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Since 1950's the successive Turkish Governments have emplo-
yed, depending on the prevailing economic circumstances, a varying 
mix of trade-restricting measures such as tariffs, import quotas, 
import bans, advance deposit requirements and foreign-exchange 
controls with a view to protecting domestic industries or conser-
ving available foreign exchange. Starting with the First Five Year 
Plan and especially during the Second Plan, in addition to these 
measures, varios investment subsidies have been provided to the 
industries with the purpose of channeling new investments into 
desired activities. The combined effect of all incentives may imply 
differential subsidy to the industries and hence contribute to the 
misallocation of resources. 

In the literature two empirically testable concepts, effective pro-
tection rate (EPR) and domestic resource cost (DRC) have been 
proposed for an evaluation of restrictive trade systems. The theore-
tical-cum-empirical background for the former concept has been 
set by Johnson (1965, 1966), Corden (1966, 1971 and Balassa (1965, 
1968, 1971) and for the latter concept by Bruno (1963, 1967, 1972) 
and Krueger (1966, 1972). it has been generally agreed that DRC can 
provide proper guidelines for an evaluation of investment projects 
while the EPR can be used to ascertain the resource pull and reso-
urce push effects of a protection-subsidy system and estimate the 
cost of protective measures. The conditions under which the two 
concepts will give an identical ranking of the industries according 
to their comparative advantage in international trade have also been 
discussed by Balassa and Schydlovsky (1968, 1972) and by Krueger 
(1972). 

(*) The author is Assistant Professor of Economics at the Middle East Technical 
University, Ankara. He wishes to thank Professor Bela Balassa and Professor 
Trent Bertrand for their helpful comments. 
The paper presents some of the findings of the author's unpublished Ph. D. 
dissertation "The Structure of Protection and Policies of Industrialization in 
the Turkish Manufacturing Industries: 1963-1971", Johns Hopkins University, 
Baltimore, 1973. 
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The present study attempts to evaluate allocation efficiency of 
the policies followed by the Turkish Governments during 1960's. 
Section I gives the broad outlines of the theoretical framework that 
will be used in the analysis. Section II examines in some detail the 
system of tariffs, quantitative restrictions and the Promotion Sche-
mes as have been applied to import substitutes and exports. In 
Section III we estimate and examine the interindusty structure of 
nominal and effective protection rates. Effective rates of subsidy 
are also estimated to find the cost of industrial incentives. We also 
estimate the bias against exports by the protection and subsidy 
system and show that the system itself is mainly responsible for 
the poor performance of exports during 1960's. Finally, we estimate 
the extent of over valuation of the Turkish currency and calculate 
the net nominal and effective rates. The main findings of the study 
and policy conclusions are summarized in Section IV. Two Appen-
dices are added to the study. Appendix A presents the formulae 
employed and Appendix B explains the structure and estimation of 
the nominal traiff rates and other price measures of protection. 

1. The Concept of Effective Protection 

The theory of effective protection is mainly concerned with 
the effects of tariffs on the allocation of resources between indus-
tries, the measurement of the extent of protection and the extent 
of the incentives provided to industries by the protection system. It 
has been shown that nominal tariffs on the output of an industry 
do not express the extent of protection afforded to the primary 
factors employed in that industry. While the tariff on the output of 
an industry increases the protection of that industry, tariffs on 
material inputs are equivalent to a tax on output and therefore 
reduce the effective protection enjoyed by that industry. Thus, the 
protection provided to the primary factors employed in various 
industries and hence the allocative biases of the protection system 
can be discovered only if tariffs on both the inputs and outputs of 
an industry are considered together. 

The EPR has been generally defined as the percentage 
increase in the value-added of an industry, due to protection system, 
relative to free trade (no protection) situation. Calculations are 
made under the assumptions that there are constant returns to 
scale, there is no substitution among intermediary inputs, and bet-
ween primary factors and intermediary inputs and that foreign 
elasticities of demand for exports and supply of imports are both 
inifinite. 
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The original contributors formulated the concept with the pur-
pose of ascertaining the resource pull and resource push effects of 
a tariff structure. If economic activities are arranged according to 
the magnitude of their EPR's, under certain assumptions, the scale 
of these rates will tell us the direction in which resources will be 
pulled among activities. This prediction of the theory and its 
assumptions have been criticized. Bhagwati and Srinivasan (1973) 
have claimed that in a general-equilibrium framework the EPR's may 
not indicate the direction of resource flows due ot the effects of 
protection on the wage/rental ratio. Our estimates presented in 
Section 3 below are calculated within a partial-equilibrium frame-
work ignoring general1 equilibrium repurcussions. 

