket of unenployment or underemplcyment. It is a common
rhenomenon in peasant agriculture for a worker to consume more than his
marginal product. This implies that even without new investment total
output would rise if men were shifted from peasant agriculture to industrial

employment.

The unemployment (or underemployment) in rural areas as well as

urban areas may cause actual woney wage costs to exceed considerably the true

gsocial value of labour.(z) If unemployment benefits are provided pecople
would be openly or wholly unemployed which is against conditions re%uired
(3

to make wages reflect the real social cost of employing a worker.

In so far as the market wage rate does not reflect its true social
cost (marginal productivity of labour) the labour cost needs to be adjusted

downward to obtain the opportunity cost of employing one extra labourer.

2) Capital markets in underdeveloped countries are not well
organised and there is a large discrepancy between the capital cost in
organised and disorganised capital markets. In other words capital cost
does not represent an egquilibrium rate of interest which would be prevailing

ot (4)

under a free and counpetitive capital mark The degree of wvariation in

(1)
(2)

The extra outpat which results from the employment of an extra labourer.

Because of immobile labour there will be irregularities in the weturns to
labour in different uses. Then market wage rate may not represent the
opportunity cost of labour,

2
())In addition to this minimum wage, legislation may also result in a
divergence between actual and social wage rates.

(4)This ig due to lack of access to capital markets as well as to immobility
of capital with a ceonsequent result of irregulariiies in the returns to
capital in alternative uses,
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interest rates iz not solely the measure of differential risks, Other
factors such as r“ove:c‘nmon‘c intervention, ignorance and monopoly elements
may operate in the gupply of capital which widen the range of rates from

low to extremely high beyond what is rational. (1

Moreover, increasing returns to scale in financigl institutions
=ppear to be one reason for lack of competition, imperfection in the
dissemination of knowledge another.(Z)ﬁndertakings which require large canital
funds are in reality open only to a handful of potential entrepreneurs, a
condition which is gquite contrary to a competitive model. The private
alternativeé become monopoly or oligopoly with the resulting divergence

between commercial profits and social gains,

Because capital may be more valuable to the country than the
official interest rate would suggest it is necessary in project evaluation

to introduce an upward correction for interest rates,

5) Perfect competition reguires a large number of firms to be
producing each commodity so that each is too small to affect its price.
But many indusiries are characterized by "increasing returns', that is by a
technology which permits the cost per unit of output to fall markedly with
the scale of output. Electﬁic energy, steel industries and transport are
cases in guestion. The existence of incressing returns favours large scale
enterprises voth from the socisl and the private point of view. There can
be so few firms that each can have an influence on the price at which it
can sell ite ocutput. This is, of course, contrary to the conditions of

perfect competition.

Congéquently the assumpticn of large numbers of firms tends to be
violated and the tendency is stronger in developing countries becauvse of the
relatively small size of markets. The tendency to monopoly or oligopoly
can influence prices in such a way as to cause large divergencies between

social and private productivity.

(1)

See Little, I.M.D., Social Benefit-Cost Analysis. OECD ianual of
Industrial Froject Analysis in Developing Countries, Vol,il. Paris 1969,
D343 clso see Rosenstlein-fodan, P.I{., Programming in Theory and in
Italian Practice in "Investment Criteria and wconomic Growth", 1964,
Pp.l9-20, He states: "Here again the free working of the price system
increases the degree of monopoly and the capital markei apirears to be
governed by institutional or traditional rationinz quotas", p.19.

(Q)See Sen, A.i., Marglin, S.A., Lecltures on bocial Cost Benefit Analysisa
For Industrial Project Fecrmuletion and Bvaluation. U.N. Industrial
Development Organication, June 1967, p.8.
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Under monopolistic or oligopolistic conditions, the d=cision of
an individual firm affects the eccnomic wellbeing of agents other than the
firm itself and the benefits and costs remain outside the scope of the

commercial profitability rule.

4) An important way in which technology reduces the efficacy of
perfect competition is in the existence of external economies or diseconomies,
In the perfectly competitive model (with full employment) external economies
are assumed away. But in reality external economies or diseconomies present
themselves in various forms, i.e. smoke nuisance. For ingtance, discomfort
caused to the population does not enter inte the calculus of commercial
profits because the individual firm is not in general cbliged to compensate
for the damage. Bul these dis~benefits ocught to be taken into account in

(1

the calculation of social henefits.

It is also very common to have '"large projecis" i.e. a Hydro dam -
which can have significant repercussions on profits elsewhere in the economy.
For instance, investment in one sector may have a considerable effect upon
the profitability of investment in another sector via increased demand or

reduced coste.

By definition external economies are benefits which geccrue to the
whole community or to some members of it in a way thet doss not\bring a direct
return to the investor who undertakes the initial inves%ment.(3) Private
profitability r1ule does not take into account the net benefits arising from
external economies and economic interdependencies. BSince these bhenefits
(or disbenefits) are not or cannot be reflected in {he price obtainable for
the output of the industry or in the price it pays for its inputs, profitability
measure should ta%e)into account the resulting increase in the profitability
4

in other sectors. Otherwise, commercial profitability of the project

(l)They are sometimes indirectly reflecied in the Zoning Law regulating
industrial locstion,

(A)This has been called by Secitovesky a "dynamic external economy. See,

Scitovsky, T., “wo Concepts of fxternal sconomies. JFE, August 1954,

Vol ,ILXII, 7p. 143~51: and Fleming, M., dxternal hconomies and the Doctrine

of Balanced Growth. B.J., 1955, Vol.IXV, op. 241-256,

(5)This is due to instituiional framework which does not permit him to chsrge
8 price for the by-product benefits the investment made by him brings.
See Fleming, M. ibid. pp 255-56 ; T. Scitowsky, Thid. pp. W44 .
(4>In practice there is a small possibility of estimating all kinds of
external benefits, but a roctional benefit-cost analysis should attempt
to estimate at least the measurable effects.
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itself cannot be regsrded as a good measure of net social benefit.

