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TURKEY/, 1980-2000:
FINANCIAL LIBERALIZATION, MACROECONOMIC (IN)-STABILITY, AND
PATTERNS OF DISTRIBUTION

|. Introduction

Integration of the developing national economies into the evolving world financia system has been
achieved by a series of policies amed a liberdizing ther financid sectors. The motive behind

financid liberdization was to restore growth and stability by raising saving and improving economic

efficiency. A mgor consequence, however, has been the exposure of these economies to speculative

short term capital movements (hot money) which increased financid ingtability and resulted in a series
of financid crises in the developing countries.  Furthermore, contrary to expectations, the post-

liberdization episodes were inflicted with divergence of domestic savings away from fixed capita

investments towards speculaive financid indruments with often erratic and volaile yidds. As a
result, national economies with wesk financid dsructures and shdlow markets suffered from
incressed voldility of output growth, short-sghtedness of entrepreneurid decisons, and financia

crises with severe economic and socia consequences.

It is the purpose of this paper to identify and study the main stylized facts and processes
characterizing the dynamic macroeconomic adjustments of Turkey since inception of its reforms
towards globa integration —viz. post-1980's. Turkey’'s post-1980 history of macroeconomic and
politica developments under the neo-liberd modd is observed to suffer from persstent difficulties
and wide fluctuations in national income, with conflicting policy adjusments. This observetion
pertains despite the overdl thematic continuity with the ambitious program of economic liberdization
and market-led adjusments put into full force during the early 1980s led by the military government
and its civilian successors. At the turn of the 3¢ millenium, the most striking aspects of the current
Turkish political economy context are the persstence of price inflation under conditions of a criss-
prone economic sructure; persstent and rapidly expanding fiscd deficits, margindization of the |abor
force aong with the dramatic deterioration of the economic conditions of the poor; and the severe
erosion of mora vaues with incressed public corruption.®

We plan this sudy as follows The anaytics of macro adjusments of the two digtinct {.e.
1980-88/89 and 1989-2000) phases of liberdization is the theme of section |. We address the
modes of accumulation and resolution of macro equilibria under both periods separatdy, and
highlight the ascendancy of finance over indudtrid development. In this section we further investigate
the nature and evolution of the in- and out-flows of short term foreign capitd. Here, in particular, we

! See Yeldan (1995) and (1998) for a discussion on the characteristics of the post-1989 Turkish macro adjustments
in terms of creation and absorption of the economic surplus, and a quantitative analysis on the strategic role
played by the state apparatus. Onis and Aysan (2000), Cizre-Sakallioglu and Y eldan (2000), Boratav, Tirel and
Y eldan (1996), Ekinci (1998), and Boratav, Y eldan, and Kose (2000) provide similar analyses based on the effects
of international speculative financial capital flows on the Turkish economy.



report and document the detrimenta consequences of hot money flows in inducing ingtability in the
macro fundamentals of the domestic economy at the onset of the 2000/2001 financid crisis. Section
Il quantifies the economics of macro adjusments via a set of decomposition exercises on the
evolution of red output and sources of aggregate demand. The deterioration of fiscal baances of the
date condtitute the thematic background of this section. Micro level adjusments and the related
decomposition exercises, in turn, are investigated in section Il within the confines of the
manufacturing sector. Here we address two separate, yet related, issues: () the effect of externd
liberdization on oligopolistic concentration and the price-cost margins (mark-ups), and (i)
decompogtion of productivity gains within the manufacturing sectors under externd liberdization.
We summarize over the distribution effects of liberdization of commodity trade and finance in section
IV. Section V summarizes and concludes.

[ Phases of M acroeconomic Adjustment in Turkey

The post-1980 Turkish adjustment path started with an orthodox stabilization policy which
aso incorporated the first structural steps toward a market-based mode of regulation. The shock
treatment of 1980, facilitated by the military coup of September and generoudy supported by
internationa donors was, to a large degree, successful in terms of its own policy gods. The rate of
inflation which had dmost reached three digit figures in 1980 was reduced to an average of 33.2% in
the following two years. The recesson was brief and a relaively mild one (-2.3% in 1980).
Liberdization of domestic markets diminated the painful shortages in basic commodities, and the
maor realignment in relative prices took place relatively smoothly. However, the whole operation
was, to a large extend, dependent on a dragtic regression in labor incomes which was redized by
means of the suppressive control of relations of distribution by the military regime. The first phase of
reforms was followed by a gradud move into trade liberdization in 1984 (which culminated in a
Cusgtoms Union with the EU deven years later) and liberalization of the capita account in 1989.

Particularly during the early phases of its inception, Turkish adjusiment program was hailed as
a “modd” by the orthodox internationa community, and was supported by generous structura
adjusment loans, debt relief, and technica aid. Currently the Turkish economy can be said to be
operating under conditions of a truly “open economy” —a macroeconomic environment where both
the current and capital accounts are completely liberdized. In this setting, many of the instruments of
macro and fiscad control have been trandformed, and the condraints of macro equilibrium have
undergone amgor structura change.

We provide a generd overview of the recent macroeconomic history of Turkey in Table 1.
We identify the 1972-1979 period as the degpening of the industridization strategy based on import
subgtitution (IS)). This period, often called the second phase of import subgtitution, extends the
evolution of the inward-looking, domestic demand-led indudtridization which dates as early as the
1950s. The late-1970s were characterized by the implementation of a vigorous public investment
program which amed a expanding the domestic production capacity in heavy manufacturing and
capita goods, such as machinery, petrochemicals, and basic intermediates. The foreign trade regime
was under heavy protection via quantitetive redrictions dong with a fixed exchange rate regime
which, on the average, was overvaued in purchasing parity terms. The state was both an investing



and a producing agent with state economic enterprises (SEES) serving as the mgor tools for fostering
the indudtridization targets.

<Table 1 here>

During 1927-79, the underlying political economy bass of the IS strategy was one of grand,
yet ddicate, dliance between the bureaucratic dlites, indudtrid capitaigts, industrid workers, and the
peasantry (Boratav, 1983; Boratav, Keyder and Pamuk, 1984). Accordingly, private industria
profits were fed from three sources. Firg, the protectionist trade regime, often implemented through
strong non-tariff barriers, enabled industridists to capture oligopaligic profits and rents originating
from a readily available, protected domestic market. Second, the existence of a public enterprise
system with the strategic role of producing chegp intermediates through artificidly low, administered
prices enabled the private industrid enterprises (and the rurd economy) to minimize on materid input
coss. Third, a repressed financid system (supported by undervaued foreign currencies) enabled
chegp finance to fixed capita investments in manufacturing. Indudridigts, in turn, have * accepted”
the conditions of a generd rise in manufacturing wages, and an agricultural support program which
induced the domestic terms of trade to favor agriculture,

The IS reached itslimits beginning 1976 when keeping up the investment drive and financing
the consequent current deficits became increasingly difficult. The foreign exchange criss of 1977-80
accompanied by civil unrest and politica ingtability ended with an orthodox Sabilization package
(1980) and aright-wing military regime (1980-83).

I-1. Mgjor Turning Pointsand the Early Phase, 1981-88/9

Macroeconomic developments in the post-1980 period can be divided into two phases.
1981-88/89 and 1990-2000. The main characteristics of the first phase were export promotion with
srong subsidy components and gradualy phased import liberdization, together with the managed
floating of the exchange rate and regulated capitd movements. Gradua, but significant depreciation
of the Turkish lira (TL) was one of the pillars of the policy orientation. Severe depresson of wage
incomes and declining agricultura support measures continued during the years following the military
regime. There was aso a decisive move towards supply-side orientations in fiscal policies?

Domedtic financid liberdization was an additiond reform component of the 1980s. The early
phase of financid liberdization turned out to be a painful process. The speedy lifting of controls on
deposit interest rates and on the dlocation of credits in mid-1980 had led to the financid scandd of
1982 when the numerous money brokers (caled "bankers’) which had flourished by offering very
high red interest rates to savers via Ponz financing methods collgpsed together with a number of
smdler banks. Theregfter, the policy pendulum moved between re-regulation and de-regulation up
till the late 1980s; but the trend, dthough gradua, was definitdy towards the establishment of a
liberdized domedtic financid system.

2Yeddan (2001a), Boratav and Tirel (1993), @ enses (1994), Celasun and Rodrik (1989), Uygur (1993), and Celasun
(1994) provide a thorough overview of the post-1980 Turkish structural adjustment reforms. For a quantitative
assessment of the export subsidization programme, see Milanovic (1986) and Togan (1993).



In retrogpect, it can be stated that the mode and pace of financia reforms during the 1980s
progressed in legps and bounds, mostly following pragmatic solutions to emerging problems. The
foreign exchange regime was liberdized early in 1984. Banks were dlowed to accept foreign
currency deposits from residents and to engage in specified externd transactions. The Central Bank's
control over commercia banks was smplified with arevison of the liquidity and reserve requirement
system. An inter-bank money market for short term borrowing facilities became operationa in 1986.
In the following year the Centrd Bank diverdfied its monetary instruments by starting open market
operations. A supervisory and regulatory agency over the capitd market, Capital Market Board,
was established which initiated the re-opening of the Istanbul Stock Exchange.

During 1983-87 export revenues increased at an annud rate of 10.8%, and gross domestic
product rose at an annua rate of 6.5%. These years were aso characterized by continued erosion
of wage incomes —a process which had started early in the decade under the 1980 stabilization
package and via hogtile measures againg organized labor by the military regime.  Anti-labor
legidation of the early 1980s was effectively utilized by Oza governments up till the late 1980s. The
suppression of wages was ingrumenta both in lowering production costs and aso in squeezing
domegtic absorption. The share of wage-labor in manufacturing value added declined from an
average of 35.6% in 1977-80, to 20.6% in 1988 (Table 1) and average mark up rates (gross profit
margins as aratio of current costs) in private manufacturing increased from 31% to 38%.

The severe deterioration of public sector balances of the late 1970s could have been
relatively brought under control during the 1980s. Compared with the criss years of 1977-1980,
public sector borrowing requirement (PSBR) declined by more than two percentage points to 4.7%
of the gross domestic product (GDP). Thanks to improved public and externa accounts during the
accelerated growth phase of 1983-87, the gap between domestic saving and investment rates, which
were recorded at 19.5 and 20.7 per cents respectively, remained at a manageable magnitude (Table
1). Therewere, however, adverse changes with repect to the composition of total fixed investments
againg tradable sectors. In fact, as gross fixed investments of the private sector increased by 14.1%
during 1983-87, only a smdl portion of this amount was directed to manufacturing. The rate of
growth of private manufacturing investments has been on the order of haf of thisfigure, a arate of
only 7.7.% per annum, and could not reach its pre-1980 levels in red terms until the end of 1989.
Asdaain Table 1 attest, much of the expanson in private invesments originated from the pull from
housing investments which expanded by an annual average of 24.5% during 1983-87. This resulted
in a ggnificant anomaly as far as the officid stance towards indudridization was concerned: in a
period where outward orientation was supposedly directed to increased manufacturing exports
through significant price and subsdy incentives, distribution of investments reveded a declining trend
for the sector. The implications of this non-conformity between the stated foreign trade objectives
towards manufacturing exports and the redized paterns of accumulation away from
manufacturing condituted one of the main sructura deficiencies of the growth pattern of the
period. The impressve export boom of the 1980s was, thereby, essentidly based on the productive
capacities edtablished during the preceding decade. Thus, capecity condraints and limited
technological upgrading contributed to the overadl deceeration of export growth of manufactures (i.e.
4.4%) during 1989-2000.



The export-led growth path, which was dependent on wage suppression, depreciation of the
domestic currency, and extremely generous export subsidies reached its economic and politica limits
by 1988. Regressve didributional policies were crucid with respect to the interna logic of the
modd; but it was becoming more and more difficult to sustain them  within the political and socid
map prevailing at the end of 1988. Two consecutive years of negative per capita growth and a new
wave of populist pressures leading to digtributional shocks immediately before the 1989 eections
were seen as evidence by mogt actors that the policy model of 1980-88 had exhausted itself and had
to be changed. The way out of the impasse (by accident or design) turned out to be the liberdization
of the capitd account in August 1989. The full convertibility of the Turkish lira was redized a the
beginning of 1990.

|-2. Capital Account Liberalization and its Consequences

The 1989 benchmark was, indeed, the second turning point in economic policies of the post-
1980 period in terms of both its distributional implications and macro-economic consequences. The
fiscd and financid dimensons concerning the cause and effect linkages between the 1989 shift
towards populism and capita account liberdization will be overviewed further below. The macro-
economic consequences will be andyzed in what follows in four directions Optimistic expectations
on financial deepening within the domestic financid markets did not materidize. Capita account
liberdization increasingly forged the economy to become dependent on the newly emerging financial
cycles. Subgantid leakages from net inflows i.e. through capitd outflows and reserve
accumulation transmuted the conventiona linkages between growth, current account balance and
cepitd flows. And, findly, arbitrage-seeking (“*hot money”) inflows and outflows darted to
condtitute a risng share within capitd movements, and contributed to risng externd and domestic
ingtability.

I-2a. Increased fragility in the domestic financial markets

Given the Turkish experience, one can eadlly trace out the dragtic impacts of the unregulated
opening of the domedic financid markets and consequent financid deepening. Contrary to
expectations, however, the public sector's share in financid markets remained high. Financing
behavior of corporations did not show ggnificant change, and credit financing from the banking
sector and inter-firm borrowing continued. Furthermore, the share of private sector securitiesin tota
financid assets fell. Thus, the observed upward trend of the proportion of securities to GNP
originated from the direct new issues of public sector debt instruments, particularly, the Treasury
Bills. The commercid banking system has been the mgjor customer of such securities. The banks, in
turn, were operationd in marketing the T-hills to private households via the repo operations. The
repo — reverse repo trading volume, which stood around US$ 5 billions in 1997, accelerated rapidly
to reach US$ 221 billions in 2000, or to 110% of the GNP (see Table 2). Securitized deficit

¥ See Yedan (2001a), Ertugrul and Selcuk (2001), Ozatay (1999) Balkan and Yeldan (2001, 1998) Selcuk (1997)
Boratav, Turel and Yeldan (1996), Ekinci (1998), and Yenturk (1999) for an extensive discussion of the post-
financial liberalization macroeconomic adjustments in Turkey. Metin, Voyvoda and Yeldan (2001) study the
stylized facts of the macro adjustments using de-trending techniques of the business-cycles literature.



financing through T-hills and other debt instruments led to an overdl increase of the red interest rates
including the deposit rates, hence, time-deposts/GNP ratios tend to rise after 1996. In fact, with the
implementation of pogtive interes rates, and the new possbility of foreign exchange accounts, the
advance of financia deepening for the private households has meant increased foreign exchange
deposits with substantid currency subgtitution. Thus, it can be Stated that the "pioneers of financid
deepening” in Turkey in the 1980's and 90's have been the public sector securities and the foreign
exchange deposits.

< Insat Table 2 here>

As Akyuz (1990) and Bakan and Yeldan (2001) attest based on these observations,
Turkish experience did not conform to the McKinnon-Shaw hypothess of financia degpening with a
shift of portfolio sdection from "unproductive’ assets to those favoring fixed capitd formation.
Indeed, throughout the course of these events Turkish banks became detached from their
conventiond functions, sarted to act as inditutiond rentiers, made huge arbitrage gains when
conditions were appropriate (see Table 3), but became extremely vulnerable to exchange rate risks
and to sudden changes in the inflation rate. In their new functions they gradudly emerged as the
dominant faction within business groups to influence and manipulate economic policies

Some parameters of this process is reported in Table 3. The net return on the speculative
arbitrage (*hot money”) is given in column 1. This return is cdculated as the rate of difference
between the highest (nomind) interest offered in the domestic economy and the rate of (nomind)
gopreciation of the foreign currencies. It yieds the net return to a foreign portfolio investment, which
switchesinto TL, captures the interest income offered in the domestic economy and switches back to
the foreign currency at the end-of-period exchange rate. The difference between interest earned and
the loss due to currency depreciation is the net earnings appropriated by the investor.

<Table 3 here>

The grossin- and out-flows of externd credit to/from the banking system are tabulated under
columns 2 and 3 of Table 3, and the net flows of hot money injected into the domestic financia
system is given under column 4. All of these flows dislay high sengtivity to whether or not the
domegtic rate of return is pogtive. Except for 1990 vaues, the net flows are observed to be of the
expected sign. Net flows fluctuated widely, especialy between 1993-1995, and 1998-2000. We
witness that the gross inflows of banking sector’s externd credit grew rapidly from $50 billions in
1991, to reach $120 hillions in 1995. After a brief deceleration during 1996 and 1998, they again
reached to 108.6 hillions in 1999. Under the disnflation program, gross in- and out-flows of
banking sector externd credit were US$ 209 and US$ 204 hillions, respectively. This magnitude
was in excess of the aggregate GNP in 2000!