The question then is whether in a partial-equilibrium framework 
the changes in the factor-price ratio can be sufficiently pronounced 
relative to changes in the prices of commodities to introduce a bias 
into the calculation of effective rates. For our pursposes we can 
distinguish two influences which minimize the factor/price effects of 
protection in Turkey. First, a varied combination of price and non 
- price measures of protection are applied to imports. The inter 
- commodity and inter-industry dispersion of nominal rates are quite 
high. Secondly, the existence of surplus unskilled labor in agricul-
ture can be expected to prevent any considerable change in the 
wage rate. Thus, the protective measures cannot directly or indi-
rectly influence the wage rate to a large extent or to the extent that 
they are likely to influence returns to capital. Thus, variations in 
wage/rental ratio is likely to be small compared to the variation in 
the commodity prices and the genera! equilibrium repercussions 
can be safely ignored. 

If factor price changes are not pronounced and prohibitive 
tariffs are not widespread, the high effective rates will indicate 
either excess protection or that domestic production is not viable 
under free-trade situation. In the latter case the usefulness of effec-
tive rates in predicting resource movement is limited, they only 
show the extent to which the demostic value added must be pro-
tected before domestic production becomes viable. Thus, while too 
low protection may promote production, too high protection may 
eventually lead to import substitution. 

Recently, some authors following Travis (1968), have raised the 
question of the existence of a definition of effective rate. In a joint 
article Ramaswami and Srinivasan. (1971), using a two-industry, 
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two-factor model and assuming that each industry employs both of 
the factors and imported input show that, when substitution 
effects are biased, the direction of resource movements also depend 
on the overall resource endowments. However, they wrongly conc-
lude that if substitution effects are biased, there cannot exist any 
definition of effective protection rate based on the prices of impor-
ted inputs and on technical coefficients alone, that can be used to 
predict the resource movement resulting from a tariff. The existence 
of a definition of effective rate when substitution effect was biased 
was shown by Corden (1969), Jones (1973) and Khang (1973). In 
addition, as Jones has noted, the Ramaswami-Srinivasan case is 
based on an extreme case of factor-endowment ratio. These two 
latter authors also provide four examples in which imported inputs 
can be substituted for primary factors and conclude that "substitu-
tion effects will often be significant". On the contrary, the empiri-
cal studies show that there is little substitution between primary 
factors and material inputs. Balassa (1971), using the French data 
provided by Travis shows that the elasticity of substitution is less 
than 0.1. Thus, the assumption of constant coefficients are justified 
for empirical studies, though the theoretical implications of variable 
coefficients are interesting. 

Finally we may inquire into consequences of the assumption of 
constant returns to scale. Corden has shown that calculations ba-
sed on domestic coefficients will overstate the effective rates in 
increasing-cost industries and understate them in decreasing-cost 
industries. Thus, whether the actual estimates of the effective rates 
from domestic coefficients are over or underestimated can be 
determined by estimating a production function for the industries. 
Since this has not been done in this study we cannot tell whether 
the rates are over or underestimated. 

The assumptions of infinite foreing elasticities of demand for 
exports and supply of imports are also justified for our case. Turkey 
has no monopoly power in the large majority of her exports and 
cannot influence exports prices. Evidently, she also has no mono-
poly power in the purchase of her imports. Thus we can safely assu-
me that import prices are given. 

We thus see that the assumptions are not likely to introduce 
considerable bias into calculations. However, an important drawback 
of the procedure followed in this study is that factor earnings have 
been evaluated at the market prices instead of the shadow prices. 
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The estimation of shadow prices requires solving a general equilib-
rium model. If this cannot be done we have to make an adjustment 
for the difference between the actual market prices and shadow 
prices of the primary factors. But such an adjustment is bound to 
be arbitrary. Thus we preferred to use market prices. This 
preference can be justified by noting that producers' and consu-
mers' decions are based on actual market prices rather than sha-
dow prices. 