It should also be noted that external economies or diseconomies
are closely bound up with the increasing returns and public goods,. It can
be said in general that most public goods and increasing returns conditions

lead to some kind of external econcmies,.

5) Public-goods may be another problem of why perfect competition
conditions are not sustained. In economigts' terms, "rublic~goods" are
goods that have thg property that they are consumed jointly by everybody
without the consumption of one person interfering with the consumption by

another(l) (i.e. transport, health, education, defence) .

By definition "publicw-goods" are purely technical and it does not
aiways imply that they should be in the public sector, But it 1s clear
that bublic~goods cannot be produced under the conditions of perfect
competition. It may follow then that private profitability does not reflect

the national interest.

For example, the construction of a bridge should be valued not on
the basis of actual profitability, but on the basis of what its profitebility
would be in the hypothetical case which also ihcludes the "consumer's surpius”.
that would accrue to the users of public utility. In othexr words, as
Scitovsky has pointed out the test of social desirability is whether the
sum of profit and consumers' surplus is positive.(g) Thus the latter misbt
be greater than the cost and consequently a case can be made for constructing
a bridge despite the commercial losses. Such an undertaking would be rejected
on the basis of private profitabillity criterion which may be contrary to

the interest of society.

The general advantages (external benefits) which may derive
from such public utilities should be talma into account for & proper assess-
ment of their profitability. 1f toll is charged for crossing the bridge
there may be some profit, but the important factor in public utilities is

not what the private profit will be, but what the over-all benefits are.

(1)

It must however be noted that this character of public-goods may have some
excepticns. For instance, a bridge, until it has been crowded is a puvlic-
good; then it beccomss private-good since one man's crossing delays the
crossing of another man. '

(Q)See, Scitovsky, T. Two Concepts of Ixternal ifconomies (Keprint) in
"Readings in Welfare Zconomics', p.247. It does not matter whether
congsumers' surplus accrues bo persons or represent exterral econonies to
firms; see also Lerner, Abba, I'. The Economics of Control. “he Macmiller
Comp. New York, 1946, Chapter 18,
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6) Generally speaking the foreign-exchange in less déveloped
countries is managed by the government in such a way that it does not represent
its equilibrium rategl)‘ In other woxrds, at official exchange rates the

demand for foreign exchange exceeds the supply of foreign exchange.

If the exchange rate 'is unchanged despite inflation, domestic
prices get out of line with world prices. Consequently lir. price of an
impoxrt is less than the real cost to the economy.  Similarly, the lira
price of an export is lesg than the benefits to the economy. In so far as
currency is not devalued in order to remedy the position the demand for
foreign-exchange for imports will outrun the supnly and the government beccomes
forced to restrict imports further, Surely, this causes further gaps

between the market prices of goods and the real cost of producing them.(z)

Therefore, foreign-exchange rate requires an upward correction

whilst assessing the economic value of an investment project.

Many developing countries follow a protection policy over their
domestic industry. This may be a deliberate influence on the price
mechanism to make it operate in a manner more donducive to society's benefit

than would be a laigser-faire commercial policy,

The domestic industry is usﬁally‘encouraged and protected by
tariffs and import quotas. Uonsequently the domestic price of the output
is kept above the import price. wWhen an industry exports i1t finds that the
very system which protects it in its domestic market-place puts it at a
disadvantage in export markets. Protecﬁion, like currenecy overvaluation,
implies that the lira price obtainable for an export underestimates the

(3)

gocial value of that export.

(2)

Some economists may argue that in this case rn underdeveloped country
should change the exchange rete accordingly. But such a policy cannot
be easily followed since its c:nsequences are auite harmful to foreign
trade. To put the foreign-e:change rate at equilibrium rete implies
indirectly & devalusticn with all its defects. This kind of policy may
create a very unstable belance of payments vosition. This is partly
vhy lowering foreisn exchange becomes an inevitable policy.

(2>For this peint see, Little, I.M.D., & Mirrlses, J.A., Social Cost-tenefit
fnalysis. CECD hanual of Industrial Project Analysis in Levelowing
Countries, Vol, II, Faris 1969,1,32.

<5)1bid, P35
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Another reason why the relative gap hetween domestic and worlc
prices is largely divergent between industries is the extensive use of irwort
quotas. A less developed economy runs into a balance of payvments probl-m.
The deficit is then brought under control by restricting imports and the
least essential goods willl be héavily regtricted. Consequently there will
be a growth of domestic industry greatly subported by protective cuotas which
may bear little relation to the long-~term comparative advantage of the

country.

7j It can further be argued that underdeveloped countries are more
prone to inflationary conditions than developed and this situation may ceuse

a divergence between private profit and social profit.

An economic policy of a rapid growth often results in a constant
tendency for demand to exceed supvly. This can he more apparent in some
sectors where there is an inelasticity of suvply (i.e. agriculture) which may
cause sectoral nrice rises which by transmitting themselves across to other
sectors can force the authorities to increase total money demand if the

(1)

recession is to be eliminated.