A crucid factor behind dl these developments was the collgpse of the public digposable
income (which declined by 39% during the 1990s in rea terms) due to the emergence of negative
public savings from 1992 onwards (see Table 7 below). This was, essentidly, the outcome of
borrowing from domestic banks at high interest rates (see Table 1) so that a rising portion of tax
revenues was being dlocated to interest payments. The ratio of interest payments to tax revenues
rose dmost without interruption from 28% in 1992 to 77% in 2000. The magnitudes involved, more



or less, made it inevitable that the financid system as a whole was directly shaped by the needs and
methods of financing the public sector. Table 2 above documents this episode. The new issues of
securities by the state increased from 6.9% of the GNP in 1988 to 38.7% in 1999. Per contra,
issues by the private sector hovered around 1% of the GNP before jumping to 4.6% in 2000. Tota
banking credits as a percentage of GNP, on the other hand, actudly declined over the initid phase of
capita account deregulation, and could reach the pre-liberdization share only seven years laer, in
1996.

High interest rates offered by the government bonds and treasury hills set the course for the
dominance of finance over the real economy. As aresult, the economy is observed to be trapped in
a vicious cirde commitment to high interest rates and chegp foreign currency (overvaued TL)
agang the threat of capital flight generates a floor below which red interest rates cannot decline.
When adverse impacts on the current account baance tend to become destabilizing, the only
mechanism to prevent the specter of a mgor devauation and to arrest currency substitution and/or
capitd flight is further upward adjustment in the domedtic interest rates.

[-2b. The emergence of a new cycleand financial crises

[-2b(i). The Financial Cycle Dominating the Growth Process

This ungable environment is closdly linked with the emergence of a new financid cyde
which, ultimately, dominates the growth process. Findings presented in Table 4 depict one smilarity
and two differences between growth patterns of the 1980s and the 1990s*. The Smilarity is on the
quantitative relationship between growth and the current deficits which remains stable and moderate
during the two decades —a finding which suggests that the externd gap, in terms of the rdative
meagnitude of the foreign exchange requirements of given rates of economic growth, was practicaly
unchanged between the two periods.”

<Table 4 here>

On the other hand, an important difference is observed between the two periods if our
attention is directed toward linkages between capital flows by non-resdents (i.e. NKF(nr), following
the notation of Table 4) , current deficits and growth. During the 1980s, the linkages between these
variables gppear to be in the direction of growthP current deficitd> capital inflows In other
words, a given growth rate generates current deficits which have to be covered by a somewhat
larger margin of capitd inflows from non-resdents. The 1990s gppear to have transformed the
direction of the foregoing linkage into capital inflows> growth current deficits Inflows from
non-residents gradually become autonomous (incorporating a rising component of “hot money” —see
section 1-2.d and Table 6b below) and, depending on the degree of sterilization, affect domestic

“ See Appendix on definitions, data and method related to the presentations in Tables 4-6.

® The contrast with the boom year of 2000 (when a 6.1% GNP growth generated current deficits equal to 4.9% of
GNP) suggests that complacency on this issue may be premature. The delayed impact of the customs union with
EU, combined with speedy currency appreciation, are explanatory factors behind the performance of 2000. (See
note 8 below). It is too early to predict whether 2000 will be exceptional or typical for current deficit/GDP ratios
during the boom phasesin the near future.



demand items and uplift the growth rate which, ultimatdly, generates a higher level of current deficits.
When inflows decline, the process is reversed, eg. by generaing reserve depletion, monetary
contraction, declining domestic demand and an improved current balance. Hence, one of the crucia
consequences of capital account liberalization turns out to be an increased degree of dependence of
the growth path on autonomous capitad movements.

There is, moreover, another striking difference between the growth paths of the two periods.
During the 1990s, changesin the level and direction of capitd movements generated a financid cycle
of boomvVbust/recovery which, in turn, resulted in risng voldility of the growth rate. Growth during
the 1980s -being, to a large degree, independent of autonomous capitd flows- was essentidly an
export-led process, supported, first by the post-crisis recovery of the early 1980s and, then, by Ozal
government’s expansionary policy phase (1984-87). The end of this phase is characterized by
declining domegtic absorption in 1988 and the end of the export boom in 1989. Although the last
dage of this episode is gagnation and exhaudtion, it is radicdly different from the bust phase of the
financid cycles of the following decade. Indeed, the post-1990 years exhibit four downturns (1991,
1994, 1998-99, 2001) the latter three of which aso incorporate financid crises of different intensity;
and four booms (1990, 1992-93, 1995-97 and 2000). It is aso striking that as we move into the
21% century, the duration of the mini business cycles seems to have shortened even further. In fact,
the growth rate is observed to be negeative in ten of the last sixteen quarters from January 1998 up till
the end of 2001.

[-2b(ii). An Anatomy of Financial Crises, Turkish-style

A brief overview on the bust phases of these cycles which incorporated serious banking
and/or currency crises, i.e. 1994, 1998-99 and 2001, will be helpful in this context. Tables4 and 5
show that it is impossble to diagnose the underlying cause of these financid disturbances without
observing the volatility of capitd flows 1994 agppears to exhibit the most violent impact in this
respect: Net flows by non-residents had been reversed into outflows reaching 4.8% of GNP. The
absolute magnitude of the reversal represented by the difference in inflows between the two years,
i.e. 1994 minus 1993 figures for NKF(nr), equaed -19.1 hillion dollars. Somewhat surprisngly,
resident agents (essentidly banks) acted in counter-cyclical fashion by diminating their assets abroad
and dlocating the funds to cover their losses in Turkey?. The net reversa of both non-resident and
resdent flows in 1994 compared with the 1993 figure was -12.8 hillion dollars (i.e. 9.7% of GNP)
the magnitude of which forced the government into two consecutive devauations of the Turkish lira
and pushed the economy into a severe (i.e. 6.1 and -55 % in teems of GNP and GDP
respectively) recesson.

<Table5 here>

® There was, also, a significant amount of financial investments by household on the so-called “super T-bills’
offering 400% interest rates with a maturity of three months, financed by switching from unrecorded forex
holdings. Although such currency switching from unrecorded into recorded assets may not incorporate cross-
border capital movements, it is reflected as positive values in the “net errors and omissions’ item which, in the
methodology followed in this paper, are considered asreverse capital flight by residents.

10



The 1998 bust adso incorporates comparable reversas in capitd movements. Throughout
1998, non-residents flows continued to be positive, but registering a substantial decline compared
with the preceding year: The “1998 minus 1997” figure for NKF(nr) is —7.6 billion dollars.
Resdents flows, on the other hand, continued to be increasingly in the outward direction and the
“1998 minus 1997” figure for NKF(r) amounted to -417 million dollars. The net reversd on both
items was -8 hillion dollars, i.e. 3.9% of the GNP. Although a currency criss was averted, the
outcome was the de facto bankruptcy of eight banks taken over formaly by the so-cdled Savings
Deposits Insurance Fund (SDIS), in effect, by the treasury’ — the first steps of a process of de-
facto socidization of banks which by July 2001 was to cover eighteen banks. The burden on the
exchequer due to the ligbilities of these banks as of July 2001 is estimated to be around US$ 14
billions, or 9.3% of the GNP. The incidence of these operations on the productive sectors actudly
became visible garting from the last quarter of 1998, and the economy moved into a severe
recession which continued during 1999 when the GNP declined by 6.1% in red terms.

2000 was characterized by an exchange rate-based disinflation and stabilization program
designed, engineered, and monitored by the IMF. Starting from inflation rates of 68.8 and 62.9
percents in terms of CPI and WPI at the end of 1999 respectively, the program targeted 25% and
20% (December to December) inflation rates for the two indices at the end of 2000. Furthermore it
programmed a 20% increase in the nomind TL price of abasket of 1US$+0.77 Euro. Upper limits
for the net domestic assets of the Centrd Bank (CB) were set and the monetary base was to be
totaly dependent on the purchases of foreign exchange by the CB. Together with lower limits for the
net international reserves and upper limits for PSBR as performance criteria and with the excluson of
derilization as a policy option, the program can be interpreted as a mild Currency Board verson
(Yeldan, 2001b).

The program gppeared to be successful in the firsd 10 months of its implementation:
Monetary, fiscal and exchange rate targets were atained fully and the IMF teams praised the Turkish
authorities on the successful implementation of the program. Although domestic price movements
decderated dgnificantly from February onwards, the decline in inflation was behind the targeted rates
of change of price indices and of nomina exchange rates. Between the last weeks of 1999 and
2000, the exchange rate basket rose by 20.3%; but rates of change in WPl and CPl indices were
32.7 and 39.0 per cents respectively. Disregarding price movements in trade partners, these figures
correspond to real gppreciation for the TL by 10.4% and 15.6% in terms of the two price indices

respectively.

Appreciation of the domestic currency was further accompanied by an “exploson” of net
capita flows by non-residents which reached 15.5 billion dollars during the first ten months of 2000.
This was reflected in CB’s baance sheet where the net externa assets increased by 53%, and the
monetary base by 46%, between February and mid-November. In contrast, the wholesale price
index had risen (roughly) by 22% during the same period. Redl interest rates on government’s debt
insruments (GDIs) collapsed from an average of 33% in 1999 to practicaly zero during 2000. A

" Savings deposits are insured 100% since the 1994 crisis. Additionally, a scandalous provision imposed by the
IMF during the negotiations for the additional stand-by agreement in December 2000 extended the guarantee to
bankrupt banks external debts. Hence, international banks bad loans to Turkish banks are henceforth
guaranteed and to be covered by the Turkish exchequer. The “moral hazard” dimension of this provision goes
without saying and thereis no estimate on the magnitude involved.
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very srong upturn in domestic absorption accompanied by the appreciation of the TL and together
with the impact of Customs Union with EU were the two mgor reasons leading to the rapid
expansion of the current account deficit reaching 9.5 hillion dollars by the end of 2000. (See Table 1
above). This outcome was solely due to the deterioration of the trade balance®. By November IMF
officids sarted to express their concerns on the sustainability of the current deficit® and externd
investors appeared to share the same concern by liquidating their assets in TL and as international
bankers started to cal in their short-term loans to Turkish banks. *°

Although red interest rates on government borrowing had declined practicdly to zero, short-
term inflows continued throughout most of 2000 because srict commitment to the nomina exchange
rate targets continued to generate postive arbitrage rate expectations for banks, which, ex post,
averaged 13% for the whole year™. Although government bonds with maturities of 12-18 months
purchased on lower rates were to generate serious problems to banks during 2001 after the collapse
of the exchange rate and when inflation was, once agan, risng, mos of the banks continued to
borrow short-term abroad during the year. In fact, if we denote interest rates on public borrowing,
inflation and rate of change in the nomind (weighted) exchange rateby i, p and e; by the end of
the year the respective ratios were 0.36; 0.327 and 0.203, i.e.i ip i e.

The ratio of short-tem debt to international reserves of the Centra Bank, which had stood at
101% at the inception of the program, jumped to 152% in December 2000. Figure 1 portrays the
path of short term debt/CB Reservesratio in Turkey, and contrasts with the data observed in various
East Asian economies at the onsat of their crises in July 1997. In retrospect, consdering the East

® During the first eleven months of 2000, exports remained practically unchanged, but imports rose by 37% more
than doubling the trade deficit to 25 billion dollars. (See the following section). The adverse effects of the 1994
Treaty on the Customs Union with EU on the trade balance was delayed because of the substantial 1994
devaluation whose protective impacts had continued to prevail during the following five years of mild
appreciation. These favorable conditions were reversed in 2000 not only due to the faster rate of appreciation of
TL vis-a-visthe currency basket, but also because of the depreciation of the Euro vis-a-visthe dollar.

° Yet, the realized external disequilibria should have come as no surprise to the IMF. Past experience on all
exchange-rate-based stabilization programs show that they initially generate a demand-based expansion
accompanied by rising and usually unsustainable trade and current deficits followed by a contractionary phase —
the magnitude of which depends on the size of the earlier external deficits. An overview of such exchange rate-
based disinflation and stabilization is summarized in Calvo (2001), Calvo and Vegh (1999), Calvo, Reinhart and
Vegh (1995), Amadeo (1996), Agenor (2000), Akyuz and Cornforth (1999), Calvo, Leiderman and Reinhart (1996),
Diaz-Algjandro (1985), Kaminsky and Reinhart (1999), Frenkel (1995), and Agenor and Montiel (1999, chp. 8). For
individual country experiences see also Corbo (1985), and Edwards and Edwards (1991) on Chile; Dornbusch and
Werner (1994) on Mexico; Patinkin (1993), and Bruno (1993) on Isragl; and Dornbusch (1995), and Frenkel and
Fanelli (1998) on Argentina. The IMF itself has had access to a series of interim reports and staff papers
documenting such possible discourse on the financial markets. See, e.g., Kaminsky, Lizondo and Reinhart (1998)
“Leading Indicators of Currency Crises” IMF Saff Papers, and more recently, Debt and Reserve Related
Indicators of External Vulnerability, A Report of the Policy Development and Review Department, which, in its
own words, “ has been prepared in consultation with the other Departments” (March, 2000).

1% There were, without doubt, additional complications. The number of banks transferred to the Savings Deposit
Insurance Fund kept on increasing throughout 2000. Most of their owners faced criminal charges and were
arrested. The shock and apprehension of the financial community was aggravated when the newly established
Board of Banking Supervision and Regulation called the banks to reduce their open positions between their
foreign exchange liabilities and assets within the pre-set limits by the end of the year resulting in additional
foreign exchange demand.

" Weighted average of interest rates on 2000 auctions, i.e. 36% deflated by 20%, i.e. changein nominal e-rate.



Adan experiences, Turkey was exhibiting serious deterioration in terms of this fragility indicator
throughout 2000. Thus, the program succeeded in reducing inflation, but not enough to prevent
ggnificant currency appreciation, moreover a the cost of increased fragility of the banking system
and of the externd vulnerability of the Turkish economy as vdidated by the twin crises of November
2000 and February 2001.

<Figure 1 here>

A sudden outflow due to non-residents liquidating their treasury bill and equity assets darted
arun againg the TL in November. Additiona foreign exchange demand resulted in the erosion of
the CB resarves by nearly 7 billion dollars whose net externa assets declined by 52% in two weeks
after mid-November. The macroeconomic impact was chaotic. We portray the paths of the
monetary base, open market operations (OMOs), the net foreign assets (NFA), and the net
domestic assats (NDA) of the centra bank under the program implementation in Figure 2. As can
be seen, the CB had played the role assgned to it under the program, i.e. the role of a de facto
currency board, successfully until November when the first Sgn of the culminating criss struck. The
monetary base reflected the changes in the NFA, while the NDA was kept in its targeted limits.
With the abrupt fdl in its net externd assets, the CB initidly violated the IMF ban on open market
operaions, and managed to provide additiond TL liquidity to banks. This maneuver, however, did
not prevent the monetary base to contract by 17% during the rest of the month as most of the
additiond liquidity came back as foreign exchange demand to the CB . Ultimately CB reverted back
to the non-derilization rule, and the ongoing liquidity squeeze was aggravated as overnight interest
rates climbed to exorbitant levels.

Short-term policies during the three months between the November and February crises
were essentidly amed to preserve the exchange rate anchor a dl cods. After making some
dlowance for the November turbulence, the previous rules of the game were reestablished with
changes in the monetary base being dependent on changesin CB reserves. The low level of reserves
continued up till the end of the year and contributed to a severe liquidity squeeze for the banking
sector, high interest rates and contractionary pressures.  An agreement with the IMF lae in
December included a financid package of $10.5 billion. This kept funding the essentid elements of
the preceding program intact, and replenished reserves early in January 2001.* However, IMF
funding through the SRF precluded its incidence on the monetary base. Hence the liquidity squeeze
continued; yet, foreign exchange markets were temporarily Stabilized, dbet a interest rates
ggnificantly above the pre-crigs levels. The last four Treasury auctions for government debt papers
which took place in November had resulted in a (weighted) average annudized interest rate of
38.6% whereas the first four auctionsin 2001 before the February criss had raised the same interest
rate to 66.6%. On the other hand, demand contraction and the ongoing impact of the exchange rate
anchor were insrumentd in pulling prices down to around 27 per cent per annum in January and
February.