In the next section we turn to the examination of the Turkish 
protection-subsidy system and present the findings in Section 3. 

II. The Subsidy-Protection System 

The Turkish system of subsidising and protecting domestic 
industries involves subsidies granted through a system of indust-
rial investment incentives and quantitative restrictions on imports. 
All these measures directly and indirectly influence the profitability 
of investments in different activities and the allocation of domestic 
resources. In this section we will briefly examine the mechanism 
and structure of these incentives. 

Industrial Investment Incentives 

The main objects of the industrial investment incentives, as 
stated in the SFYP is to stimulate industrial development by chan-
neling new investments into the desired activities and by promoting 
exports. The incentives are applied both at the project and industry 
level and any project satisfying certain criteria is eligible to the 
incentives. These criteria are: the level of technology, the efficiency 
of plant size, export and import substitution potential and contribu-
tion to total employment. These incentives deserve a close exami-
nation not only because of their influence on the allocation of do-
mestic resources but also because they put considerable pressure 
on the Govednment's budget in the form of revenue foregone. 
Furthermore, in so far as they imply a transfer from Goverment 
budget to private investors they also influence the distribution of 
income. However, the analyssis of this aspect of the incentives is 
left to future researchers. One of the main characterisitics of these 
incentices is that they have provided considerable but differential 
benefits to various sectors. Elsewhere (Olgun, 1973) we have esti-
mated the absolute and differential benefits implied by these incen-
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tives. Therefore, in the following, we will limit ourselves to a brief 
description of each incentive. 

Tax Allowances for Investments: This incentive was established 
in 1963 with the object of reducing the tax burden of the enterpre-
neurs investing in prescribed activities, in view of this incentive a 
certain portion of total investments undertaken by a firm is de-
ductable from the corporate profit taxes.1 Investment eligible to 
tax reductions have rapidly increased from TL 10.9 million in 1963 
to TL 303.1 million in 1967 and to TL 2,340.5 million in 1970. The tax 
saving (absolute benefits) implied by this incentive were TL 2.1 
million in 1963, TL 60.6 million in 1967 and TL 468.1 million in 1970. 
Our findings have also shown that there ise a considerable diffe-
rence in the benefits obtained by the firms in various industries. 
Thus, in 1968 the tax savings of the firms in the Chemicals industry 
were TL 145.0 million as contrasted to TL 4.9 million of the firms 
in the Textiles industry. 

Deferred Payment of Custom Charges: According to the official 
documents, imported materials that will benefit from this incentive, 
should be "investment goods to be used in investments emphasized 
in the long-term objectives of the Plans"1 If a project is approved 
all the custom charges on the imported investment good, except 
the stamp duties, can be paid in five eque! installments. The maxi-
mum period of the payment of the charges is five years and the 
outstanding portion of the installments is subject to interest a rate 
of 5 percent. Assuming that the market of interest ise 10.5 percent, 
importation under this incentive, of a capital good on which total 
custom charges excluding the stamp duties, amounted to TL 100.0 
implies that the present value of the future payment of the install-
ments is TL 90.93, which means that deferred payments are equiva-
lent to a 9.07 percent reduction in custom charges. 

The amount of imports that were granted the privilege of defer-
red payments increased from TL 193.2 million in 1965 to TL 427.9 
million in 1968 and to TL 420.7 million in 1970. Tariff savings of the 
entrepreneurs in the same years were TL 10.2 million, TL 
18.9 million and TL 13.5 million respectively. However, when 
compared to the actual amount of tariffs paid, these benefits 

(H Since 1967 the 'reduction rates' applied to eligible investments have been 
annually determined in the Annual Programs. 