If inflation develcps in a uniform way so that reletive prices
are not changed, it could then be maintained that vrices cannot be a mpoor
measure of real costs and benefits, But surely this is not so. With
inflationary conditions prevailing the governments are often led to adopt
price controls in some selected areas where they can he operated. A result
of such conditions would be that activity in the selected fields will be
relatively unattractive and unprofitable without regard to the benefit of

such activities.

oL So far I have concentrated on the imperfections of the price
mechanism which stem from the devartures from market static assumpticns.
Many factors we have mentioned earlier may provide a rigid market structure,
monopoly vositions, imrobile labour and capital and consequently large

inequalities in the returns to labour and capital in different uses.(Z)

(I)Little, I.M.D.. ' Mirrlees, J.A., Social Cost-Benefit Analysis, Manual of
Industrial Project Analysis in Developing Countries. OECD Develorment
Centre Studies, Vol.II, Paris 1969, pp.%2-33.

(Q)Information in developing countries is less widely available in respect to

alternative production technicues, factor supplies, consumer and producer

demands. In addition there is no free access to some kinds of occurations
because/ . '
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The case for price mechanism however becomes even less convinecing
if it is ‘taken into consideration that the price theory is to a large extent
static while reality is dynamic. The dynamic factors which are not foresee-
able by the price system way be considered an important reason for the
inadequacy of free market mechanism, The effects of change in less
developed countries may cause more uncertainty than in developed countries,
For example, building one or ftwo plants may double production of a given
commodity where they could perhaps represent a marginal increase in a more
industrialised country. The importance of these effects in invéstment
decisions is the impexrfect forecast of future demands and of commodity and

(1)

consequence of economic growth. %hus an advantage based on cheap labour

factor costs,. FPaetor costs may change substantially over time as a

may prove quite limited in the future. Productivity change in factor

inputs is also an importent factor and investment decision should be taken
within the pexrspective of changes over time.(z) 4s is often ergued, a
productive process itself may have considerable effects on the experience and
skill of labour and savings effect. These are all indirect effects of
expanding a certain production line. But the fact that improvements in factor
supply or reinvestible surplus are not reflected in the market mechanism may

indicate bias against a given production line (i.e. manufacturing).

In addition the effect of one investment on the profitability of

)(3)

another (by increased demand or reduced costs which is called in theoxry
"dynamic external economy" is not taken into account by the market mechanism,

Whereas imputation of these economies to the originating investment may

(contd,) of social and institutional factors. Further, access to factor
markets (i.e. capital, labour, natural resources) is of'ten unequal. See
Chenery, H.B. Development Policies and Programs, U.N. Bulletin for Latin
America, March 1958. p. H53%.

(1>Chenery, H.B. Development Policies and Programmes.  UN Bulletin for
Latin Amewica, March 1958, p.53.

(Q)Chenery, H.B. Comparative Advantage and Development Policy in "Surveys of
fconomic Theory, Growth and Develomment'",The Royal Keonomic Society. A.E.AS.
Vol.,II. Kacmillan, S+%. Martin's Press, New York 1965. vp.129-13%0.

(B)Cost reductions may arise from economies of scale, productivity incresases
or new technolosy. A reduction of cost in a production line serving
another production line will alter also the other production line and may
increase demand Ior the products of the firsgt production line. In other
words, this is an interrelation between two different demand functhtions and
betveen production and demand functions.

See Dr, L. Sirc, Lecture Notes on "“International ficonomics, Handout III,
Patts
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geriously alter the profitability calculations of that investment. Finally,
it can safely be argued that complementarities among sectors and projects
are not given due attention in the application of market mechanism and its
investment rules. Yor instance, it may be the case that a group of invest-
ment projects will only be profitable when they are all considered together
and then it may be feasible to carry out alternative combinations of

investuments,

For this reason s case can be made for an overall programming which
can permit simultaneous appraisal of a group of investments by following its
own planmners' social investwent criteria. 1In other words "uncoordinated
investment plans are likely to be made at different points of time and the
mere difference in timing causes them to be based on less inform tion than
would be available if the same investment decisions were coordinated and

. (1)

teken simultaneocusly".

It can be maintained that coordinated and simultaneous planning
gives rise to less uncertainty than would market mechanism.(g) Overall
programning however, may provide better access to required information

(3)

necessary for long-term forecasts of output and demand. Besides complem-~
entarity of demand will reduce the risk of not finding a market, if coordinat-
ed investment-decision is implemented. Reduecing such interdependence risks
may evenitually increase the incentive fo invest.(4) Cn the other hand,

the result of uncertainty is that risks to private investors in some sectors

(1)See Scitovsky, T. Two Concepts of External kconomies: A Reply in
"Papers oh Welfare and Growth", George Allen & Unwin Ltd., London 1964.
P83,

(Q)It is true in reality entrepreneurs and ceniral plammers are faced with the
same uncertainty; it is also true that undew dynamic conditions nothing
can be said for cexrtain. Uncertainty can be in reference to (1) how demand
will develop, (2) what course technology will take, and (3) what supplies
of factor inwnute will be forthecoming. As always argued future develop-
ments can be predicted on the basis of past developments, but this is noz
enough since uncertainty is referved to the future and not to the past.
See Dr. Sire, L., Lecture Hotes on "International Zconomics" randout III,
D.le
(5)5ee Hosenstein-Kodan, P.N., Programming in Theory and Fractice, in
"Investment Criteria and Growth™; r.I.0. (Heprint) in Meier's "Leading
Issues in Development Leccnomics'. C.U.P. Iew York 1964, pn.d16-416;
and Kosenstein-Redan, ¥.., Problems of Industrialisation of rmastern and
South Eastern Europe. B.J., June-Sept. 1943 (Heprint) in "Meier's
Leading Issues in Development Economics', Tp.434-435.