Suppressing the foreign exchange demand via exorbitant interest rates was, clearly, an
ungtable Stuation. A political skirmish between the Presdent and the Prime Minister resulted in a
second attack on the TL late in February 2001. As interest rates rose to three-digit figures, CB had

12 $8.1 hillions of IMF credits between November 2000 and June 2001 financed part of the reserve depletion of
$15.2 hillions.
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to sl $5.2 hillion within two days. This amount roughly equas non-resdents net liquidation of TL
securities ($-3.8 hillions) and amortization of short-term bank loans ($-1.3 hillions). The 2000
program officidly came to an end as free floating of the currency was announced on 22 February.
And by mid-May, a more conventional standby agreement with the IMF was findized. The new
program was structured around along list of so-caled “structurd reforms’ which (with the exception
of those related to the banking system) had no immediate or, even, medium-term relevance for
gabilization; plus demand management viafiscd and monetary stringency, but with no targets for the
exchangerate.

The impact of capitd movements on the 2000-2001 cycle can be observed by the findings
in Tables 5 and 6a which, usng monthly data, compare the boom (i.e. January to October 2000)
and the bust (November 2000 to September 2001) phases of the cycle. Table 5 (row 8) shows the
magnitudes involved as capitd flows are reversed during the eight months from November onward:
The aggregated shock due to the reversal in non-residents capita flows in 2000-2001 (i.e. $-25.6
billions) is sgnificantly higher than those observed during the earlier crises in 1994 and 1998-99.
Thus, the breakdown of non-resdent and resident flows into individud items in Table 6a shows that
the drift into financid crigs is, predominantly, due to the capitd outflows originating from non-
resdents. Outflows from portfolio investments play the most crucid role, followed by amortization of
short-term bank loans. Residents, particularly in terms of their recorded capital movements, once
again, act counter-cyclicaly and their net outflows, including the unrecorded (i.e. EO) items decline
by $800 millions. Even if this factor is included, the magnitude of the reversal between the firgt ten
months of 2000 and the following eight months of al cumulative capita flows, i.e. NKF(nr), NKF(r)
and EO, is an astounding $27.6 hillions.

<Table 6a here>
<Figure 2 here>

Dramatic macroeconomic implications follow. The high tempo of inflows by non-resdents
during the first ten months of 2000 generates a boom with unstable characteristics and as its
unsudtainability is perceived by externd agents cepitd flows are reversed. The magnitude and
suddenness of the reversal determines the depth of the financia crisis and its incidence on the growth
rate. Hence, in 2001 the economy appears to be moving into a depresson much more serious than
those observed in the preceding crises. By the second haf of 2001, the annua decline in industrid
production had exceeded the 10% threshold accompanied by massve lay-offs, rigng inflation,
increased socia unrest and generation of a current surplus which was, once again, essentialy due to
import compression. The “bust” phase of the present cycle appears to be longer-lasting, much more
serious and destructive than the earlier ones. Thus, our findings in Tables 5 and 6a show that it is
impossible to gragp the movement into a financid crigs and economic downturn unless the garting
point isthe andyss of capitd flowsin- and out of the country.

[-2b(iii). Underlying causes of increased external fragility

There is some confuson in Turkey and dsewhere in diagnosng the factors behind financid
crises. As discussed above, the underlying cause in the Turkish case should be sought on the impact
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and, at times, pogtive and negative shocks, generated by large, uncontrolled capital movements with
a large “hot” component within a fragile financid system. Wesk prudentia regulation of banks or
large public deficits may aggravate the Stuation, but never causes the collgpse per se. And thereis
aways an individud pretext which triggers the bust. A usud confusion is to see the pretext as the
cause. The event which triggered the 1994 crigs by causing capitd flight was the government’ s effort
to impose lower interest rates on the banks participating in treasury bill auctions. In November
2000, the case of Demirbank which was forced by riva banksto unload very substantia amounts of
treasury hills on the market and the Central Bank’s smultaneous withdrawa from open market
operations was regarded by some economists as causing the crigs. An attack on the TL
immediately followed the skirmish between the Presdent and the Prime Minister in February 2001.
Rumors on arguments within the cabinet immediatdy resulted in substantial movements on the stock
and foreign exchange markets leading to mini-criss stuations during the following months.  Once
agan, each case is unique in the sense that there are different events triggering financid disturbances;
but it is ultimatdy the structura fragility generated by the unregulated and chaotic capitd movements
and the financid cycle without which the same events could never have caused a amilar havoc
affecting the economy as awhole.

To be able to take better account of the disruptive mechanisms of this structurd fragility, we
have to note the wdl-known dilemmeas faced by policy makers in a developing economy with an
open capita account: Asisthe case with Turkey currently, fisca stringency isimpaosed by the rules of
the game and, using fiscd tools as a short-run macroeconomic policy option is out of the agenda. On
the other hand, under conditions of open capita accounts, monetary authority can independently
target ether the nomina exchange rate or the interest rate, leaving the determination of the other to
the interplay of the market forces.

The overwheming evidence accumulated from the developing country experiences in the last
two decades suggests that a liberdized capita account cannot be launched unless it is expected that
a higher rate of return on domestic assets (deflated by the exchange rate) will be redized in
comparison to the rate of return abroad. However, such a commitment favoring high domestic
interest rates stimulates foreign inflows and leads to gppreciation of the domestic currencies further
inviting an even higher leve of hot money inflows into the often shalow domestic financid markets.
The initid bonanza of debt-financed public (e.g. Turkey) or private (e.g. Mexico, Korea) spending
ecdates. In order to accommodate to this process, the centra bank is forced to hold significant
foreign exchange —a phenomenon which will be discussed in what follows. In this setting, the only
proper role that is remained for the monetary authority becomes that of monetary sterilization. Thus,
the surge in the M2Y vaue of money supply is checked by redtricting the domestic component, with
a consequent rise in the domestic interest rates, and a re-commencement of the cycle. Eventudly the
bubble bursts as hot money rushes out of the country; and a series of severe and onerous macro
adjustments take place through very high red interest rates, szable devauations, and a severe
entrenchment of aggregate demand.®.

I-2c. Rising L eakages from Non-Residents’ Inflows

3 Elements of thisvicious cycle are further studied in Kaminsky and Reinhart (1999),Adelman and Y eldan (2000),
Dornbusch, Goldfagin and Vadés (1995), Velasco (1987), Diaz-Algjandro (1985), and more recently referred to as
the Neftci-Frenkel cyclein Taylor (1998) (following Neftci (1998) and Frenkel (1998)).
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Capitd account liberdization resulted in a risng gap between non-resdent inflows and the
current account during the 1990s as has dready been noted (see the first two rows of Table 4).
Factors contributing to the growing gap between non-residents’ inflows and current deficits is not
merely of theoreticd interest. The cumulative current account deficit during the 1990s equals $14.1
billions, whereas Turkey's externd debt during the same period had risen from $42 billions to $102
billions —a dramatic increase of $60 billions, far in excess of the financing requirements of the current
account.* Aslong as growth of the external debt is considered to be a policy issue, the anaysis of
factors that lead to the detachment of externd borrowing and current account deficits becomes
important in practical terms. Table 5 above provides the basic quantitative framework for depicting
these factors.

The wdl-known BOP identity as depicted and defined in equation 1 in the gppendix, i.e.
NKF(nr)+NKF(r)+EO+DR+CA=0, condtitutes the framework of Table 5. The terms represent,
respectively, net cepitd flows emanating from non-resdents, resdents net flows, net errors &
omissions, changes in reserves, and the current account balance. Same data can aso be presented
with dight modifications in terminology. By reverang the sgns of the last four terms of the BOP
identity, one can decompose the non-resdent inflows into current deficits and “leakages’ (i.e.
recorded and non-recorded outflows by resdents, and reserve accumulation). The conceptua
framework for both representations is further elaborated in the gppendix (see appendix equations 1
and 2).

Table 5 shows the sriking change which occurs as a result of the liberdization of capita
accounts after 1989. Ratios of NKF(r), EO, DR and CA within net non-resdent flows, i.e
NKF(nr), should be interpreted as the share of each type of utilization to which non-resdent flows
have been dlocated. Findings on the vaues of each of the terms (and of the relevant ratios) during
different phases of financid cycles as wdl as the cumulative sums for the 1980s and 1990s are
summarized and analyzed in whet follows.

I-2c(i). Recorded capital flows by residents [ NKF(r)/NKF(nr)] :

A negative vdue for NKF(r) dgnifies recorded capitd outflows by resdents. It will be
observed that during the 1990s, with the exception of the criss year of 1994 (when residents acted
in counter-cyclica fashion and engaged in net inflows), NKF(r) was negative throughout. In rdative
terms, thelr drain on the capital account was particularly heavy during the financid bust in 1998
(when the current account was in surplus) as recorded resident outflows as aratio of NKF(nr) rose
to 94%. Comparing 1980s with the 1990s, it is observed that capital controls redly make a

 Cumulative non-resident inflows during the same period equal $57.8 billions. However, part of this magnitudeis
covered in the BOP statistics, i.e. FDI and portfolio equity inflows which add up to $10.7 of the total, consists of
non-debt generating inflows. Hence, the debt stock, on the basis of BOP data, ought to have risen by $47.1
billions instead of the $60 billions based on external debt data. The discrepancy is either dueto (i) inconsistency
between data sets or (ii) the impact of currency movements between the US dollar and other convertible
currencies on the total value of the external debt in dollars depending on the currency composition of the pre-
1990 debt stock.
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difference. The ratio of the resdents outflows to non-resdents inflows rose by 10 percentage
points from 22 to 34% during the latter decade.

I-2¢(ii). Unrecorded capital flows by residents (capital flight) [ EO/NKF(nr)]:

Throughout this study, the "net errors & omissons' (EO) item of the BOP Satidtics is treated
as unrecorded capital movements by residents A negative EO vaue is, thus, consdered as
capitd flight™® Liberdization of capitd movements should, generdly, be expected to transform
unrecorded capital movements into recorded items by legalizing the former. This factor, together with
improved datisticd methods, should result in lower values, a leest in reative terms for the EO item.
This gppears to be the case for a sample of 16 emerging economies during the 1990s compared with
the preceding decade where the share of capitd flight (as represented by negative EO vdues) within
non-resident inflows has declined from 11.1 to 6% (See Table 5, column 8, last two rows).

The Turkish experience, however, is directly the opposite. During the 1980s, the net balance
of the EO item was poditive [i.e. 18.7% of NKF(nr)] probably due to the reversd of capita flight
which took place during the severe crisis of the late 1970s. This positive contribution would, thereby,
offset most of the recorded resdents flows, the cumulative sum of which was negative during the
earlier decade [i.e. -22.4% of NKF(nr)]. The 1990s reversed the direction of capitd flight by
changing the cumulative EO item into negative vaues and resdents unrecorded capita movements
asaratio of total non-residents flows were -6%. Thus, recorded and unrecorded capital movements
by residents [NKF(r)+EQ] together congtituted a 40.4% drain on the non-resdents inflows —a
radical deterioration which could only be understood within the context of liberdization of the capita
account.

I.2c3. Reserve changes [ DR/NKF(nr)]

Under a regime of controlled mobility of internationa capita, the adequate leve of reserves
was traditiondly regarded as three or four months of imports for covering the time lags between
payments for imports and export receipts, as well as offsetting temporary disequilibria in the current
account. Capitd account liberdization radicaly changed and broadened the criteria of reserve
adequacy, and brought fore such indicators as “the ratio of reserves to short-term debt plus the
gtock of portfolio equity”, “ratio of foreign-assets-to currency (usudly M2Y)”, and a minimum level
in excess of scheduled amortization of externd debt. For example, after observing that "foreign
exchange reserves and reserve policy played an important role in the recent financid crises’, Alan
Greenspan suggested in 1999 that "countries could be expected to hold sufficient liquid reserves to
ensure that they could avoid new borrowing for one year"®. (itaics ours).

> This interpretation is shared by many researchers. See, for example, B. Varman Schneider, Capital Flight from
Developing Countries, Boulder, CO, Westview Press, 1991, 50:51. On the other hand, unrecorded current account
operations, e.g. smuggling, as well as foreign exchange movements in and out of the formal sector, without any
cross-border transactions taking place are also reflected in the EO item. The latter interpretation appears to be
more valid for Africa. See N. Bhinda, S. Griffith-Jones, J. Leape and M. Martin, Private Capital Flows to Africa,
The Hague, Fondad, 1999, 83)

18 ¢f. UNCTAD, Trade and Development Report 1999, UN, New Y ork and Geneva 1999, 110:111.
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These new and dragtic adequacy requirements for reserve levels have pushed most
developing countries to move into an acceerated rate of reserve accumulation in "norma" periods.
The outcome has been an additional and "expensive™’ drain on non-resident inflows. However, the
aforementioned drain of reserve accumulaion on net inflows in Turkey does not show much change
in the pre- versus post-liberdization years. (See column 8 in Table 5). Period averages, however,
are dffected by the severe drain on CB reserves taking place late in 2000 which pulled total reserve
accumulation during that year practically to zero. Tables 6a and 6¢ depict the turbulence in capita
movements which adversdy affected the Turkish economy during the 2000-2001 criss. It is
observed that reserve accumulation amounting $2.9 billions for the first three quarters in 2000 was
reversed during the last quarter when $2.5 billions of reserves were depleted. If data on 2000 are
disregarded, between 1989 and 1999 the net increase in reservesin Turkey amounted to 19.9 billion
dollars, condtituting 84% of the totd increase (e.g. 23.8 billion dallars) in the import bill; whereas the
smilar ratio for the developing countries as awhole was 60% -sill considered excessive™.

These developmentsin capita movements during the past decade are not limited to Turkey.
For comparative purposes, the last two rows of Table 5 present the data for 16 emerging economies
(induding Turkey)™ for the two decades. Both for the 16 countries and Turkey, the share of current
deficit financing out of non-resident inflows has declined, but the decline is much more substantid for
Turkey (i.e. from 67 to 32%) than the others (from 54 to 43%). During the last decade, the shares
of recorded and unrecorded resident outflows have been substantialy higher in Turkey and those of
reserve accumulation have been smilar. These findings suggest that the impact of capita account
liberdization in Turkey on the redlocation of capitd inflows has been much more substantid than the
comparable emerging economies.

[-2.d. Arbitrage-Seeking, Short-Term Capital (" Hot Money" ) Flows

Another disturbing feature of capitd flows during the 1990s is the increasing magnitude, both
in absolute and relative terms, of "hot money” flows. (See Appendix for the conceptua and empirica
gpecification of "hot money".)

Y The differential between the rate at which reserves are borrowed and the return on the international assets at
which they are invested represents the net loss on reserve accumulation. This resembles the case of a head of
household in a developing country who borrows from the bank and then puts the borrowed money in a deposit
account at the same bank. These two transactions which generates a net loss to the household may appear
totally absurd and irrational; but in fact, it has a logic of its own if the deposit account is used to "gain
respectability” from the consular office of, say, Australia, to which he has applied for avisa.

8 UNCTAD, Trade and Development Report 1999, UN, New Y ork and Geneva 1999, 108.

¥ The 16 countries covered are Argentina, Brazil, Chile, Columbia, Egypt, India, Indonesia, Malaysia, Mexico,
Pakistan, Peru, Philippines, South Africa, South Korea, Thailand and Turkey.
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In a developing economy "hot money" flows emerge from arbitrage-seeking activities of
rentiers and  banks (both non-residents and residents) as well as of firms (essentidly resdents) in
both directions. The arbitrage returns, defined as the speculative gain for rentiers between the highest
(nomind) interest offered in the domestic economy and the rate of (nomind) change in the exchange
rate (defined as TL per dollar) was caculated in Table 3 above. It should, however, be pointed out
that the same variables smilarly affect the behavior of banks borrowing abroad and moving into TL
asts (e.g. government debt ingtruments) or firms borrowing in foreign exchange, but spending in
TL. The rate of return minus the risk primea compared with rates of return abroad determines the
direction of hot money flows. Tables 6b and 6¢ provide the empirica findings on hot money
movements distinguished between resdents and non-resdents. Emphasis on the following
observations isworth noting.

<Tables 6b and 6¢ here>

(i) The mere magnitude of gross short-term capital movements must be a source of concern.
Columns 2 and 3 of Table 3 above report the gross flows of banks foreign credit acquisitions and
repayments for the post-1991 period. Even if we take into consderation that some of these figures
includes double-counting due to the renewa of short-term bank liabilities more than once every year,
the rdlevant magnitudes point a one of the most important sources of ingability in the financid
system.