(!) Goverment of Turkey, SPO; Promotion of investments and Exports: Principles 
of Implementation (in Turkish) DPT: 773-TVD: 4, Ankara, 1969. 
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do not constitute a considerable incentive to the industries. The 
incentive implied at most 0.43 percent savings in total custom 
charges in 1969. Secondly, the time series distribution of the benefits 
among the industries are not perfectly even, and there is extreme 
bias against or in preference for certain industries. (See Olgun, 1073) 

Partial or Complete Exemption from Custom Charges: This in-
centive was introduced with section B article 2 of Law No. 933. It 
was fully implemented only in 1968 and 1969. For some activities the 
exemption rates were 100 percent. These activities were fertilizer 
plants, iron-steel, ship building and truck manufacturing. The mi-
nimum rate was for agriculture; 60 percent. At the national eco-
nomy leyel exemptions implied a considerable benefit to the indust-
ries. In 1968 the total exempted charges amounted to TL 942.9 mil-
lion which was 60.7 percent of the volume of imports eligible to the 
incentive. 

Before we consider the export promotion schemes some com-
ments on the industrial incentives are in order. These incentives ha-
ve provided substantial benefits to private and public entrepreneurs 
and a stimulus for production for domestic market. The suspension 
of the incentives in 1971 was followed by a sharp decrease in the 
volume of private investments which increased again in 1972 after 
the reinstitution of the incentives. This incindence demonstrates the 
importance of the incentives as an stimulant for the investments. 
However, there are some inconsistencies, to the extent of anoma-
lity in the incentives system. When the differential benefit implied 
by each incentive to an industry is estimated it is observed that, 
while a particular industry may be granted a differential benefit by 
an incentive relative to other industriess it may be discriminated 
againts by the other incentives. Thus, the system as a whole is de-
void of a sound economic rationale and as we will show in the next 
section it does not serve the purpose, i.e., channelling new invest-
ments into preferential activities, for which it was instituted. 

Of course, benefits to investors implies a loss (revenue fore-
gone) to the Government. To have an idea of the magnitude of the 
loss to the Goverment implied by the system we note that in 1968 
benefits provided to investors were TL 1,852.3 million through invest-
ment-tax reductions, TL 19.5 million through deferred payment of 
custom charges, TL 942.9 million through tariff exemptions and TL 
57.8 million through export rebates; total TL 2.871.8. The General 
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Budget revenues in 1968 amount to TL 19,878 million. Thus in 1968 
the revenue loss of the Goverment was 14 percent of its budget. 
However, the social cost of the incentives cannot be measured by 
the revenue loss to the Government. The opportunity cost of the 
loss should be estimated and compared to the benefits obtained by 
the investors. 

Export Promotion Schemes 

During the 21 years between 1950 and 1970 the composition 
of Turkish exports has not changed considerably. Traditional export 
products such as tobacco, cotton, hazelnuts, raisins and minerals 
have, through the period, dominated total exports. Prior to 1960 a 
multiple exchange rate system was used as a means of providing 
differential benefits to various export categories. Following the 1960 
devaluation the multiple exchange rate system was abondoned and 
differentia! benefits to exports took the from of Export Rebates and 
Retained Foreign Exchange Earnings. Other incentives to exports 
ranged from the elimination of bureaucratic documentation to the 
establishment of low-cost credit funds.1 

The Export Rebate system involves rebating all indirect taxes 
on the inputs and output of a product to the exporter of that pro-
duct. Taxes to be rebated also include all domestic indirect taxes on 
the imported inputs. Clearly, serious difficulties are involved in esti-
mating the amount of taxes to be rebated to each exported product. 
Our cacuiations. not presented here, have shown that the amount 
of rebates paid to exporters in 1967 and 1968 exceeded the amount 
of taxes in the f.o,b. value of the exports. Overestimation of the 
rebates have been observed in all industries,2 Another question 
raised by the Rebate system is whether the rebates constituted a 
subsidy to exports. Considering that the taxes rebated to exports 
applied to ail domestic production, whether import substitute or 
export, the rebates can be taken as a subsidy. Noting olso 
that the rebate rates are determined as percentage of the f.o.b. 
value of an export product these rates represent the subsidy rate at 
the product level. Our calculations of the subsidy rates at the sec-

(1) Government of Turkey, SPO, Promotion of Investments and Exports: Principles 
of Implementation, Ankara 1971: 