(rpia, poa6. <
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may be increased and investment resources may be allocated to less productive
uses. Finally, it can be said that the case for the coordination of irter-
related investment decisicns is more relevant to underdeveloped countrics
where uncertainty is more acute. Internalizetion of external economies

may raise the marginal efficiency of capital and conseguently lead to invest-

ment in larger productive uni*s than would.be built under price mechanism.

From the above considerations it follows that direct intervention
by the government in investment decisions becomes necessary to promote
investments in new production lines where dynamic factors are particularly
important and where the risk to private investors may be much larger than

(1)

with some form of government coordination of investment plans.

So long as market imperfections are prevailing in an economy
private profitability should then be replaced by social investment criteria

which may allocate resources more accurately and efficiently.

. A final consideration for inadequacy of market mechanism is often

related to the distributién of wealth and deficiency of savings.

It is sometimes argued that it is unreasonable to exmect private
enterprise to take consumers' gain into account, but a public enterprise
ought to. Governments cannot be indifferent to who receives the benefits
of public economic activity. The essential goal of economic volicy in
most developing countries is the eradication of extreme inequalities and
it is therefore sppropriate that greater weight be attached fto benefits

received by the poor rather than to benefits received by the rich,

. Commercial profitability is however inadequate for public invest-
ment decisions for two basic reasons; first commercial profitability fails

to take into account benefits and costs to economic agents other than the

(1) '

I am not proposing here that in every field of the economy the government
should step in: there are a number of policies the govermment can take

to offset market defects without resorting to an overall economic
programme, i.e. control of monopoly, removal of obstacles to entry and
institutional measures eitc, But government intervention beccmes necessary
in lirge-scale undertakings and socisl overhead facilities, i.e. electric
power, transrort etc., which depend largely on an evaluation of future
production patterns and where economies of scale are significant,
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(1)

enterprise and second, the disgtribution of these benefits and costs.

But the dilemma here is that inequality in the distribution of
income promotes savings and helps future generations. It is therefore
argted that market meohénism by creating such inequalities may contribute
more to economic development. . But the government in an underdeveloped
country can make the conflict less acute by increasing public savings via
increased taxation, taking the form of savings of the rich - but there is a

1imit to this and the dilemma remains.

Ip the perfectly competitive model the most desirable distribution
of income is assumed tq be achieved by means of taxes and subsidies that do
not distort decisions.(2) But no government has yet found a way to levy
taxes and give subsidies that does not affect economic-decision making.
Many governments seem to be reluctant to apply lump-sum transfers even if

they are feasible (because of political opposition).

Nevertheless without the lump-sum transfers commercial pfofitabil—
ity is not a proper criterion for the social desirability of public investment
even in an economic system that is otherwise perfectly comlzoetitive.(5>
There may be a case where '"the government may wish to sacrifice the size of
the economic pie to achieve a better slicing; and this would require it

(4)

to depart from the criterion of commerciasl profitability".

In fact commercial profitability is an inadequate rule for the
government not only because the absence of lump-sum transfers obliges the

government to follow redistributive goals through its choice of investments.

(1)As Chenery has pointed out mrrket mechanism does not provide in reality a
favourable tendency to reduce inequality in income distribution among
econcomic classes or geogravhical areas. Instead it is now widely accepted
that it has tended to operate in the opposite direction particularly in
less developed countries. OSee Chenery, H.B., Devdlopment Policies and
Programs., op.cit., D53

(2>The private profitability can be a good measure of net social benefit if

the tax system and other measures can provide egquality to the extent that

ig socially desirable,

Z
(J)See Sen, A.{., Marplin, S.A., Lectures on Social Cost-Benefit Analysis
For Industrial Project Formulation and kvalustion. United Nations Indus-
trial Development Organization. U.N., June 1967, p.3

(W1via, p.3.



Commercial profitability is an inappropriate device also because perfect
compebition is a mere description of economists' ideal model which is gquite
distinct from the actual conditions in which investment decisions are takén,
especially in developing countries. Hence the income produced by an

investment is noi necessarily maximized when private profit is maximized.

Deficiency of savings is also argued to be another reason why the
government should depart from the commercial profitability criterion. Invest-
ment projects have different effects on consumption and savings. For
instance, two projects may have the same net profit, but a different effect

on the amount of extra consumption and savings.

If the government in developing countries feels more savings and
less consumption is in the interdst of the society, there may then be a
conflict, As we have noted earlier, a competitive model depends on consumers'

sovereignty.

The point here is that savings can be transformed inte investment
and investment can provide extra consumption for a sacrifice of present
consumption. The government may place relmtively higher value on the
consumption of people in the distant future than do privete individuals.

By and large this implies that the rate at which the scciety ought to discount
the future may differ from the rate at which a private firm can borrow.

If the discount rate is taken lower than the market rate, this means that
future consumption will be more valuable than is indicated by aggregate
choices of individuals. If the public saved more, interest rates would he
lower. In other words, the government considers present savings to be more
valuable than present consumpiion, There is then a confliict; one between
present consumpition and increase in savings (hence an increase in the rate

of national income),

The government has powers to increase savings by increased taxation,
but the government does not use it or there is no scope to increase it in

economies which exist on subsistence level.,
(1)

in developing countries should depart from the uwsual commercial profitability

It is therefore argued by some economists that the government

(1)W~ Galenson and H. Leibenstein suggest that investment decisions should be
taken on the basis of projects' reinvestible surplus or savings effect.
To this end they propose to invest in industry in urban areas as against
investments in rural areas with little or no reinvestible surplus. See
Galenson, Y. and Leibenstein, H.., Invegstment Criteria, Froductivity and
Rconomic Davelopmont. GJB, August 1955, Vol.69, :o.l, pn.350-353
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criterion and give preference to projects with the greater coniribution to

reinvestible surplus (or savings).