(i) It was, predominantly, short-term, arbitrage-seeking (i.e. “hot”) capital movements which
were affected by capitd account liberdization in 1989%°. The net balance of 1990-2000 is
negligible, i.e. $262 millions. But if we include the dramatic outflows during the recent crisis, the net
balance for hot money for the 1990-2001 (January-September for the last year ) period, thus, turns
out to be $-13.1 hillions®. This is significantly different from the earlier decade when “hot” non-
resdent inflows were of negligible magnitudes, but reverse capital flight had acted as a positive
factor in financing current deficits. It is observed that the 1989 turning point affected arbitrage-
seeking flows by rasng non-resdent inflows substantidly, particularly during the boom phases of the
cycle; but, more importantly, by reverang the direction of resdents flows into recorded and
unrecorded outflows, exceeding the total of hot money inflows since 1990.

(i) Since "arbitrage-seeking” is determined by the same variables regardiess of the resdence
of the rlevant agent, how can we explain the divergence between the actions of residents and non-
resdents? Indeed, as briefly discussed earlier, resdents had acted in counter-cyclica fashion during
the 1994 and the 2000-2001 crises (See Tables 6b and 6¢). Two (not necessarily mutudly
exclusive) hypotheses are worth testing empiricaly: Contradictory expectations in response to the
same variables, particularly on expected exchange rate movements and/or externa agents more
willing to take "mord-hazard-based risks’ (which ultimatey turn out to be judified) is one
explanation. Alternatively, resdent rentiers behavior may be a trangtiond phenomenon of one-off

% The only non-hot capital movement which was affected by the 1989 liberalization was, probably, FDI abroad of
residents.

! Notethat period coverage for recent hot money movementsin Tables 6b and 6c are different: The former (row
9) coversthefirst three quarters of 2001 whereasthe latter incorporates the last two months of 2000 additionally.
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portfolio diversfication, the impact of which will wear off after the first substantid movement abroad
is exhausted.

(iv) The shares of "hot money" within capital flows of both resdents and non-residents have
risen subgtantidly since the liberdization of capitd accounts. For non-resdents, "hot inflows'/total
inflows ratio has risen by more than 5 percentage point to 26.1% during 1990-2000 as compared
with the preceding decade with, however, a highly fluctuating pattern. For resdents, "hot" outflows
conditute 65% of totd outflows during the same period. Hot money movements are much more
volatile than other capitd flow categories, particularly when crigs periods are included.

(v) Data on 1994 in Table 6b and the findings of Table 6¢c on the eght-month period from
October 2000 to the end of September 2001 clearly show the contribution of hot money movements
on the emergence of financid crises and on their degpening. Within deven months in 2000-2001 net
recorded and unrecorded hot money flows by non-residents and residents reached $-13.3 hillions
and, to say the least, generated an extremdy adverse and destabilizing impact on the economy.

To summarize, the liberdization of the capitd account in Turkey in 1989 has pushed the
economy into an ungtable and risky path in four directions: (1) The fragility of the domedtic financid
system has increased substantidly. (2) The growth path of the economy has become more voldile,
subject to a newly emerging financia cycle, and the period between its boom and bust phases
shortened condgderadly. (3) Drains or "leskages' out of inflows rose in redive terms, and the
externa debt has grown at a pace totaly unrdated with the externd financing needs of economic
growth. (4) And, findly, arbitrage-seeking and short-term capital ("hot money™) flows condtituted a
risng share of tota capital movements from both resdents and nonresidents and this phenomenon
has gtarted to transmit a serious factor of ingtability to the economy.

[1. Economics of Macro Adjustment: Sour ces of Aggregate Demand

In order to trace the patterns of adjustment to financia liberdization we will deploy a series
of decomposition analyses over macro aggregates of find demand. Over the externd-cum-financia
liberdization era there have been subgantid swings in the parameters governing the demand
“injections’ —such as investments, government expenditures, and exports- and “leakages’ —savings,
taxes, and imports.

Given our discussion above, much of the variability in aggregete demand in the Turkish
economy is induced by the state’' sfisca stance. The escalation of public deficits via ever rising costs
of (interna) debt servicing became the dominant ement in aggregate demand. The costs on
domestic debt servicing were so explosive that by as early as 1992 public svings turned negative. By
2000 interest costs on domestic debt reached to 80% of overdl tax income of the public sector, with
an anticipation that the disposable income of the public sector, itsdf, is likely to be negative by the
end of 2001.



I1-1. Decomposition of the Sour ces of Effective Demand

We will address these developments utilizing the andytics provided in Godley (1999) and
Taylor (2000) where the following decomposition meesure is gpplied over effective demand: At the
one sector leve, tota supply, X, in any economy is given by the sum of GNP, Y, and imports, M.
Total GNP, in turn, can be partitioned into private disposable income, Yp, and public disposable
income, Y g, loosday referred to as aggregate tax income, T. Thus, Y =Yp + T; and we have

X=Yp +T+M (1)

Goods market equilibrium necessitates the ba ance on aggregate supply and demand (sum of private
consumption, Cp, private investment, Ip, government expenditures, G, and exports, E):

X=Cp+Ip+G+E 2

We define the following “leskage’ parameters relative to aggregate GNP as.

Y?P-C*

Usng this shorthand notation, one can obtain the following verson of the (Keynesan) multiplier
function:

1
“Grtrml T6TE)
(=3

or

— Sp %PQ_F t aéB('j+ m oEQ
S, +t+Mgs, g sp+t+mgt{z; sp+t+mgm{g

Here, Ip/sp, G/t, and E/m can be interpreted as direct “own” multipliers of, respectively,
investments, government expenditures, and exports. The overal impact of these injections are scaed
by the corresponding leskages of savings, tax burden, and import propensities.
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We portray the evolution of the values of key parametersin Figure 3. Here contrast can be
made across the scaed injection sources and the GNP.  The abrupt expanson of Git is clearly
visble againg other demand components. The dismd performance of Ip/sp < Y discloses the
channding of investable funds away from the red fixed investments towards financia speculation
targeted a government’ s deficit financing and securitization of domestic debt. Redl exports as scaled
by the import propendties, E/m, aso fdl short of GNP throughout the post-liberdization era. The
only two exceptions occur in 1998 and then again 1994 —both being criss years during when imports
have contracted severdly.

<Figure 3 here>

How dependable is the source of G/t in sustaining growth in GNP? Or, in other words,
should we regard the massive injection provided by the G/t as a hedthy source of growth?

In order to make a proper assessment of G/t, we further decompose G into its components.
We deduct trandfer expenditures from G wherein the most important item is interest costs on
domedtic debt. Then we cary out the same andyss by employing G as red non-interest
government expenditures (on goods and services).

This revison brings atotdly new role over the gat€' s sance as the source of demand. Redl
non-interest government expenditures, scaled by t (G'/t) becomes much wesker as a source of
injection in the firgt hdf of the 1990s. After 1994, the post-criss managment reduces the G'/t
component severely. Even S0, the public sector continues to provide relatively stronger demand
pulls in comparison to exports. Thus, the foreign sector has continuoudy been a laggard throughout
the whole post-financid liberdization era. Private investments behave comparably a par with public
pending during 1994 through 1996. After then, however, investments lose dl its impetus as limited
domedtic savings are channded to securitization of the fiscd deficits, and the financid savings
dominate the incentives againg fixed investments in the red sector. These patterns are portrayed in
Figure 4.

<Figure 4 here>

I1-2. Deterioration of the Fiscal Balances

The post-1988 period witnessed a drastic deterioration of the fiscal balances in Turkey.
PSBR/GDP ratios averaged 4.5 percent during 1981-1988, but rose 10.2 percent in 1991, and
averaged 9.4 percent over 1990-1999. The end of year PSBR reached to 15.1 percent of the
GNP, and is anticipated to rise even further in 2001. Before investigating the serious consequences
in resource use and income distribution, it will be useful to overview the factors which generated this
deterioration.

We document this deterioration in Table 7 which is based on red vaues of the fiscd
accounts, using 1987 prices.



<Insat Table 7 >

It can be directly noted that during 1988-1993, the mgjor erosion has occurred in the factor
revenues item, i.e. net factor income generated by the state economic enterprise system. Factor
revenues of the state declined by 86 percent in five yearsin red terms. The red erosion up till 1992
corresponds gpproximately to 5% of the GNP of the period. The swift upward movement in
transfer expenditures started in 1992. Between 1991 and 1996 the increase is more than 125
percent in red terms. The mgor item in this account is interest payments. The rise in the domestic
debt gave way to arapid build up of interest costs.

On the revenue Sde, tax collections had registered modest improvementsin red terms by 50
percent up till 1993, but they start to decline thereafter essentidly due to the eroson of direct taxes.
The share of indirect taxesin the total rose to 64% in 1997 from 59% in 1990.

These developments led to a sharp collgpse in the disposable income of the public sector,
declining by 45 percent in real terms As will be discussed presently, this decline had devadtating
effects and generated strong pressures on the provision of public services and/or raised public sector
borrowing requirement (PSBR) to unprecedented levels.

In this context, it is important to note a fundamenta change in financing of the PSBR,
bresking away with the pre-liberdization period of the 1970's and 80's. Data on the financing
patterns of the PSBR suggest that, under the financialy repressed conditions of the 1970's and early
1980's, deficit financing through centra bank advances (monetization) was the most direct method.
However, after the embarkment of the structurd adjustment reforms and especialy with the remova
of the interest cellings in a series of reforms throughout the 1980s, the Turkish private sector faced a
new element: postive red rates of interest. Financid inditutions and rentiers adapted swiftly to
changes in the rates of interest during the 1980’ s and the government found it much easier to finance
its borrowing requirements from domestic borrowing through issues of the government debt
indruments (GDIs). This dso enabled successve governments to by-pass many of the forma
condraints on ther fiscad operations. Consequently, with the advent of full-fledged financid
liberdization after 1988, the PSBR financing rdied dmogt exclusvely on issues of GDIs to the
internal market —especidly to the banking sector.

The underlying characterigtic of the domedtic debt management was its extreme short-
termism. Net new domestic borrowings, as aratio of the stock of the existing debt, rose to dmost
50% over the 1990's. Thisratio increased to 58% in 1992, indicating that each year the Sate had to
resort to net new borrowing reaching to haf of the stock of debt aready accumulated. Thus, the
public sector is trapped in a short term rolling of debt, a phenomenon characterized as Ponz-
financing in the fiscd economics literature. This clearly unsustainable process contributed to the so-
cdled confidence criss of the 1990's. For this scheme to work, however, domestic financia
markets required the continued inflow of short term capitd inflows. Thus, the episode of hot money
inflows should be interpreted, in the Turkish context, as the long arm of fisca policy, overcoming
credit restraints and monetary condraints of the monetary authority.

Currently more than 90% of the newly securitized deficit is purchased by the banking sector.
Thus, the so-called desgpening of the financid system in the Turkish economy has turned into a
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process of sdf-feeding cycles, ready to burst. High red rates of interest on the GDI’'s attract
speculative short-term funds, and through the operations of the banking system, these are channeled
to the vaults of the treasury, which in turn finds away out of the regulations of the monetary authority,
as wdl as the redtricted long-term foreign borrowing opportunities directly from world markets.
Capita account liberdization, thus, served the government by enabling banks to engage in extremdy
profitable short-term borrowing abroad so as to finance Treasury's bond auctions. The mgor brunt
of the cods of this fragile environment, however, fdls on the productive sphere of the economy,
especidly the traded sectors. High interest rates attract short term foreign capitd, and the availability
of aundant foreign exchange results in overvauatiion of the domestic currency, generates
disncentives to exporters and contributes to a widening trade deficit.

I1-3. Decomposition over the Fiscal-Real Linkages

Given that the evolution of the financid sector has mostly been related to debt servicing codts of a
public sector which was working under conditions of Ponz-finance, it would be illumingting to
repeet the above decomposition exercise from the cycle of red-financid linkages.

The eguation system introduced in section (l1-1) above can be used to obtain the red-
financid balance within the domestic economy:

DFp + DD + DA= (Ip—-spY) + (G-tY) + (E-mY)

where OFp , D, and + DA dand, respectively, for the net change in financid cdams againg the
private sector, in government’s domestic debt, and in foreign assets. Clearly, when any entity above
(private sector, government or the rest of the world) has its baance on injections exceed the
asociated withdrawdss, then financia claims againg that entity must have been rising. So when G >
tY, it means that government is accumulating debt. (Since in the Turkish context government’s net
foreign borrowing was virtudly non-existant during 1990s —see Table 7- this meant build up of
domestic debt). Smilarly E < mY indicates thet net foreign assets of the home country are declining.
Sinceit must betruethat a any point intime

dFp/dt + dD/dt + dA/dt = O,

an expangonary stance of the government with G > tX must be matched by by some other entity
increasng its assat holdings or reducing ligbilities. In the Turkish case this mostly meant building up
of domedtic assets in the hands of the domestic banking sector, with injections of liquidity from the
res of the world via short term capital inflows. Under these conditions banks assets mostly
consged of domestic debt ingtruments of the government, while ther liabilities were mostly short
term foreign borrowings.  This operation by itself, despened much of the fragility aready existing in
the system due to the mismatch between the maturity and currency compastions of the domestic
assets and the foreign denominated ligbilities.

Thismis-match, often referred to as short-positions of the banking system reached to dmost

15 billions $, or about 7% of the GNP by the end of the decade, and increased the vulnerability of
the banking system with a high devauation risk. With the rise of the gap of the open positions of the
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banking system, the ongoing risk premium of new borrowing increased secularly until when capitd
flows changed signs asin late 1998, and again November 2000. The necessary adjustments to bring
the system back to the financid asset-liability stock-to-stock equilibrium were indeed onerous and

painstaking.
We utilize the GNP identities once again,

Y=(C®+CO)+(I°+1P)+ (X =M)
Since GNP is the sum of private and public disposable income,

Ye+YP =(CC+CAH+(I°+1P) + (X =M)
We distinguish between private and public consumption as C° and C° ; and I° and 19 ; respectively.
Disposable income in the private sector is either private consumption, CP, or private savings, S.
Similarly for the public sector. We thus obtain,
P+1°+E=(Y'=CP)+(Y® -C% + M

The two terms in the parantheses on the right hand side reflect, respectively, the private
savings and the public savings. Denoting sg = (Yg — Cg)/Yg, and usng the remaining variables as

defined above, we get a verson of the decomposition equation above, thPs time reflecting the
investment-saving baances of the respective entities:

= 1 (1" +1° +E)
(S +5 +m)
or
v = Sp AP0 Se A0 m aE

_ =+ —x+ ;
Sp +S; +m§sp g SpTSg +m§sG g SpTS; themg

Table 8 documents the relevant parameters and the main indicators of the aggregate demand
decompogtion. The most driking observation is the negative saving performance of the public sector
beginning 1992. This fact done induces a severe voldtility in the investment patterns as |g/sg ratios
become negative after 1992 —with the exception of 1997. This observation pertains despite the
secular rise of the tax burden, t. The import coefficient is also observed to rise by amost 2-folds
from 0.12 in 1980, to 0.31 in 2000.

<Table 8 here>

Much of the expangonin Ip/sp and E/m is absorbed by the negative saving performance of
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the public sector, and the abrupt financing demands of the government increases uncertainty and risk
in the financid markets. It dso increases the volatility of the money multiplier as the government calls
for large amounts of auctions for digposing its debt instruments. This voltility is portrayed in Figure
5.

<Figure 5 here>

[11. Micro level Adjustmentsin the Manufacturing Sector

In this section, we investigate the structural consequences of the post-1980 outward-orientation on
the market concentration and productivity characterigtics in the Turkish manufacturing industries. To
this end, we will refer to recent Turkish literature and report on the continued concentretion
tendencies and oligopolistic mark-up pricing practices prevaent in the sector. Furthermore, we will
employ a new set of decompostions on the productivity and employment patterns to reved the
leeding/lagging subsactors within manufacturing.

The period under andlyss is known to span the overdl transformation of the Turkish
economy from domestic demand-oriented import-subgtitutionist industridization, to one with export-
orientation and integration with the globad commodity and financid markets. During this period the
manufacturing industry has evolved as the main sector in both leading the export-orientation of the
economy, and aso as a focad sector wherein the distribution patterns between wage-labor and
capital have been re-shaped.