(2) See, H. Olgun, op: cit: 
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torci! level between 1965 and 1970 indicated considerable variation 
in subsidy rates given to varios industries. For example in 1968 the 
subsidy rate implied by the Rebate system was 53.3 percent in pa-
per industry, 42.5 percent in rubber and plastics, and 32.2 percent 
in textile industries. On the other hand, the subsidy rates for the 
alcoholic beverages and leather products were only 0.04 and 1.13 
percent respectively. However, with respect to the expansion of 
exports the variation of the subsidy rates among export products 
does not matter so much as the existence of a difference in the 
subsidy given to exports in relation to import substitutes. Time-se-
ries date on sectoral rebates show that since its introduction the 
system has concentrated on the exports of processed food, textiles, 
leather products and non-ferrous metals. On the other hand, the 
products of the mining sectors, animal products and fertilizers have 
not been granted rebates during 1963-1970. We have no official sta-
tement on the preference of the planning authorities to exclude the 
traditional export products from the Rebate system. However, some 
speculative reasons can be given. Traditional export products are 
vulnerable to climatic conditions and their supply elasticity is quite 
low. Secondly, it may be argued that foreign-demand elasticity for 
these products is lower compored to non-traditioral products and 
therefore they have a lower competitive power in foreign markets. 

Other Incentives to Exports 

Starting in 1968 the exporters were given the privilege of reta-
ining part of their foreign-exchange earnings to import raw mate-
rials and capital equipment for their own use. In view of the severe 
restraints on the foreign-exchange availabilities this Scheme cons-
tituted an important incentive to exporters. Because of the differen-
ce between domestic and foreign prices the Scheme provided a 
direct benefit to exporters. An exporter could directly import the 
desired material with the retained foreign exchange earnings by 
only paying the landed costs; whereas, in the absence of the Sche-
me, he would have to pay the domestic sales price.1 

Despite the difficulties involved in the administration of the 
Export Promotion Schemes and the opportunity they give rise to 
preferential treatment their favorable effects should be noted. 

(!) For the measurement of the direct benefits accruring to exportes from ths 
Scheme see, H. Olgun, op. cit. 
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Quantitative restrictions on imparts can raise the domestic prices 
of import substitutes to such an extent that production for domestic 
market can actually become more profitable than exporting. These 
Schemes by subsidizing exports can increase the profitability of 
production for exports and hence eliminate the bias against exports 
created by the protection system. The question then is whether the 
Export Promotion Schemes do in fact eliminate the bias against 
exports. Wheter the Schemes are optimally implemented is a diffe-
rent question and will not be discussed here.1 This question will be 
answered in the next section. 

Tariffs and non-tariff Levies and Import Quotas 

The Turkish system of taxing imports and the system of import 
licencing have evolved in a response to balance-of-payments diffi-
culties experienced since 1950's but have been used as an istru-
ment of protecting domestic industries and promoting import subs-
titution. Since 1953 imports have been regulated by semiannual im-
port programs, which specify in detail the amount of each commo-
dity that can be imported.2 In the presence of quantitative restric-
tions tariffs serve merely as a revenue raising device, yet it is 
rewarding to examine their structure.3 

Beside tariffs (custom duties) imports are subject to non-tariff 
levies such as production tax, municipality tax, wharf duties and 
stamp duties. These non-tariff levies considerably increase the lan-
ded cost of imported commodities and contribute to the protection 
of domestic industries. As an example let us consider two commo-
dities; macaroni and window glass. Each of these commdities is sub-
ject to customs duty at a rate of 50 percent. In addition, window 
glass is subject to import production tax at a rate of 20 percent. If 
the c.i.f. import value is taken as TL 100.00 the wharf tax amounts 
to TL 8.37, the production tax to TL 36.17 and the customs duty to 

(1) For an exellent discussion of this question in relation to Pakistan's Export 
Bonus Scheme see Syed Nawab Haider Naqvi, "On Optimizing the 'Gains' 
From Pakistan's Export Bonus Scheme", The Journal of Political Economy, 
vol. 79, No. 1, Jan.-Feb., 1971. 

(2) One significant aspect of the system is the complete elimination of the im-
port of commodities whose domestic production has sufficiently expanded to 
meet domestic demand. 

(3) Traiffs and non-tariffs levies may have an indirect effect. By. reducing the 
profit of a monopolist they force him to restrict his output. 
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TL 50.0. Adding to these TL 15.0 for stamp duties and TL 7.50 as 
municipality tax, the landed cost of TL 100 worth of c.i.f. imports 
reaches TL 180.87 for macaroni as compared to TL 217.04 for win-
dow glass. 