IV. Conclusion

In the presence of perfect competition commercial profits do

reflect all the gains and losces produced by sn enterprise. 2ubt a perfect

(1)

are at lerst three scets of assumptions which are not avpropriate to develomping

competitive model does not exist as we have exvlained earlier; there
countries. These are technolecsical obstacles which are reflected in increas-
ing returns, public goods and external economies, imperfections in capital
markets and finally imperfections in the dissemination of knowledge and in

responze to knowledge.

These and other market distortions we discussed above may produce
a structure of prices which does not ensure the best aveilable guide to
regource allccation in a number of sectors. This is so because factors of
production are not used in the pronortion they are available: lahour is not
fully employved and natural resources tend to be inefficiently utilized due
to lack of complementarity among different industries. Consequently, private

profits anrear to differ substantislly from social benefits,

Az we mentioned above, wrivate vprofitahility which is based on
actual market nrices ceases to be a satisfactory device for the allocation of
investuent resources and for the assessment of social benefits snd social

costs of investment projects.

Can the oommeroial profitablility criterion guide government invest-
ment decisions? The answer is probably not. The basic difference is that
the benefits acerued to other economic agents (individuals or firms) are of
interest to the private firm only as e means to its own nrofiis, the orovision

(2)

of benefits to others is important to the sovernment as en end in itself.

8 T Balogh has vointed ouwt: "There is no inherent itendency in this

vstem (market syster) either to emalisstion of factor remunerstion (inciui-
ing inter=st) or to the elimination of mononolistic profit marsins, Hoxr
are production and prices sensitively adjusted to £lisht changes in demand

in a way consistent with the sssumption of verfect competition", Ses T,
Balogh, fecunomic Policy snd the Price System, U.N, Keenemic Pulletin for
Latin America, March 1661. Vol.VI, MNo.l. n.53.

V),

(2)

It is somebimes arsued that externalities way exist a2s much for nrivote as
for mblic investments, But ag 8 vrincivle these effects are not teken
inte corsideratien in »rivate profitability criteria ror are they comvatible
with maxinizing vrivate rrofits. .
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Moreover, the government cannot be indifferdnt to indirect benefites and costs
nor can remain indifferent to who receives the benefits of public economic

(1)

activity.

Thus it becomes necessary for the government to depart from the
commercial profitability criterion in aprraising its own projects and resort

}
to some other set of criteria which can satisfy all these requirements.(g’

Social cost-benefit analysis (or social present value) can be
considered to be the best substitute to comreercial profitability in both
economies (developed and underdeveloped), but probably still more in develoving
couniries. The reason for that is the fact thet developing couniries are
farther removed from the coumpetitive assumptions than are most advanced

countries,

It must be noted hat social henefit-~cost criterion mey take
exactly the same form as profitability analysis. In fact profitability
analysis by entrepreneurs is a »rivate cost-heneflit analysis. But one can

cite the following differences between the two tyves of analysis,
& I D

(1) For a firm receipts are identical to benefits and exnenditures
are identical to costs. But expenditures and receivts to the firm may differ
from cost and beneflits to society. Therefore, it becomes necessary to value
inputs and outputs et different prices from those actually paid by or received
by the firm. In other words it will be necessary to apply "shadow" ox

"gecounting"

prices. Accounting prices will be usually recuired for wage
rates, foreign-exchange rates and capital costs (intexest rates). 5
(ii) Second, there may be some benefits and costs resulting from

the project which do not anpear as inputs or ocutputs of the firm, and do not

(1)In other words commercial profitability criterion may choose those invest-
ment »rojects which, though vrofitable from the private firm's vpoint of view,
may not be ac-eptable from the national economy's point of view. A vrivate
firm can and the government cannot ignore the effect of a vrecject on national
income, balsnce of payments, employment and distribution of income,

(2)Public investment criteria include those such as cavnital-cutout ratio,
canital-emnloywent ratic, belsnce of payments effect and sccial marginal
productivity rules. IMore broadly it includes sccial cost-benefit analysis
too. Thege will be dealt with in Chapters 4 and 5,

(%3)Shadow vrices should be chosen so a2s to reflect better the resl costs of
inputs to socisty and the real benefits of the outovutbs than do actual »rices.




111.

vary with these inputs or outputs. Such costs or benefits have to be separately

added or subtracted for svery year of operation.

(iii) The mate at which benefits and costs need to be discounted
may be different in social benefit-cost analysis. It may also be necessary
to separate certain kinds of benefits and costs because it seems desirable

to discount them at different rates.

(iv) When vrivate decisions are guided by commercial profits,
profits are defined as the difference between revenues (benefits to the enter-
prise) and costs. But direct taxes have to be deducted from the figure for
expenditures less receipts of the firm to find the final benefit derived,

But thie is not a cost to society and must be added b=ck to obtain social

benefit.(l)

It can be seen that once such adjiustmenits are made to the benefits
and costs which accrue in the project's life and to the rate at which they are
discounted, the procedures followed are then the same. Thus the present
value (pv) cf the project becomes its present social value and the internal

rate of return becomes the social yield,
To summarise, the following conclusions can be drawn:

1. The private profitability crilterion as it stands is widely
challenged as an allocational device and if it is to be used it must bhe

corrected by adopting shadow or accounting prices.