Existing independent studies”? and rudimentary data from officid agencies suggest both
formal and anecdotal evidence that one of the mgor structurd deficiencies of the sector reveds itsdlf
in the rather loose association between the gains in export penetration and labor productivity on the
one hand, and the dismd patterns of employment, accumulation, and of remunerations of wage labor,
on the other. This deformation is, in fact, observed to be a perennia feature of the post-1980
dructurd adjusment era In their andyss on the decompogtion of labor productivity in
manufacturing, for indance, Voyvoda and Yedan (2001) report that, snce the inception of the
sructurd adjustment reforms and outward-orientation, the underlying sources of productivity gains
were not significantly dtered in the sector. They found that none of the leading export sectors of the
1980s could have generated sufficiently strong productivity contributions, nor admitted strong inter-
industry linkages to serve as the leading sectors propelling the rest of the economy.

Given this background, there exigs further condderable evidence on the extent of
monopolization and high concentration in the Turkish manufacturing indudtries. The State Indtitute of
Statidtics data suggest, for ingance, that the process of export orientation and overal trade
liberdization since 1980 has not affected the structura characteristics of the manufacturing indusgtry.
Many of the monopoligtically compstitive sectors either kept their exigting high rates of concentration,

? See, e.g., Boratav, Yeldan and Kése (2000), Onaran (2000), Yeldan and Kése (1999), Filiztekin (1999), Ercan
(1999), Pamukgu and de Boer (1999), Kdse and Y eldan (1998a and 1998b), Yenttrk (1997 and 1999), Uygur 91996),
Kepenek (1996), 2 enses (1996), Bulutay (1995), and Marafdyodlu and Tyktyk (1991).
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or even suffered from increased monopolization as measured by their CR4 ratios or Hirfindahl
indexes. Even among many competitive sectors of 1980, one observes increases in the CRA4 ratios
by 1996.%

These observations suggest that, contrary to expectations, the opening process was unable
to introduce warranted increases in competition in the industrid commodity markets. Here we
attempt to formaize on these observations and deduce econometric hypotheses on the patterns of
trade liberdization, concentration and profitability. To this end, we will summarize the results
obtained by Metin, Voyvoda and Yeldan (2001) who investigate these empiricd questions using
various pand data procedures. The relevant data cover 29-subsectors of Turkish manufacturing for
the period, 1980-1996. We focus on three sets of issues. () effect of openness on the extent of
market concentration as measured in CR4 rates; (ii) the behavior of gross profit margins (mark-ups)
in relation to openness, concentration rates, and real wage codts, and (iii) the behavior of sectord
red invesments (by destination) in relation to the mark-ups, real wage costs, and the openness
indicator.

[11-1. Phases of Macr oeconomic Adjustment in Turkish Manufacturing

Table 9 summarizes the main indicators of the manufacturing industry under the post-1980
adjusments. To document the extend of the oligopolistic structure of the sector, we tabulate the rate
of market concentration in the manufacturing industry sub-sectors as cdculated by the shares of the
four largest enterprises in the tota sdes (revenues) of the sector (hence the acronym, CRA4).
Accordingly, we classfy those sectors with CR4 ratios above 30% to be imperfectly competitive,
and those having CR4 ratios below this threshold as competitive.”* Data on other sectord variables
come from the State Indtitute of Statigtics (SIS) Manufacturing Industry Annud Surveys. To artive
a “wage rates’ and the “average labor product”, we have used data on “total wages paid” and
“value added” divided, respectively, by “average number of workers engaged’. We have used the
sectord wholesale producer prices in deflating nomina magnitudes.

<Insart table 9 here>

The periodization of the table follows the adjusment path of the overal economy as
characterized and discussed in Table 1 aove. Given our criterion of distinguishing individua sectors
as competitive ver sus imperfectly competitive based on their CR4 ratios, we observe that 18 of the
29 sectors fdl under the “imperfectly competitive & oligopalistic” group in 1980. Eight of them have
CRA4 ratios higher than 50%. By 1996 there is very little change in these sub-groups. As of 1996

% See, for instance, Metin-Voyvoda and Yeldan (2000), Giine® (1996), Kaytaz, Altyn and Giine® (1993)
Katyrcyodlu (1990) and 2 ahinkaya (1993) for the evaluation of market concentration and patterns of oligopolistic
mark-up pricing in the industrial commodity markets. Glne®, Kése and Yeldan (1997), in turn, document
comprehensive panel data on the degree of concentration in Turkish manufacturing using the standard 1nput-
Output classification for the period 1985-1993.

# Thisisthe threshold used by Boratav, Y eldan and K ése (2000) and Y eldan and K §se (1999), where, on a further

level of finesse, the sectors which had CR4 ratios between 30% and 49% are classified as “monopolistically
competitive”, and those sectors with CR4 ratios exceeding 50% are regarded to be “ oligopolistic”.
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the share of vaue added of the imperfectly competitive sectors in manufacturing tota reaches to
51%. Furthermore, these sectors employ 31% of total manufacturing employment in our data base.
In contrast, the output share of the imperfectly competitive sectors was 55%, and their employment
share was 42% in 1980.

Leaving sector 353 (Petroleum Rafineries) aside due to its exclusive public ownership, as of
the 1994-96 average, the highest degree of concentration is observed in:

Rubber and Plastics (355) 74.8%
Tobacco Manufactures (314) 64.5%
Miscellaneous Petroleum and Cod (354) 63.4%
Printing and Publishing (342) 60.0%

It is interesting to note that the Sze of the public sector is not necessarily the main actor in
these sectors, with public share being 0.01 in 355; 0.04 in 354; and 0.07 in 342. Sectors 321
(textiles) and 322 (wearing gppardl) display the most competitive environment with respect to their
CRA4 ratios.

Overdl, one witnesses a mixed pattern of concentration over 1980-96. In generd, there is
very little structural shift across the two sub-groups. We record 341 (paper and paper products) to
be the only sector to change its imperfectly competitive status from CR4 of 47.1% in 1980, to
22.6% in 1996. Per contra, it isinteresting to note that one also witnesses a competitive sector such
as manufacture of wood products (331) to increase its concentration level beyond the imperfectly
competitive threshold of 30% by 1996.

At the expense of over-generdization, we can nevertheless confer a tendency for higher
mark-up rates within the imperfectly compstitive block. Petroleum Rafineries (353), Soil Products
(361), and Non-Metals (369) have the highest mark-up rates over 1994-96 with 1.07, 1.04, and
0.72, respectively. On the other hand, sectors 312, 323, and 324 yidd the lowest mark-ups. We
further observe that growth in red wages has been consstently negative over the 1981-88 and
1994-97 episodes, while red wage costs have been on an upward trend under the financia de-
regulation of 1989-93. Asof 1994-97, the highest share of labor costsin value added is recorded in
Manufacture of Footwear (324) with 0.27. Thisisfollowed by Glass Products (362) with 0.25, and
Paper and Paper Products (341) with 0.24. The dis-association between the red wage movements
and labor productivity is clearly visble over the classc export-led manufacturing era, 1981-88.
Even though red wages seem to have caught up with red average labor products over 1989-93, this
pattern is observed to fdl short of its momentum, and by 1994-97, red wages start to follow a
contractionary trend.

[11-2. Econometric | nvestigation

We now redirect our attention to the econometric investigation provided by Metin Voyvoda and
Yeldan (2001). (Hereafter MVY). We focus on the 29 sub-sectors of manufacturing based on 3-
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digit 1S-Classfication. (The ISIC codes and their sectord identification are laid in Appendix Table
1).

MVY continue to rely on theinitial classfication based on the CR4 ratios introduced above.
Accordingly, those sectors which have a CR4 in excess of 0.30 are classfied as “imperfectly
competitiveloligopalistic’; and those with CR4 less than 030 are classfied as “pefectly
competitive’. On a different spectrum, sectors are to be regarded as “open” provided that their
trade volume (measured as imports plus exports) as a ratio of sectora value added exceed 0.50.
Per contra, sectors with trade volume-to-va ue added ratios less than 0.50 are regarded as “inward-
looking”. They carry this classification based on the characteristics of the 29 sectors in 1980. We
thus obtain the following tabulation (see Appendix Table 1 for identification of the ISIC codes).

I nward-L ooking

Open sectors Sectors
Competitive 311, 321, 323, 331,
Sectors 312, 322, 381, 383 352, 356, 369
Imperfectly 313, 314, 324, 332,
Competitive | 351, 353, 382, 384, | 341, 342, 354, 355,
Sectors 385, 390 361, 362, 371, 372

MVY utilize two specifications they fird study the digtributiond issues and andyze the
behavior of gross profit margins (mark-up rates) in relation to trade liberdization, sectora
concentration, and swings in real wage costs. Secondly, they andyze the patterns of accumulation,
and study the behavior of sectord investment (by destination) against the behavior of mark-up rates,
real wage costs, and openness.

Essentid estimating equations are the following:
MRit:f(ai, Oit, CR4it, RVVit)

Rli=f(ai, MRy, Oi;, RWj)

The firg implicit function represents the trade orientation and digtributiona aspects of the
manufacturing industry where MR, denotes mark-up rates, CR4;; denotes concentration ratios;, O;
stands for “openness’ of each sector, (ratio of imports plus exports to sectord value added), and
RW; denotes red wage codsts. The second relationship tries to explain the process of capita
accumulation using three possible determinants namely mark-ups, real wage cogts, and the openness,
where Rlj; is the red investment of each manufacturing industry sector. The index {i=1,2,...,N}
refers to the individud unit, and {t=1,2...., T} refers to a given time period. The coefficients a;
(sector specific compodite term) have two components. ai;, a sector specific intercept, and a;.t, a
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sector-gpecific deterministic growth trend.
The genera form of the econometric specifications are assumed to be linear:

For trade orientation and distribution:
MRi=a; + bl Oq + bz CR4;; + b3 RW;; (1’)

For accumulation:
Rlii=a; + b1 MRy + bz O + b3 RWi;; (2’)

MVY employ pand data estimation on specification (1') in Sx sets of equetions. Firdt, they estimate
equation (1) for the whole sample, in other words for i = {1,2..29} and t =
{1980,1981,...,1996}. Then, they teke each of the identified cells as one individua group
exclusvely and re-do the estimation. Findly, they distinguish those sectors which were “inward-
oriented” in 1980, but became “open” by 1996. That is, sectorsil {2 and 4} in 1980 and il {1 and
3} in 1996. This leaves us with the following sectors: {311, 314, 321, 323, 324, 331, 332, 341,
352, 355, 356, 362, 371, 372}. Thislatter group is classified with the identifier “trade adjusters’.

I11-2a. Distributional Indicators: Behavior of Gross Profit Margins

We gat summarizing MVY’s econometric investigation with the andyss of the behavior of
gross profit margins (mark-ups). Our bird’ s-eye-view observations on the mark-ups, as portrayed
in Table 9 above, reflect a generd rise of the average profit margins despite the increased openness
and the secular rise of wage costs after 1989.

To test these hypotheses, MVY regress mark-up rates on openness, concentration (CR4
ratios), and (the logarithm of) red wage costs using the panel data. The econometric results reved
the following relationship for the mark-up equation when al sectors are considered:

MRi=a; -0.004 Oy + 0.181 CR4;, + 0.111 Log RW,
(-5.107)  (6.361) (13.108)

where a; is the of sector specific term and t-ratios are given in the parenthesis. Thus, for the whole
sample, overal coefficient of openness is estimated to be a mere —0.004. The magnitude, which is
found to be gatigticdly sgnificant a 1% levd, is neverthdess very smdl, suggesting that the 16 years
of adjustiment to foreign integration has not brought a meaningful change in the market structure of the
Turkish manufacturing industry.  As such, the speed of adjustment of gross profit margins is reveded
to be very dow in spite of the import discipline or export penetration, and the technologica and
ingtitutiona barriers to entry seem to persst over the post-1980 reform era

Concentration rates, on the other hand, have a gatisticaly sgnificant and a higher (positive)
coefficient with 0.181 at 1% level. Thus, a one percent increase in the level of concentration as
measured through the CR4 ratio is likely to affect the average profit margin of the sector by +0.18
percent. The a priori theoretica expectation that higher concentration levels would be indicative of



higher profit marginsis confirmed in the aggregate. What is more interesting, however, is that mark-
ups do have a positive relationship with respect to red wage costs, with 0.111. These observations
suggest that the sector has been characterized by Sraffian dynamicsin the aggregate, with persstence
of mark-ups against wage increases. (See dso Boratav, Yedan and Kose, 2000, and Yenturk and
Onaran, 1999 for a further assessment of the behavior of mark-ups againgt the post 1989 wage
cyclein Turkish private manufacturing).

Across the sub-groups, we observe that, in general, “open” sectors (as of 1980) have a
negative relationship with “openness’. “Inward-looking” (as of 1980) sectors, on the other hand,
display a posgitive rdationship againg the same variable. Most importantly, “trade adjusters’ carry a
coefficient of +0.026 vis-avis openness.  Thus, for those sectors which were inward-looking by
1980, the process of opening could not have been associated with a competitive discipline squeezing
the cost-margins (mark-ups). On the contrary, there seems evidence that the inward-looking sectors
(as of 1980) have adjusted the new trade environment by way of increasing their profit margins
(with an estimated coefficient of +0.026 vis-avis openness). Trade adjusters, as a group, displayed
positive coefficients in relation with the concentration indicator (CR4) and the red wage cods.
Except for the “inwardHlooking & imperfectly competitive’ group, mark-ups have postive
relationship with rea wage costs under al groups. Thus, generdly spesking, it seems tha the
manufacturing sectors could have responded to the shocks of trade policy and the red wage costs
by increasing their profit margins over the post-1980 reform era.

111-2b. Investment Behavior and Patterns of Accumulation

Now we turn our atention to the andysis of the behavior of sectora investment in response
to openness, mark-up rates (profitability) and rea wage costs by regressing logarithm of sectord redl
invesments againgt CR4, MR and logarithm of RW. The overdl effect of profit margins on
manufacturing real investment is quite strong with an eadticity of 0.548. This suggests the presence
of srong accelerationist investment patterns in the sector.  Openness, though positive, carries a
smdler coefficient with 0.035. (Y« it isnot found to be Satisticaly sgnificant).

MVY'’s estimated equation was reproted as:

Log Rli = a; +0.548 MR, + 0.035 O, + 0.841 Log RW,
(5.956)  (1.439)  (15.063)

The mogt interesting result is the estimated pogitive eadticity of red wages on red investment
with a coefficient of +0.841 which is gatigticaly sgnificant at 1% leved. In other words, red wages
seem to act as an accderaionist variable, simulating red fixed investments in the manufacturing
sector, while the effect of openness —as measured in ratios of trade volume to vaue added- has been
found to be in-ggnificant. The un-orthodox behavior of red wages in simulating both gross profit
margins and red investments in a podtive manner suggests the continued importance of domestic
demand factors in the Turkish industrid commodity markets. These results concur with the findings
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of Yentlrk and Onaran (1999) in their classfication of the post-1980 Turkish manufacturing as
following awage-led growth pattern.

[11-3. Decompostion of Labor Productivity and Employment Patterns in Turkish
Manufacturing under External Liberalization

Formdly, “labor productivity” is defined as the ratio of tota vaue-added (X) to totdl
employment (L). This ratio will tend to increase under two circumstances. () as labor employment
says condant, the level of production may increase, and (i) the employment level may decline so
that per capita vaue-added increases. Labor productivity technicaly originates out of these two
effects, and decomposition of the overdl productivity growth into changes of the sectora growth of
output and employment over time provide dues on the internd dynamics of the manufacturing
industry.”

Let overdl labor productivity be Q = % , Where X istota output and L istotal employment.

For each sector, we have the sectora productivity identity g X where i

represents an index of the sub-sectors of manufacturing industry. Then Q is the I sum o
the sectord labor productivity ratios:

X
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Taking the firgt-differences with respect to time (t=0), we get:
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K— =g, (sectora output growth rate)
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0

 For asimilar application of the methodology used here, refer to Syrquin (1986) and Pieper (1998).
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o (sectoral |abor share)

the following identity appears:
(4)

A re-gtatement of the above equation enables the decomposition of total productivity into
dynamics of: (i) changes in net productivity, and (ii) changes in the Structure of output and
employment:
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The fird term in the outsde parenthesis is the difference between the growth rate of output
and the growth rate of employment. We denote this term as the “net productivity”, indicating a net
positive contribution to the overdl labor industrid productivity when the rate of growth of output is
gregter than the rate of growth of employment in a particular sector. The second term of the right
hand side of equation (4) represents the effect of sectora employment reallocation on the overdl
productivity change. Here, the interaction term, Q,/Q. is weighted by sectord labor share and is
subtracted from the output share of that particular sector. By multiplying this magnitude with the
sectora employment growth rate, we obtain an indicator for the productivity effects of the
redllocation of employment among the sub-sectors of the manufacturing industry. The “redllocation
weight” [a, - (Q/Q,)! ). i.e the difference between the output and the labor share of sector i,

reflects differences in productivity levels across the sub-sectors of the domestic industria economy,
and dlows us to detect the leading and the following sectors of the overal productivity change.