A significant characteristic of the custom duites (tariffs) is 
the variation they show among the commodity groups. To bring out 
this characterostic we have, from the 99 Chapters of the 1964 tariff 
schedule, calculated the unweighted averages of the tariff rates 
for broad commodity groups. Unweighted tariff rates were 100% 
for luxury consumption for goods, 55 percent for processed mate-
rials, and 46 percent for machinery and equipment. These averages, 
however, are not very informative. Beside being unweighted the 
classification of the commedities suffers from inevitable arbitrari-
ness. A more systematic picture of the range and variation of tariffs 
(custom duties) is given in Table I. In this Table column 2 gives the 

TABLE I. 
Taxation of Imports and Domestic Production 

Manufacturing Sector, 1967-1968 

(1) 

Customs Duty 
Range Weighted 

Average 
Percentage of 
c.i.f. 

(2) (3) 
Processed food 
Meat and Meat products 30.0.70.0 
Sugar, confectionery 35.0.-150.0 n.a. 
Dairy products 30.0-100.0 84.0 
Food preparations, n.e.c. 60.0-60.0 60.0 
Beverages and Tobacco 
Tobacco products 50.0-200.0 n.a. 
Non-Alcoholic becerages 25.0-50.0 n.a. 
Alcoholic beverages 

n.a. 

Construction Materials 
Basic constuction mat. 25.0-75.0 36.0 
Clay products 25.0-75.0 

36.0 

Intermediate Products I 
Oils and Fats 20.0-40.0 25.0 
Pottery and sanitary work 50.0-100.0 n.a. 
Lumber, Shaved wood, 

n.a. 

Plywood 40.0-50.0 46.0 
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Leather 
Thread and yarn 
Glass and Glass Products 
Chemical materials 
Iron and Steel 
Non-ferrous Metals 
Petroleum Products 

LPG 
Gasoline 
Nafka oil 
Kerosene 
Metorin 
Solvent 

Intermediate Products II 
Textile fabrics 
Paper and paper products 
Rubber tires and tubes 
Other rubber products 
Metal products 
Pigments, paints, varnishes 
Miscellaneous chemical prod. 
Wood products 
Consumer non-durables 
Clothing 
Pdinting and publishing 
Shoes 
Precision instruments 
Toys, sports goods, etc. 
Leather goods 
Perfumery and cosmetics 

Consumer durables 
Motorcycles and bicycles 
Radios, T.V. 
Watches and clocks 
Machinery 
Agri, and non-electeical 

machinery 
Electrical machinery 
Engines and turbines 
Computing and accounting 

machines 
Transport Equipment 
Trucks 
Cars 

80.0-100.0 
60.0-100.0 
25.0-100.0 
15.0-40.0 
10.0-30.0 
5.0-40.0 

15 percent 
15.15 TL/1/00 kg. 
7.80 TI/100 kg. 
7.80 TI/100 kg. 
8.75 TL. 100 kg. 
15 percent 

80.0-150.0 
50.080-0 
40.0-50.0 
25.0-60.0 
40.0-50.0 
20.0-50.0 
15.0-50.0 
21.0-70.0 

100.0-100.0 
0.0-50.0 
100.0-100.0 
30.0-100.0 
40.0-100.0 
75.0-150.0 
50.0-100.0 
35.0-50.0 

10.0-60.0 
50.0-60.0 
75.0-75.0 

25,0-40.0 
25.0-50.0 
25.0-50.0 

20.0-30.0 

75.0-75.0 
75.0-75.0 
300-30.0 

90.0 
79.0 

30.0 
27.0 
25.0 

1 
16.0 
40.0 
35.0 
44.0 
49.0 
33.0 
n.a. 

100.0 
15 

100.0 
n.a. 
n.a. 
n.a. 
n.a. 
45.0 

n.a. 
60.0 
75.0 

24.0 
44.0 
36.0 

n.a. 

75.0 
75.0 
30.0 

SourcesTcustoms Duty: Law No; 474, Imports Customs Tariff, 1964, 
Official Gazette, No. : 11711 dated 25 th May. 1964 
Astranslated by Türk Argus Ajansı, in Istanbul 