2. Or for public investment decisions it neceds tc be renlaced
by some other set of criteria, i.e. probably by social marginal preductivity

rvle or social benefit-cost criterion.

3. In order to obtain the equilibrium price capital and foreisn-
exchange ratd need an upward correction while labour cost needs a downward
correction. Shadow prices should therefore correspond more closely to the
realities of economic scarcity and the strength of economic needs than to

. 2
guesses as to what future prices would be,( )

(1>See Little, I.M.D. & Mirrlees, J.A., Social Cost-~-Benefit Analvsis, lanual

(Z)Not all distortions in price mechanism can be adequately dealt with by
uging accounting prices in vroject apnraisal. Some distortions can be
remedied by wvolicies which lesad fto proper correspondence of prices and
costs and benefits.
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A, Tt is now widely accepted by many economists that the future
needs of society tend to be provided inadequately by free market operation,
This has therefore, led many less developed countriws to prepare development
plans and programmes in order to apply their social profitability criteria
to invesgtment projects and also’ teo modify consumers' power over the pattern
o production so as to pursue an optimum path of growth. In other words
a planning agency's welfare function may be assumed to be a socially desirable
substitute for that of consumers' sovereignty. 0f cnurse, it should be
noted that the planning agency's welfare function does not always correspond
to a socially acceptable welfare function. It can even be argued that a
"pad" plan may not reflect society's welfare function more than the free market
mechanism would do,. But, on the other hand, it can be meintained that a
"good™ plan vhich is based on cooxrdinated investment decisions and undertaken
simultaneously may provide a better chance for sustained economic growth as

i n . 1
vell as more desikable social welfare.( )

Begides the private investors' foresight and anticipation of the
future is very imperfect (especially in developing countries) so that the
individual investor's risk may be higher than that cenfronting an over-all

(2)

cogts of commodities is likely to result in a waste of capital not just to

(3)

the investor but also the national economy' {/whereas overfect {orecasting of

investment programme. 4 failure in forecasting future demuands and factor

the above factors may be guite important in the production of commodities for

use by other sectors and for invesiment which invelves a long planning and

(4)

congtruction period.

(1>Though not all these develouwment plans have always been successful in
practice, it ecan be argued that government intervention in the form of com-
prehensive planning can be essential to speed up economic growth by allecat-
ing investment rescources by scceial investment criteria rather than private
profitability. Besides, the requirements of the fubure have tc be locked
at not from the individual's peint of view, but from the point of view of
society.

It should be added however, that ceonceptually welfsre function is not
easy to define and any definition of it is liable to subjective value judge-
ments. T am well aware of the long wnitroversy on thig point and I do not
intend to go intc the details of such an unsettled problem.

(2)Because of lack of information and expertise the private sector of the acon-

omy finds it rather difficult to forecast accurately the future rates of

return.

(3)g " .- L . . »
See Rosenstein-Roodn, F.N., Programming in Theory and in Italian Practice,

op.cite, 1. 417,

(4>See Chenery, H.B., Develomment Policies and Programmes. U.N¥. Bulletin for
Latin Amewica, March 1958, ©.5%



CHAYTER 4

A CRITTCLL SURVEY OF TUBLIC INVESTMENT CRITERIA:

CAPITAT,-OUTPUT RATTIO

1 Introduction: *“s we <iscussed in <the vprevious chapter under

imperfections which exist in the market, nrices cease to be a sstisfactory
device for the distributicn of investment funds and for the assessment of
social costs and benefits of investment projects. It was also indicated
that the dispersal of single Invesitment decisions based on maximization of
commercial profits as the only criterion may lead to a non-optimum investment

combination.

When investment vrojects are evalusted from the society or gmeneral
economy point of view, investment criteria take different forms than the
private criteria discussed earlier. A government in developing countries
ought to value investments in terms of their effects on national income,
employment, balance of payments and distribution of income. It becomes
essential to appraise projects on the basis of their contribution to these
major economic objectives. So public investment decigions should be based
on soeclal profitability criteria as was discussed eariier, and not on

commercial profitability criteria.

A wide venge of investment criteria have besn developed from the

(1)

criteria orivate profitability wes substituted by partial project evalusztion

general economy point of view, In the earlier studies of investment:
measures such ss capital-output ratios, capitel-labour ratios and balance of

vayments effect criterion,

This chapter will therefore be confined to the discussion of
capital-output ratio or capital turnover rate criterion. Emvloyment effect
and balance of payments effect criteria however, will be very briefly dealt
with in an appendix at the end of this chapnter. Soeial marginal productivity

(emp) and social benefit-cost criterion will be discussed in Chavter 5.

(1)

For a good summary of Public Investment Cheoice Criteria, see UN - Choice and
Fhasing of Public Sector Prejects, in UN Lconomic Bulletin for Asia and the
Par Bast, Vol.XVII, Fo.?2, Sept. 1966, nn.16-29, “icro-ecrnomic criteria
include the factor-intensity critdrion, ths socisl marginal wroductivity
criterion, the marginal per cavita reinvestment criterion and the marginal
growth eontribution criterion.
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CAPITAL-OUTPUT RATIO: (or Capital ‘Turnover Rate)

This concept is used in the theory of growth(l) ag a tool to
determine the total capital reouirements to aohieve a certain rnte of gr-wth
of income. The cepital-output ratio in the early writings of investrent
criteria was also used to a lesser ektent as a device to assign priorities to
various investment projects. Its former use ig now broadly éccept@d but

its latter use as an allocstional device has been challenged extensively.