In terms of our accounting procedure, a leading sector is identified with a high vaue of its
regllocation weight due to a rdatively smdl labor share and a rdatively high output share. As the
second term of equation (4) represents the effect of sectord employment redlocation on overdl
productivity change, the transfer of labor from a sector with a low output/labor ratio to a sector
which admits high-productivity will have a pogtive contribution to tota productivity. Thus, the
leading sectors of the economy are expected to show a close relaion with changes in the overdl
productivity due to their higher redllocation weight, irrespective of their relaive sze (just measured in
terms of its|abor or output share) in the economy.



In the following pages, we decompose the effects of the two terms of equation (4) on the
totd labor productivity of the Turkish manufacturing industry, covering 1981-96. Under the
framework described above, we find that the overadl productivity has increased by 111.2% during
this period® Table 10 illustrates the sectora output/labor shares, their growth rates, and the
productivities of 19 sub-sectors for the stated period.

< Insert Table 10 Here >
From Table 10 we identify the following sectors with the highest productivity gains

Manufacture of wooden furniture and fixtures (546.0%)
Tobacco manufactures (300.7%)

Other manufacturing industries™ (238.2%)
Manufacture of transport equipment (216.2%)

Printing, publishing and dlied industries (207.4%)

ok owbdE

The productivity vaues here reflect net direct changes in both employment and output levels
a the sub-sectord leve. We find that the furniture industry which experienced a 546.0% increase in
productivity, exhibits an output growth of 1763.9%, accompanied by an employment growth of
188.5%. However, the output share of the sector is virtualy very smdl (0.2%) to provide any
significant impetus to the rest of the industry. The tobacco industry achieves a cumulative 300.7% of
productivity growth via direct labor shedding: while it experiences an output growth of 93.9%, it
decreases its employment by 51.6%. Smilar observations are vaid for the remaning most
productive sectors as they point to dightly positive or outright negative redlocation weights (second
term in equation 4), indicating that these sub-sectors show amost no srength in productivity
leadership. The output/labor shares, together with negative second terms in the productivity
expression, prevent these sectors from being the “leading” sectors of the Turkish manufacturing
industry for the 1981-96 period.

We observe that 15 out of 19 sub-sectors under consderation display negative productivity
gains from labor redlocation. Thisrevedsthat productivity contributions originating from resllocation
of labor from the sectors that have low output/|abor ratios to those sectors which have higher rates of
productivity have been limited. Furthermore, one-third of the sectors has negative employment
growth rates. Here, it is dso interesting to note that none of the fast exporters of the post-1980
export boom reved themsaves in the leading category. In particular, the most important export
sector, textiles, is observed to generate a negative rate of productivity contribution from labor re-
dlocation (with —10.9%), suggesting that the sector should more gppropriately be characterized as
lagging, rather than serving as a productivity leader.

In this vein, the only sub-sector that can be characterized as a “leader” in Turkish

*The wholesale price index is used in converting the nominal magnitudes to real terms for both periods.

" Includes manufacture of plastic products, manufacture of professional and scientific and measuring and
controlling equipment, and other manufacturing industries, not el sewhere classified.



manufacturing over the 1981-96 period is found to be the “petroleum refineries and petroleum
derivatives’ industry with a redlocation weight of 0.243. This sector displays an output share of
27.1% and an employment share of 1.3%. However, with an employment growth rate of —5.2%, the
productivity by reallocation of labor term of this sector is found to be negetive, causing the sector
to display a cumulative productivity growth of 54.6%, which is quite below the average for the
period at hand.

Concluding, we find that it is not possible to identify any viable “leading” or “strong” sub-
sectors within the so-cdled “outward-oriented, competitive manufacturing” industry that would be
able to generate effective leadership for the domestic economy over the 1981-96 period.

V. Distributive Impacts and The Cost Structure of Value added

Turkey is known to suffer from one of the most skewed didtribution of income across
countries comparable with its level of development. Partly fuded by the legacy of prolonged import-
subgtitutionist growth patterns with excessve quota rents and an oligopaligtic indugtrid and banking
gructure, the economy is observed to suffer further from a rlatively stagnant and over-populated
agriculture with loose linkages to the domedtic indudtry; high rates of immigration due to both
economic and political pressures; and unequa opportunities to access education.

With the advent of reforms for openness aiming, firgt, a commodity trade liberdization in
1980, and findizing it with financid liberdization of 1989, there were re-newed orthodox
expectations towards more equitable forms of digtribution of the national product as import-quota
rents would be dissipated, and the domestic production structure would be transformed given the
sggnds of efficiency (world) prices. It was further argued that, as the labor intensve domestic
industries shift toward export markets, labor would be able to increase its factor remunerations in
red terms.

These orthodox prescriptions failed to operate, however, as the economy witnessed sharp
ghifts in the underlying economic polity with the emergence and adminigration of new modes of
surplus extraction mechanisms throughout the course of “liberdization”. First and foremogt, the pro-
liberd stance and the integration process of domestic economy with the world markets did not leed
to a more competitive environment in the domestic industry; on the contrary, as discussed in section
[11-2 above, concentration rates in most of the outward-oriented sectors such as food processing,
cement, glass production and ceramics did in fact rise sharply. Furthermore, the financing behavior
of corporations did not show significant change, and the banking sector became increesingly dis-
associated from credit financing and intermediation, and evolved into financiers of securitization of
domestic debit.

The initiated outward-orientation also opened new venues for wealth accumulation based on
are-newed form rent-seeking, this time towards abduction of export-promotion subsidies and grants
provided by the government. Commercia policies became the leading mechanism in squeezing the
domestic absorption capacity to generate an exporteble surplus for the export-oriented
manufacturing capitd. This exportable surplus was to be obtained through generation of excess
supply by reducing the effective domestic demand. This, in turn, necessitated suppression of wage



incomes. This was in sark contrast with the dud role of wages under the import-subgtitutionist
phase, both as a cost ement and aso a source of effective demand. Under the promoted export-
orientation, however, as the sources of effective demand would be expected to propel not from the
home market, but from the externad economy, wages came to be regarded only as “cogt” item,
which needs to be “minimized”.

Thus, a a more generd levd, the post-1980 integration process has invigorated newed and
intengfied didributive tensons as the share of non-wage income in nationad product rose,
margindization of |abor degpened, the existing wage inequdlities between skilled and un-skilled labor
intensfied, and the access to socid safety nets became increasingly difficult.

Another facet of this income concentration in the urban sectors has been the increased wage
gap between the skilled/organized and the un-skilled/margind segments of the labor force. Kose and
Yeldan (1998), for instance, categorize the “informa/margind” labor as that part of the employed
labor force which is not officidly registered under any socia security coverage and dso is not entitled
under the “self employed or employer” status, and based on the State Indtitute of Statigtics (S1S)
Household Labor Survey data, report that the ratio of margind labor to totd employment in the
industry increased to 49% in 1994, and stabilized around 44% following 1995, from 41% in 1980.
This form of employment was found to be very extensve in the traditiond sectors like food
processing, textiles and clothing, wood and furniture, and meta products where smdl scae
enterprises have greater importance. Wage data strongly suggest that the strong improvement in
average wages during 1989-93 was amog totaly due to wha was happening a the
organized/forma sectors. Wage gaps between the large/smdl and public/private enterprises widened
sgnificantly and exceeded the magnitude of the early 1980s. In particular, the highly organized mining
and dectricity/gas workers were observed to improve their reative economic postions sgnificantly.
Wages in the clothing industry compared with manufacturing averages, on the other hand, eroded by
20 percentage points over the same period, faling beow its ration in 1981, at the sart of the
liberdization program (K6se and Y eldan, 1998; Boratav, Y eldan and Kdse, 2000; Y entiirk, 1998).

Given the extend of polarization indicated in these numbers, it is clear that the “traditiona”
explanations of income inequdity, such as, unequa access to education, unequd distribution of assets
and land concentration, and the urban-bias would not suffice to provide a coherent portraya of the
macroeconomic processes which give rise to such an outcome.  Even though easy generdizations are
not admissible and can be mideading, one can nevertheess associate the observed rising income
inequaity with the broad tendencies towards margindization of labor given the informa indudrid
relations, advances of new technologies which favor skill-intensve production patterns, and an
unequivocd trend towards dis-associaion of the financid sector from the productive sphere of the
economy, coupled with the concomitant expansion of financid rents.

A caeful pursuit dong these lines will necesstate a shift of focus towards the functiona

categories of income and the underlying processes of macro adjustment. It is to these issues we turn
in the next section.

1V-1. Indicators of the Functional Distribution of Income: The Evidence



We now turn to the functiond categories of income. Given data congraints, it is a common
practice to separate agricultura income from the non-agricultural income sources. (see e.g.
Ozmucur, 1986; Temed and associates, 1998; Yedan, 2000). Among the non-agricultural activities
we found it possble to distinguish the following entities: interest income, profits, renta income, and
public and private wage income.

Figure 6 documents the distributional consequences of the post-1980 financia de-regulation
episode given this breskdown. Share of interest income within aggregaete domestic income is
observed to stand around 15.2% by 1998, reaching aimost the total value added of agriculture —a
sector which houses 45% of the civilian labor force. The share of interest income was virtudly nil in
1980.%

<insert Figure 6 here>

From a more extended time frame, the overdl decline of agriculturd and wage and sdary
factor income is phenomend. The share of agriculturd income is dmogt reduced by hdf in the
course of the last three decades. The wage cycle, on the other hand, displays arisng trend in the
1970s, and follows a declining course throughout the outward orientation of the domestic economy
inthe 1980s. The share of non-agricultura wage-labor is observed to reach its lowest score in 1986
to 17.1%, from its pesk of 36.8% redlized in 1977. A fal of such an extend clearly reflects the
fdtering employment response of the domestic industry to the significant reductions in red wages.
The implication is that the scope for capita-labor subdtitution has been highly limited in the
productive sectors of the Turkish economy (Celasun, 1989: 20).

Given this background, it would be illuminating to trace out the dynamics of the red earnings
of wage labor againgt (labor) productivity growth over an extended time horizon. In what follows,
we employ the recent advances of the business-cycle literature, and decompose the variations in the
average product of labor and the redl wage rate in the Turkish indugiry to obtain their underlying long
term trends. We make use of the so-called Hodrick-Prescott (1980) filtering methods to
disntegrate the cyclica variations in productivity growth and wage rates from ther respective
higtoricd trends. This exercise enables us to isolate the underlying rend paths of the two variables,
and to make inferences about the evolution of the wage cycle againg the long term productivity
petterns in Turkish industry.

Datafor our andyss come from the Manufacturing Industry Annual Surveys reported by
the State Indtitute of Statistics. For the “wage rate’ series we have used “tota wage earnings’
divided by “ total workers engaged in production”. Average labor product is derived by dividing
“total value added” by the same labor employment magnitude. Both series are deflated by the
wholesde price index and are filtered in logarithmic form. The exercise covers the extended time
frame, 1950-1996.

The results of the filter are portrayed in Figures 7aand 7b. The unitson the y-axis are in regl
1963 TL pricesin log scde. In Figure 7a, we observe the historical long time trend of the red
average labor product in Turkish manufacturing. The trend has a secular upward dope with an
average rate of annua growth of 3.8% for the whole time horizon (1950-1996). This is to be

% All income data are inclusive of taxes and are in gross terms.
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contrasted with the trend of the rea wage rate portrayed in Figure 7b. The trend in red wages
fluctuates with an increasing path until mid-1970s, enter a deceleration between 1980 and 1988, and
recover following 1989. The observed recovery in red wage is clearly the end result of the post-
1989 populism which enabled sharp increases in real wages between 1989 and 1993 as narrated in
Section Il above. On thisrecord of events, it seems plausible to argue that the post-1989 upswing in
manufacturing real wages was in fact in line with the red average product of labor as far as the long
trends of the two series are concerned.”

<insert Figures 7aand 7b here>

The fluctuations of the red wage trend consequently document the periodization of the
overdl palitical cyclein the Turkish labor markets. The fundamenta characteristic of this cycleistha
it discloses a rdatively wesk connection between wage remuneraions and labor productivity in
manufacturing industries.  The trend path of red wages clearly sgnds a bresk following 1979/80.
This is the era when the domestic economy is subjected to a new transformation towards foreign
competition and integration with the globd commodity and asset markets.  The ongoing wage
uppression as manifested by the downswing in the wage cycle indicates that the adjusments in the
labor markets had served as one of the main mechanisms in bringing forth this transformation.
Implemented under a military rule with severe redrictions in the Labor Code againg collective
bargaining and unionization, the cost savings on wage labor were ingrumenta in the extraction of an
economic surplus which, in turn, was oriented to export markets via a generous export subsdization

program.

Reading from a different perspective, the sharp contrast of the trend of labor productivity
agang red wage earnings following the 1980-transformation clearly displays the extend of dis
association of the productive sphere of the domestic economy from its indigenous processes of
accumulation and digribution.  As internationdization of the commodity and the financid markets is
intengified, the links between the processes of savings generation and the productive use of such
funds into enhancement of capitd accumulation —the so-cdled process of intermediation— are
severed.  With the complete deregulation of the financia transactions and the consequent
ascendancy of finance over indudtry, the international finance capitd was able to assume a dominant
role 0 asto act as the sole arbiter aiming a immediate financia gain, rather than long term economic
development and sugtainable growth.

IV-2. Decomposition of the Structure of Costs

Given aggregate GNP, we can deduce its components in the following maner: Let PY be the
nomina GNP, then:

PY=iD+rN+ P+ WpLp+ WgLg+ A

Where iD is interest income generated in the economy; rN is rental costs, P is aggregate profits;
WhpLp and WgLg are wage costs in the private and public sectors, respectively; and A is agriculturd

* See Boratav (1991) for anarrative support of this claim.



income. |f we add import cogts (in domestic currency), eP*M, we reach a breakdown of the costs
of producing aggregate (nomind) supply:

PX = iD + rN + pPX + WpLp + WgLg + A+ eP*M

Where we regard p asthe share of profitsin total output. Let debt to output ratio to be d = D/PX,
red import-output ratio be m= M/X; the red exchange rate be z = eP*/P; and denoting n=N/PX;
Ip=Lp/X; lg=Lg/X;wp=Wp/P; wg=Wg/P; and a=A/PX, we obtin the structural breakdown of
the unit cogts

1=id+ p+rn+ wplp +wglg +a+zm

We provide the relevant data the associated caculations in Table 11. The breskdown of unit costs
is portrayed in Figure 8.

< Table 11 here>
<Figure 8 here>

Aggregate real GNP is observed to rise a an annual average rate of 4.4% over 1990-1998.
The expandon of the share of interest is phenomend. The share of D increased from 0.049 in
1990, to 0.119 in 1998. This trandates into an annual increase of 17.7% over the same period.
Import cogts likewise take about one-fifth of the aggregate cost of production. The rise of import
costs comes to an average rate of increase of 10.4% per annum. The share of wage costs in the
public sector fluctuate across the 1990s. Being as low as 0.077 in 1998, public sector wage-labor
succeed in rising its share up to 0.166 in 1992, but start experience a fast decline to reach 0.096 in
1996. Private sector wage cost is observed to be more stable. Hovering around 0.10 — 0.12.
Profits, dso is another fairly stable entity in the codts structure mostly capturing about a third of unit
cogts. A declinein the making is visble after 1995, however, as interest servicing costs expand their
share a the expense of non-agricultura, non-wage factoria incomes.

V. Concluding Comments
<Sketch of notes. To be complemented>

In this pagper we have sought to identify and study the man dylized facts and processes
characterizing the dynamic macroeconomic adjustments of Turkey since inception of its reforms
towards globa integration —viz. post-1980°'s. The Turkish adjustment experience throughout the
post-1980 period reveas a process in which a developing market economy trapped within the needs
of integration with the world markets and the digtributional requirements warranted by such re-
orientetion, the State apparatus became the bagtion of privilege, regulaing the mode of income re-
digribution within the society. The dements of this re-distribution involved both direct mechanisms
toward attaining favorable production and export subsidies, currency depreciation, wage
suppression; aswell as indirect mechanisms such as tax evasion on capital incomes, and conduct of a
financia market development strategy which enabled massive income trandfers to the rentier class.



Our decompositions of the components of aggregate demand reveded that the increased
financid demands of the public sector dominate much of the process. Y et, government expenditures
being mostly swamped by interest servicing costs on domestic demand do not provide a sustained
impetus to the rest of the economy. Furthermore, operating under a structure of open capita
markets, the economy is trapped in a vicious circle of high red interest rates, overvalued domestic
currency, and increased volatility of the flows of speculative short term foreign capital.

Exiding data reved very little Sructurd change in the sectord composition and nature of
market concentration and behavior of profit margins under the post-1980 Turkish structurd
adjusment reforms and outward-orientation. It is adso notable that the sectors which are
characterized by high concentration coefficients do not necessarily reflect high shares of public
ownership, and that reductions in the share of the public companies do not lead directly to an
increase in the degree of compstitiveness. As such, the speed of adjustment of concentration is
reveded to be very dow in spite of the import discipline or export penetration and the technological
and ingtitutional barriers to entry seem to persst over the post-1980 reform era.

We reported that “openness’ had very little impact, if any, on the levels of profit margins
(mark-ups) and aso on the behavior of sectord investments. Econometric results reflect a pattern of
duggishness of the exigting levels of mark-ups in Turkish manufacturing againgt a 16-year long period
of trade liberdization adjusments. With a relaively smdl effect of “openness’ on gross profit
margins (averaging —0.004 for the whole period), the sector seems to display a resistance to
increased competition despite the import discipline the post-1980 adjustments have brought. In fact,
those “trade adjusting” sectors which were classfied as “inward-looking” in 1980, and became
“open” by 1996 display a positive response (+0.026) of profit margins vis-avis openness. Thus,
these results suggest that, contrary to the prognostications of the orthodox theory, the post-1980
export orientation of Turkish manufacturing could not lend itsdlf into gains in competitiveness, and
could not be sustained as a viable Strategy of “export-led indudtridization” viaincreased investments.

Profit margins (mark-ups) are further found to be postively and sgnificantly affected from
concentration power and real wage cost increases.  Thus, there seems to be evidence that the
manufacturing sectors have responded to shocks of trade policy and red wage costs by increasing
their indigenous profit margins. Red invesments, in turn, have been found to have a datidticaly
inggnificant relationship with “openness’; yet, sgnificant and pogitive responses to profit margins
and red wages. This finding suggests the continued importance of the domestic demand factors in
the Turkish industrid commodity markets, and an overdl wage-led growth pattern with both profit
margins and real wages acting as accderationist variables to simulate fixed investments.

Our further andyss on the decompostion of labor productivity in manufacturing reveded
that, since the inception of the structural adjustment reforms and outward-orientation, the underlying
sources of productivity gains were not sgnificantly dtered;, and that none of the leading export
sectors of the 1980s could have generated sufficiently strong productivity contributions, nor admitted
grong inter-industry linkages to serve as the leading sectors propelling the rest of the economy. With
a meager investment performance in manufacturing, the so-caled export-led growth episode seems
to have generated Szable cost savings and surplus transfer to the recipient sectors, and could not



generate sufficient contributions in productivity and employment.  As such, the post-1980 export
orientation could not support itsdf into productivity gains in the leading exporting sectors and could
not be susained as a viable drategy of “export-led indudtridization”. Lacking the necessary
productivity invesments in export manufacturing, the export gains based only on price incentives and
subsdies have exhausted their impetus by the end of the decade.
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APPENDIX ON CAPITAL MOVEMENTS: DEFINITIONS, DATA AND METHOD

IMF in its Balance of Payments Manual, 1993 (5" Edition) made a number of changesin
the conceptud framework of the capital and financid account of baance of payments Satidtics as a
result of which capital movements emanating from residents or non-resdents; from non-officia (i.e.
banks & “other sectors’) and officia (i.e. genera government and monetary authorities) agents can
be distinguished together with the types of assets and liabilities which congtitute the content of capita
movements. The quantitative andys's on capita flows in generd and, particularly, “hot money” (i.e.
arbitrage-seeking, short-term private capita) movements as presented in Tables 1-3 are based on
thisimproved conceptua framework adopted by Turkish b.o.p statistics aswell.

A decomposition based on the balance of paymentsidentity

Let us denote net capita flows emanating from non-resdents as NKF(nr), from residents
as NKF(r), net errors and omissions as EO, reserve movements as DR and current account balance
as CA. The well-known balance of payments identity is expressed asfollows:

NK F(nr)+NK F(r)+EO+DR+CA=0 (1)

For a typica developing economy the usua sgns as observed during “normal periods’ are
(+) for NKF(nr) and (-) for the other terms. This means that residents engage in net recorded capita
outflows, errors and omisions are interpreted as reflecting residents unrecorded capita movements
and the net outcome is capitd flight; reserves tend to increase and the current account chronicaly
generates a deficit. These are not rigid generdizations. In individud years, there may occur net
repatriation of non-resdents assets [i.e. NKF(nr)<Q]; resdents may engage in net repatriation of
their external assets or reverse capita flight may occur [i.e. NKF(r)>0 and EO>Q]; reserves may
decline or the current account may generate a surplus (i.e. DR>0 and CA>0). However, empirica
findings for developing countries as awhole or for the sub-group of “emerging markets’ have shown
that cumulative sums of each of the foregoing items for afew years or for the full financid cycde have
generated the “usua” signs as depicted above™.

This observation on the “usuad dgns’ of the terms in the b.o.p identity, enables us to
reformulate it as the decompostion of nonresdents inflows. Let us, firgt, reformulate equation (1) as
follows

NKF(nr)= -[NKF(r)+EO+DR+CA] (18). Since each of the terms in the right hand side
(RHS) of the equation have usudly negative Sgns, let us reverse the Sgns and rename the terms. -
NKF(r) becomes net capital outflows by residents, denoted as NKO(r); -EO becomes capital
flight by residents denoted as KFL ; -DR becomes reserve accumulation, denoted as RAC and —
CA becomes current account deficit, denoted as CD. It would be conceptudly hdpful if we dso
rename NKF(nr) without any change of 9gn as net cgpitd inflows by non-residents, denoted as
NKI(nr). Hence, with the signs reversed in the RHS and the terms renamed, equation (18) is
transformed into the following decompaostion:

% See UNCTAD, Trade and Devel opment Report 1999, Geneva and New York 1999, Table 5.2. On the other hand
consolidated African data for 1980-1998 generate the same signs except for the EO item which tends to be
positive. (UNCTAD, Capital Flows and Growth in Africa, Geneva 2000, Table 3).
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NK I (nr)=NK O(r)+K FL+RAC+CD (2)

The interpretation of the decomposition (2) is asfollows: A typica capita-scarce developing
country chronically generates current deficitsin her externa accounts and these deficits as well as her
additiona foreign exchange demands due to residents (recorded and unrecorded) capita outflows,
and reserve accumulation can, in the medium run, only be “financed” through net inflows from non-
resdents. Hence, net inflows from externd agents, i.e. NKI(nr), are alocated to finance both the
“leakages’, or “drains’, i.e. [NKO(r)+KFL+RAC] and CD. Trandtiondly, some of the terms in
the RHS of equation (2) may take negative signs and appropriate interpretations follow: Residents
may repatriate their (recorded and unrecorded) externa assets in net terms, reserve depletion and
current surpluses may occur whereby the relevant terms are expressed as negative terms on the
RHS. However, the decompasition logic loses its significance when the sum total of the RHS terms,
and consequently, NKI(nr) is negative- a phenomenon which can be expected to occur only
exceptiondly (under serious financid criss) in a developing country, eg. Turkey in 1994, Mexico in
1995 or East Asiain 1997-98.

It will be noticed that Table 2 has used the conventionad signs of the b.o.p. accounts as
expressed in Equation 1, rather than the decomposition terminology of Equation 2. However, in
reading and interpreting Table 2, it will be helpful to keep the decompostion logic in mind. Hence,
the negative vaues of the ratiosin the last four columns of Table 2, can (after mentaly reversing the
sgns) be read as the shares of the current deficit and the rdevant “leskage’ items out of non-
resdents net capitd inflows.

Arbitrage-seeking, short-term, private capital (“hot money”) movements

Short-term private capital flows with the exception of trade credits can be consdered to
condtitute a broad definition of hot money movements engaged by banks, indtitutiond and private
rentiers and firms. Within the new framework of b.o.p satistics this broad category can be
disaggregated into the following itene:

Table Al: "Hot money" items within the framework of standard balance of payments gatistics

Heading

IMF code for non-
resdent flows

IMF code for resident
flows

Note

Portfolio | nvestment

Equity securities

4660 (8) (-518)

4610 (-50) (171)

Investment in equities

Money market

instruments

4680 (0) (0)

4630 (0) (0)

Investment ingov't paper

Other | nvestment

Short term loans to banks

4774* (724) (63)

4724 (-134) (-75)

Bank to bank loans

Short term loans to other
sectors

4777 (586) (419)

4727 (0) (0)

Other sectors=firms and
households

Deposit and currency: | 4783 (-152) (2303) 4733 (-678) (-752)

banks

Deposit and currency: | 4784 (0) (0) 4734 (0) (0) Other sectors=firms and
other sectors households

Other  liabilities  and | 4795 (0) (0) 4745 (0) (0)

assets: banks




Other  liabilities and | 4798 (0) (0) 4748 (-676) (-427) Other sectors=firms and

assets: other sectors households

Net errorsand omissions | --- 4998 (-2594) (-2203) Residents' non-recorded
flows

Note: Figuresin parantheses are Turkey’s 1997 and 1998 valuesin million dollars for the relevant item..

Zero vaues for some of the items do not necessarily imply the absence of the rdlevant
transborder transaction. Improved recording dso results in - changing zero vaues into pogtive or
negdtive figures. For example, it is known that nonresidents have been purchasing and sdlling Turkish
treasury hills, but they have not, as yet, been recorded within the correct item, i.e. 4680. The
relevant figures are registered elsewhere in the capita account, e.g. within 4783 and/or as another
unrecorded quantity within the EO item. On the other hand, Mexican b.o.p. data show zero vaues
for the 4680 item up till the end of 1993, but thereafter register negative vaues for two years (-1.9
and -13.8 hillion dollars in 1994 and 1995 respectively) and postive vaues thereafter. Negative
vaues for the 4680 item in 1993-94 sgnify sale of Mexican government debt papers by nonresidents
the earlier purchase of which should have been recorded as positive (instead of zero) vaues for the
same item in the preceding years. Once again, earlier inflows have, evidently, been recorded
elsawhere.

These observations suggest thet it is too early to treat individual items of the capitd and
financid accounts of the b.o.p. datistics in Turkey (and elsewhere) as reliable and undertake a
quantitative andlys's based on these specific variables. However, the sum tota of "hot money" flows
emanating from nonresidents as well as residents "hot" capitd movements are, essentidly, rdiable
magnitudes™. In other words, the distinction between residents and nonresidents in transborder
transactions is much more religble than the specific item in which the specific quantity is recorded.
Thisis the reason for distinguishing "hot money" figures only between resdents and nonresdents in
Table 3 without going into the individud items behind the two totas.

%! Meetings with the CB staff have persuaded the authors on the reliability of resident/nonresident distinction in
the Turkish data. The only qualification is related to the characterization of the EO item as "residents’ unrecorded
capital movements'. The underlying assumption that unrecorded flows are, predominantly, due to residents
capital account transactions is open to criticism as long as unrecorded current account items as well as currency
switching of residents into and out of unrecorded assets reach high figures and if nonresidents also engage in
illicit (and substantial) cross-border capital movements.
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Table 1. Phases of Macroeconomic Adjustment in Turkey, 1972-2001

Reinvigoration of

Import- Unregulated Short-term Exchange Rate Based
Substitutionist Post-Crisis Export-Led Financial Financial Foreign Capital-  Contagion of theWorld Disinflation and
Industrialization ~ Economic Crisis  Adjustment Growth Exhaustion Liberalization Crisis Led Growth Financial Crisis Financial Meltdown
1972-76 1977-80 1981-82 1983-87 1988 1989-93 1994 1995-97 1998 1999 2000 2001.11*

I. Production and Accumulation (Real Rate of Growth, %)

GDP 6.8 05 42 6.5 21 48 -55 7.2 31 -5.0 7.2 -9.3
Agriculture 1.8 0.5 0.6 0.8 7.8 0.1 -0.7 13 8.4 -4.6 4.1 -4.9
Manufacturing 9.7 -0.2 7.9 8.6 16 6.0 -7.6 10.2 12 -5.7 59 -85
Fixed Investment:
Private Sector 115 -7.3 -1.0 141 29.2 11.9 -9.6 9.5 -4.2 -17.8 14.0 -32.2
Private Energy and Transport. 19.5 -10.6 27.3 75 42 16.2 -26.2 25.8 -14.3 -31.7 15.6
Private Manufacturing 10.9 -13.6 4.8 7.7 9.7 14.3 -05 47 -6.3 -17.5 15.0
Private Housing 9.0 2.2 -19.6 245 50.7 11.2 -24.6 29 -1.6 18.6 14.0
Public Sector 15.4 -1.7 4.8 12.0 -2.3 52 -39.5 15.8 46 -39 15.7 -32.1
Public Energy and Transport. 16.3 0.3 9.5 16.8 -2.6 44 -44.6 13.6 14.6 -15.4 26.2
Public Manufacturing 16.0 13 -11.2 -9.6 -11.3 -6.9 -41.4 7.8 17.1 -4.1 61.2
Manufacturing Sector (Total) 12.0 -9.4 -0.8 37 6.6 12.4 -25 4.8 -5.6 -17.6 17.0
As % Share of GNP:
Savings 20.9 17.3 17.7 19.5 27.2 219 23.0 211 231 19.6 19.9
Investment 213 22.3 18.3 20.9 26.1 23.7 244 248 243 22.3 241
PSBR 57% 6.9 3.7 47 48 9.1 7.9 7.2 9.2 15.3 12.0

I1. Distribution and Prices

Inflation Rate (CPI) 184 59.5 35.1 40.7 68.8 65.1 106.3 85.0 90.7 70.5 39.1 66.5
Annual Rate of Changein
Exchange Rate (TL/$) 39 48.0 45.0 39.7 66.0 50.4 170.0 72.0 717 58.2 28.6 775
Real Interest Rate on Government
b -- - -- -- -5.8 10.5 20.5 23.6 29.5 36.8 45 318
Bonds
Manufacturing Real Wages © 31 11 11 3.9 71 10.2 -36.3 -2.8 339 46° -8.8¢
Share of Wagesin Manufac. Value 277 356 245 206 15.4 218 161 167
Added (%)
I11. Internationalization
Man. Exports Growth 394 14.3 19.7 125 14.0 51 18.0 14.2 3.2 -55 49 12.4
As % Share of GNP:
Imports © 11.7 11.2 14.0 15.9 15.8 14.6 17.8 232 225 21.7 27.2
Exports © 53 4.2 85 10.8 12.8 9.1 13.8 15.8 13.2 14.2 13.7
Current Account Balance ® -14 -34 -2.7 -1.9 -17 -13 -20 -14 1.0 -0.7 4.8
Stock of Foreign Debt 14 14.5 27.1 37.8 44.8 35.1 49.6 45.6 50.9 55.7 58.3

Sources: SPO Main Economic Indicators, Undersecretariat of Foreign Trade and Treasury Main Economic Indicators;
SIS Manufacturing Industry Surveys.

* Annua % rate of change from the same period of the previous year.

a 1975-76 only.

b. Annual average of Compounded Interest Rate on Government Debt | nstruments deflated by the whole sale price index.