The capital-outvut ratio is defined as the quantity of capital

(2)

represents the reciprocal value of capital productivity coefficient. Accord-

required to ‘vreduce one unit of output,. It is a coefficient which
ing to this kind of measurement, capital-output ratio (or capital-intensity)
will be the total capital reguired by the project per unit of value added or

gross annual value produced. The ratio of fotal capital and zross annual

et b s

is measured: and the ratio of total caspital to ammual value added is the
reciprocal value of the product-capital ratio and is known as the "capital

coefficient".
Capital-output ratio can simply be shown as:

¢ - -Ié: where X is capital investment

and O is gross or net annual value produced,

According to this rule, developing countries should choose projects

with the lowest capital-output ratio.(5> Thig implies that capital which is

(I)The Harrod-Domar thecry of growth relates a country's rate of growth of

income to its savings-income ratio and marginal canital-output ratio.

g = 8 where g stands for growth of income, = for savings-income ratio and

¢ for' the marginal capital-output ratio. See AER, March 1947, p.34.
(2)Of course, capital-outvut ratio can be used for the overall economy, for a
gsector or for an individuval project. The principle of capital-output ratio
however, remains the =zame,

Incremental capital-output retio (ICOR) for the whole economy i the

value of the addition to capital (net investment) divided by the addition
to income (net national income).

Z

()>The rate of cavital turnover (which is reciprocal of canital-output ratio)
is the ratio between the enterprise's gross amnmuel nroduction value and
capital and is an attempt to measure cavital vroductivity, not in terms of
profits but in gross production value.
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a scarce factor in such economies should provide maximum addition to

income.

III. DEFINITION OF QUTPUT AND CAPITAL

Because numerator and denominator of capital-output ratio may be
defined in various ways the implications of resorting to one or another

concept need to be borne in mind.

Let us take first, output. Output, which is taken here to mean
value gdded (VA) can be calculeted in two different ways. It can be taken
in terms of gross or net; and it may be defined in terms of value or physical

quantity.

Value added (VA) can be first found by teking the difference
between the sales wvalue of output (goods or services) created by the invest-
ment end the expenditure on purchases of raw materials from third parties.
Or secondly, it can be taken as the sum of factor incomes such as salaries,

wages, rents, interests and profits.(l

Value added resulting from an invesiment can be taken as net or
gross, For gross value added to the above sum indirect taxes and depreciation
need to be added. Whereas for net value added (NVA) the last two items ought

to be excluded from the above sumn(z)

Totald investment, on the other hand, includes imported machinexry
(excluding cusioms duties), wages paid to skilled and unskilled labour, pay-
ments to various national materials and equipment, customs duties, indirect

(3) .

taxes on raw materials, land etc. This is investment from private firm's
point of view. Bult in social valuation of investment customs duties and
indirect taxes on raw materials are excluded and do notenter the concept of

- social investment. The only difference between pricing at market values and

(1)See UN - Manual on Economic Development Projects. United Nations, New York,
1958, p.222. Profits are taken here to mean "pre-tax'" profits.

(Q)Net value added can simply be shown as in the following equations

NVA = Ct + Pr - (Xp + Dp + it) whexe

Ct denotes total cosit, Pr profits, Xp input purchased from third parties,

Dp depreciation and it indirect taxes.

(B)But capital like in wvalue added needs to be valued on the basis of social
prices rather than market prices. ~See UN - Manual on Economic Development
Projects, op.cit., p.222.
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at social cost will derive from indirect taxes paid on "vpurchases from the

(1)

third parties", as these taxes are omitted from the social cost estimates,

Because the net investment is derived from gross invedment minus
depreciation, which is based on accounting concept, it may be doubtful if this
figure can give the true value of the increments to the stock of productive
capital. The doubt here stems from the fact that depreciation is calculated
on the hasis of an accounting concept rathexr than actual depletion of the

stock of capital,.

The question which wmey arise is whether to take ICOR gross or net
of depreciation. o doubt the selection of either will produce different
results and choices. This might be illustrated clearly if we take the

following example.

Let us take two projects A and B each costing SlOO, but A with a
1life of 20 years and B with 4 years. Also suppose that straight-line cost

is the agreed depreciation charge on hoth of them,

Project A Project B
Capital Cost
' 1e0 100
Gross yield .
(%) 40 55
Annuval Deprec-
iation (§) 5 25
Net yield () 25 30
Life of projects 20 A
Gross ICOR 2.5 1.81
Net ICOR 2,85 3433

It is clear that the gross incremental capital-output ratio favours

project B, while net incremental capital-output ratio favours project As

Now one may ask which concept of output one ought to take into

account when comnmuting the coefficient. This depends on whether the structure

(2)

of capital is to remain stable or whether changes in the economy are to occur.’

(l)Ibid, P.22%. Further, unsikilled labour needs toc be walued on social prices.
J. Tinbergen defines capital as "“the sum total of market value of the ecuivn-
ment and machinery and stocks and the depreciaticn funds accumulsted". See
Tinbergen, J., The Design of Development. Baltimore, 1966, .70

(2>See C. Kindleberger, Econcmic Develovwnent. McGraw-Hill Book Comp. London,
New York, 1965. 1.88 '
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Het output will be the choice if there is stability in the economy. This
18 because in this case devpresciation is not needed to shift capital to ot.er
sectors. If capital ig to be shifted to other sectors - in the course of’

change - it may be desirable to deal with the gross concept of production.

There is also a lag problem confronting the calculation of ICOR,
since this year's investment doe: not coincide with this year's output.
This of course, makes ths comparison between input and output very difficult,
For instence, inputs in vperiod + may lead to output in periocd t+1, and again
investment in period t+1 brings output in period t+2 and so on (i.e. some

investments need many years to yield their product - Hydro Dam, irrigation).

The reletion between inputs and outpuis in reality may show an even
larger variety of lags than it is expected to do. The rate of output may be
constant or may vary; it nay begin immediately or start after a lag. Then
the imputation of a given ocutput to a given input becomes necessary. In such
a case, it is common practice to anply present value formula for the measure-

ment of income streams in the future and compare it with the capital cost of

P

(1

a given investment project.

1% . Can capital-output Ratio be used as a Device to Assign Investment Priorities?

Capital-output ratio was first suggested as an investmwent criterion
by Polak(2> (3)

of payments problems arising from large-scale post-war reconstruction programmes

and Buchanan. Je. Je Polak was the first to consider the balance

and their implications for the composition of the investment vrogramme. Polak

(1)

Af there is a lag and variability in outputs the PV formula becomes:

PV = V'] + V2 F e s + .._.Y..H»MN
(1+r)  (1+x)2 (1+r)u
The PV of the nesrer outputs is higher than that of those outputs cccurring
in distant future because they are heavily discounted.

(2)

Polak, J.J., Balance of Fayments Problems of Countries Re-constructing with
the Aid of Foreign Leoan, QJE, Feh. 1943, pp.208-240.

(5>Buchanan, N.S5., International Investment and Domestic Welfare. New York.
1955.
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has stated that "given the magnitude of capilal investment .... it is desirable
from the point of view of foreign-exchange to meximize output and thus the
rate of turnover, and also to winimize the capital reouired in order to keep

the service of the foreign debt down”.(l

What is suggested here is that the criterion of efficiency will
be "maximization of output per unit of inveéstment". The recommended type of
investinent projects would then include those requiring the least amount of
capital, Since he is mainly concerned about the balance of payments effects
of investment projects he has also proposed that investment projects which fall
within producing commodities for exports should receive higher priority. A1l
projects are classified on the basis of their final produet; then the ultimate
choice depends upon the contribution of each project to the balance of payments

compared to ite initizal capital.

N. 5. Buchanén wes also in agreement with Polak when he states that:
"If investment funds are limited, the wilse policy in the absence of special
considerations, would be to undertake first those investments having a high
value of annual product relative to the investment necessary to bring them

(2)

into existence'".

If we follow the capital-output ratio as an allocational device,
projects are to be ranked according to minimum reguirement of capital per wnit
of discounted net output.(a) This, in other words, means that projects with
the highest capital-turnover rate will qualify fox selection., As can easily
be inferred capital-output ratio and capital turnover rate are raciprocal values

(4)

of each other. Therefore, maximizing the latter is tantamount to minimizing
the value of the foruwexr. It follows that those projects with the lowest cost
of capital per unit of discounted net output (value added) are %o be selected

until the capital available has been exhausted.

1 - .

( )See Polak, J.J., op.cit., pp.218-219
2 . - 5 . '

( )Buchanan, N.S5.,, International Investment and Domestic Welfare. New York.
1955. p.24

(3>See Dosser, D.M,, General Investment Criteria for Less-Develoved Countries:
A Post-lortem. Scottish Journal of Political Kconomy, June 1962. 1p.87
(4)To avoid confusion it should be mentioned that capital-ocutout ratio is the
ratio between total capital and agross annual production value which lozically
the reciprocal value of capital turnover rate. Gross annual production

here implies gross velue added which comprises market wvalue oif production
plus profit so the numsrator in the ratio is guite distinct from annual
profit cencept. Gross annual production can be shown as:

GAP = +total cost + profits.
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.V. Aporaisal of Capital-Output Ratio

There is no strong theoretical justification for the cepital-output
ratio being used as an instrument to determine priorities among investment

projects,

(i) First of all, capi%al—output (or capital-turnover rate) camot
be considered as a rule for meximizing fuiure output. The main goal in
Development policy is not maximizing output at a point of time, but rather a
maximum rate of growth over time. Lven if we assume that capital-output ratio
would maximize the present value of output this does not mean that the rvle is
correct for attaining this maximum over time. Let us take an example to

illustrate this point.

Suppose that there are two projects, A and B each costing SlOO,

and A with an investment life of 4 years and B 20 years.

Project A Project B
R 2
Initial Investment 100 100
Amual Output 40 20
Life ' 4 20
Annual straight-liine '
Depreciation 25 5
Total output over
Investment Life 160 400
Capital-output Ratio 2.5 5.0

As can be seen from the Table above, the total ocutput for project A
is Sl60 and for B 5400. On the other hand, the capital-output ratios are
2.5 and 5.0 resvectively. Since annual output nel of depreciation is ﬁlS in
each project this may raise the question of which vroject is contributing more

to the national output.

In order to ccmpare these vrojects it is necessary to calculste
the PV of each project's income sireams through their investment life. If the
market rate of interest is % rer cent the PV of projects A& and B will be Sldﬁ

e - L
and %249 respectively."

(1)

As wag pointed out before, the market rate of interest is likely to under-
state the social cost of delayed increases in outout. Hence it may be
appropriate to avply imvuted rate of interest instead of market rate of
interest. "



Now, in the light of this result the choice w