¢. Wage earnings of workers engaged in production. Private manufacturing labor data cover enterprises employing 10+ workers.
d. Refer to unit wage costs in ($) obtained from production workers in private manufacturing..

e. Including luggage trade after 1996



Table 2. Financial Deepeningin Turkey: Financial Assets & Monetary Indicators (% of GNP)

1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
|. Securities by Issuing Sectors
Public Sector 6.9 7.7 55 7.4 15.9 16.8 22.7 19.8 35.3 22.9 29.4 38.7 375
Government Bonds 3.0 39 32 1.8 6.8 75 438 44 8.3 8.0 25 27.3 32.3
Treasury Bills 4.0 33 21 5.4 8.7 9.0 16.7 154 24.8 14.9 26.9 11.3 5.2
Private Sector 0.9 1.0 1.0 1.0 17 3.8 21 21 1.0 1.0 1.0 11 4.6
Shares 0.3 0.4 0.5 0.7 0.5 0.5 1.0 0.5 0.6 0.7 0.8 0.9 24
TOTAL 7.8 8.7 6.5 8.5 17.6 20.6 24.8 21.9 36.3 23.9 30.4 39.8 421
I1. Monetary Indicators
Currency in Circulation 27 3.0 29 2.7 27 2.6 2.6 24 21 2.2 21 2.6 2.6
M1 8.8 8.5 7.9 7.4 71 6.5 5.9 5.0 5.6 47 43 6.3 6.5
M2 21.1 20.5 18.0 185 17.3 141 16.2 16.0 18.7 17.9 20.3 28.9 26.0
M2Y 28.4 26.6 235 26.5 26.6 237 30.7 30.7 36.8 345 36.3 51.3 454
Tota Deposits 15.7 16.6 15.7 15.9 18.3 19.0 24.6 26.0 29.3 27.0 27.7 395 33.6
Demand Deposits 34 34 33 2.8 25 1.0 0.9 0.7 0.7 0.7 0.5 0.8 0.7
Time Deposits 7.2 8.8 8.3 8.1 8.1 5.3 7.6 8.1 105 9.8 11.2 16.3 13.6
FX Deposits 4.2 3.8 3.6 47 7.3 12.7 16.2 17.3 18.0 16.5 16.0 22.4 19.3
Banking Sector Credits 17.6 16.1 16.5 12.4 12.7 14.0 13.3 16.5 185 21.7 194 20.1 20.4
I11. Securities Markets:
Stock Exchange Trading Volume * 115 773 5,854 8,502 8,567 21,771 23,202 52,311 36,696
G t Securities Direct
OVErNMENt SECuries Piree 312 2403 10,717 8828 16500 32,736

Transactions Trading Volume *

REPO - Reverse REPO Trading

A 4,794 23,704 123,254 221,405
Volume

Sources: Central Bank, Quarterly Bulletins; SPO, Main Economic Indicators.

a MillionsUS$



Table 3. Arbitrage Returns, Gross External Creditsto Banksand Hot
Money Inflows (Mn.$)

Banking Sector
Foreign Credits
Net Hot
Returnon  Gross Gross M oney
Hot Money® inflows Outflows Inflows
1988  -0.073 -126
1989 0.236 233
1990 0.293 3139
1991  -0.038 43,186 42,523 -392
1992 0.154 64,767 62,363 2439
1993 0.045 122,053 118,271 4478
1994  -0.315 75,439 82,040 -5913
1995 0.197 76,427 75,626 2341
1996 0.329 8,824 8,055 2198
1997 0.278 19,110 18,386 1166
1998 0.254 19,288 19,225 2267
1999 0.298 122,673 120,603 2907
2000 0.133 209,432 204,691 4863

Sources. Central Bank Balance of Payments Statistics; SPO Main Economic Indicators.

a [(1+R)/(1+E)-1]; R: The highest rate of return offered in the domestic market;
E: TL Rate of change of the exchange rate



Table 4: Net Capital Flows by Non-Residents(NK F(nr)),
Current Deficits(CD) and Growth (g)

NKF(nr) / GNP(%) |CD / GNP(%) [g(%)*
Cumulative 1981-89 1.9 1.0 52
Cumulative 1990-99 34 0.8 42
1990 3.0 1.7 9.4
1991 0.2 (-0.2) 0.4
1992 4.3 0.6 6.4
1993 71 35 8.1
Cumulative 1990-93 3.8 15 55
Bust: 1994 (-4.8) (-2.0) - 61
1995 35 14 8.0
1996 5.4 1.3 71
1997 5.8 14 8.3
Cumulative 1995-97 4.9 1.3 7.7
Bust:1998 1.8 (-0.9) 3.9
1999 4.6 0.7 - 61
2000 6.5 49 6.1

Sourcefor Tables3,4,6 : IMF, Balance of PaymentsStatistics and offical Turkish data.
(*): Period averages are logarithmic growth rates



Table5: Net Capital Flows by Non-Residents(NKF(nr)), Recorded Net Capital Flows by Residents
(NKF(r)), Errors & Omissions (EO), Current Account Balance (CA) and Reserve M ovements (DR)

NKF(r)/

NKFE(nr) |NKF(r) [CA EO DR NKF(nr) |EO/NKF(nr)[DR/NKF(nr)CA/NKF(nr)
Expansion
1990-93 24536 -10333 -9782 -2932 -1489 -0.421 -0.12 -0.061 -0.399
Bust 1994 -6259 2409 2631 1766 -547(*,,,,
1994 minus
1993 -19090 6277 9064 3988 -239),,,,
Expansion
1995-97 27173 -4832 -7454 -2021 -12866 -0.178 -0.074 -0.473 -0.274
Bust 1998 3677 -3453 1984 -1991 -217 -0.939 -0.541 -0.059 0.54
1998 minus
1997 -7623 -742 4663 603 3099|,,,,
Boom 2000 (I-
X) 15179 -2707 -7598 -2550 -2324 -0.178 -0.168 -0.153 -0.501
Bust minus
boom in 2000-
2001** -25621 1357 5834 867 17563|,,,,
1980-1989 15529 -3471 -10408 2910 -4560 -0.224 0.187 -0.294 -0.670
1990-2000 74654 -23785 -23746 -5898 -21226 -0.319 -0.079 -0.284 -0.318
16 countries
1980-89 -0.228 -0.111 -0.118 -0.543
16 countries
1990+ -0.241 -0.060 -0.268 -0.431

Note : NKF(nr) +NKF(r ) +EO+DR+CA = 0. (*) Ratios are meaningless when NKF(nr) is negative.
(**) The cumulative values for November 2000 to June 2001 minus the cumulative values for January to October in 2000




Table 6a: Capital Movements Before and During the 2000/2001 Crisis (Mn.$)
2000(1) to 200 2000(X1) to 2001(1 X)

A. NKF, non-residents 15179 -12416
* FDI 589 2881
* Portfolio 6789 -9063
* Long-term flows 3201 190
* Short-term flows 4600 -6424
B. NKF, residents -5257 -4462
* FDI -751 -497
* Portfolio -730 76
* Short-term, recorded -1226 -826
* Short-term, unrecorded (EC -2550 -3215
C. Reserve changes(a) -2324 16585
D. Current balance -7598 293

Note: A+B+C+D=0
(a@: "-" dgnifiesincrease and vice versa.



Table 6b : Direction and Magnitude of " Hot Money" Movements from Non-Residents and

Residents

Hot Money:

Non- Total Non- Total

Residents |Resident Hot Money: |Resident Net Hot Money

(1) Flows (2) (3)=(1) / (2) | Residents (4) [Flows (5) [(6)=(4)/(5) |(7)=(1) +(4)
1990 - 93 9664 24536 0.394 -12278 -13265 0.926 -2614
1994 -5913 -6259 0.945 4212 4175 1.009 -1701
1995 - 97 5705 27173 0.21 -3233 -6853 0.472 2472
1998 2267 3677 0.617 -3286 -5331 0.616 -1019
1999 2907 8646 0.336 -1333 -2076 0.642 1574
2000 4863 16362 0.297 -4572 -6215 0.736 291
1980-89 2454 15529 0.158 213 -561|*** 2667
1990-2000 19493 74654 0.261 -19231 -29683 0.648 262
2001(1-1X) -9222 -10283 0.897 -4100 -3495 1,173 -13322
90-01(1-1X) 10271 64371 0.16 -23331 -33178 0.703 -13060

(*) Ratios are meaningless when signs of hot money and total flows are different




Table 6¢: Hot Money FlowsBefore and During the 2000/2001 Crisis (Mn. $)

2000(1)to  2000(XI) to
2000 (X) 2001(1 X)

Non-residents 4204 -13745
*Portfolio securities 835 -9189
* Short-term credit to banks 3639 -3846
* Short-term credit to other sectors/agents(a) 84 504
* Deposits and other liabilities -354 -1214
Residents -3498 -4042
* Portfolio securities -730 76
* Short-term credit from banks 59 -581
* Other short-term assets -277 -322
* Unrecorded (EO) -2550 -3215

(a) Trade credits are excluded(b).
(b) Residents "other assets' are inflated due to probable inclusion of trade credits.



Table 7. Public Sector Balances (Real 1987 Prices, Billions TL) (1)

1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999°
Tax Revenues 10313.8 11818.9 13855.2 13965.6 15145.1 17452.2 15597.0 15830.0 17065.0 20099.2 222354  22458.0
Direct 3983.1 5120.1 5879.7 6013.8 6359.6 7115.8 6820.7 6061.9 6195.1 7380.5 9668.1 9346.9
Indirect 6330.7 6698.8 7975.5 7951.8 8785.5 10336.4 8776.4 9768.1 10869.9 12718.7 12567.3 131111
Factor Revenues 46125 3987.4 2805.2 531.3 -70.4 729.2 1732.1 3122.4 4493.9 4662.1 5172.9 5698.9
Current Transfers -6077.6 -6230.8 -5892.8 -5272.4 -5947.8 -9201.7 -9504.5 -10167.4 -13897.9 -12894.7 -16163.6 -18953.6
Public Disposable Income 9866.1 10587.0 12095.6 10196.4 9966.8 9498.1 8083.3 8779.7 7755.4 11912.6 9919.9 7351.5
Public Savings 4970.8 3801.4 3084.7 613.1 -718.0 -2660.6 -925.0 -69.0 -1634.7 854.4 -2110.2  -7132.0
Public Investment -6147.9 -5938.0 -7762.3 -6516.7 -5926.4 -7224.9 -3071.7 -3553.3 -5101.9 -6570.7 -7115.6  -6889.0
Public Sav-Inv Balance -1177.2 -2136.6 -4677.6 -5903.6 -6644.4 -9885.5 -3996.7 -3622.3 -6736.6 -5716.3 -9225.8 -14020.9
Ratios to GNP (%)
PSBR 4.8 5.3 7.4 10.2 10.6 121 7.9 5.2 8.8 7.6 9.2 15.1
Budget Balance -3.1 -3.3 -3.1 -5.3 -4.3 -6.7 -39 -4.0 -8.3 -7.6 -7.0 -11.6
Non-interest Primary Budget 0.8 0.3 0.5 -15 -0.6 -0.9 3.8 34 17 0.1 4.7 2.1
Gov. Net Foreign Borrowing 21 0.8 0.9 0.4 1.6 14 -1.7 -11 -0.9 -15 -2.0 0.6
Sock of GDI's® 5.7 6.3 6.1 6.8 11.7 12.8 14.0 14.6 18.5 20.2 219 29.3
Interest Payments on: 3.8 3.6 35 3.8 37 5.8 7.7 75 10.2 7.7 11.7 13.7
Domestic Debt 2.4 2.2 24 2.7 2.8 4.6 6.0 6.2 9.0 6.7 10.6 12.6
Foreign Debt 14 14 1.1 1.1 0.9 1.2 1.7 13 1.2 1.0 1.0 1.1
Net New Domestic Borrowing /
Domestic Debt Sock (%) 4.7 48.5 40.7 4.7 58.6 489 53.1 52.4 57.8 52.4 49.5 49.3

Sources: SPO Main Economic Indicators; Undersecreteriat of Treasury, Treasury Satistics, 1980-1999.

(1) Deflated by the Wholesale Price | ndex.

(2) Provisiona

(3) Government Debt Instruments. (Gov. Bonds + Treasury Bills). Exclusive of Central Bank Advances and Consolidated Debts.



Figure 1. Short Term Foreign Debt / CB Reserves (%)
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Figure 2. Monetary Base, Net Domestic Assets, Net Foreign Assetsand Net Open
Market Operations
(7 Jan 2000 - 1 Dec 2000, End-of-week Observations)
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(Billions TL)

Figure 3. Decomposition of the Sour ces of M acr oeconomic Demand
(Real 1980 Prices)
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(Billions TL)

Figure 4. Decomposition of the Sour ces of M acr oeconomic Demand
(Real 1980 Prices)

14000
—+— Real Ip/sp
12000 " = Red Em
=== Rea GNP
10000
- X- 'Rea Non-Interest G/t

8000

(o2}
o
o
o
N

| - [

4000

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000



Figure 5. Sour ces of Macroeconomic Demand and The
Financial Linkages (Real 1980 Prices)
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Per centage of Gross Domestic Product

Figure 6. Functional Distribution of Income, Turkey: 1970-1998
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Table 8. Sour ces of Aggregate Demand: Main Indicators and Parameters

Real Non-
sy p m t Real GNP Real Ip/sp Real lg/sg Real E/m Real G/t Interest G/t
1980 0.045 0.127 0.120 0.167 5,303.0 5,470.6 10,913.5 1,945.3 7,449.1 3,096.0
1985 0.077 0.210 0.189 0.141 6,688.2 3,494.7 7,778.1 6,017.1 9,701.3 2,981.1
1987 0.066 0.173 0.177 0.160 7,840.5 6,519.8 12,226.4 6,879.4 13,058.5 3,815.4
1988 0.068 0.204 0.176 0.156 7,955.4 6,692.9 9,839.4 8,454.4 12,467.8 3,884.7
1989 0.047 0.174 0.175 0.159 8,084.1 6,931.4 12,626.7 7,366.7 12,354.5 4,687.2
1990 0.034 0.186 0.174 0.167 8,843.7 7,349.5 22,254.8 6,724.2 13,801.9 5,753.1
1991 0.007 0.206 0.165 0.174 8,872.9 6,766.0 94,314.6 7,382.7 13,280.3 6,277.3
1992 -0.008 0.224 0.172 0.182 9,442.7 6,486.8 -77,942.3 7,835.2 13,642.3 6,628.0
1993 -0.027 0.254 0.192 0.181 10,212.7 7,338.3 -27,732.3 7,219.4 16,544.6 7,209.3
1994 -0.011 0.242 0.203 0.188 9,589.8 7,537.5 -31,843.7 10,050.1 13,530.4 5,924.1
1995 -0.001 0.222 0.241 0.171 10,349.7 9,187.0 -465,263.4 8,454.4 15,430.6 6,467.8
1996 -0.017 0.215 0.274 0.169 11,087.3 10,385.2 -34,602.9 8,583.5 19,837.7 7,492.3
1997 0.005 0.205 0.298 0.183 12,007.6 11,912.2 158,963.3 9,713.1 19,215.5 7,883.9
1998 -0.019 0.235 0.272 0.191 12,471.8 9,571.7 -42,055.3 10,880.1 21,992.9 8,108.3
1999 -0.069 0.222 0.266 0.202 11,709.2 8,407.2 -10,582.5 10,116.7 22,725.3 8,697.8
2000 -0.052 0.221 0.309 0.244 13,048.6 9,488.4 -16,655.0 9,977.4 21,740.6 7,439.7

Note: For symbols, see text. Real quantities arein Billions TL, deflated by the GNP deflator (1980=100).



Table 9. Evolution of the Turkish Manufacturing Sector under External Liberalization

Financial Crisis and
Structural Unregulated Reinvigoration of
Adjustment Outward- Financial Short Term Capital-
Reforms Orientation Liberalization Led Growth
1980-81 1981-88 1989-93 1994-97

Competitive Sectors

Value Added / Total Manuf. 0.45 0.42 0.51 0.48
Employment / Total Manuf. 0.58 0.59 0.62 0.65

Ratio of Trade Volumeto Vaue Added 0.39 1.04 0.91 1.46
Share of Public Firmsin Vaue Added 0.15 0.13 0.11 0.04

Share of Wagesin Vaue Added 0.33 0.22 0.23 0.19
Annual Rate of Growth of Real Wages (%) 2.77 -1.88 11.62 -7.92
Annual Rate of Growth of Labor Productivity (%) 26.54 8.83 11.69 -2.01
Gross Profit Margins (Mark-up) 0.28 0.33 0.39 0.38
Non-competitive Sectors

Value Added / Total Manuf. 0.55 0.58 0.49 0.52
Employment / Total Manuf. 0.42 041 0.38 0.35

Ratio of Trade Volumeto Value Added 0.67 1.04 0.89 1.59

Share of Public Firmsin Vaue Added 0.62 0.53 0.43 0.42

Share of Wagesin Vaue Added 0.28 0.14 0.21 0.14
Annual Rate of Growth of Real Wages (%) 3.39 -3.15 15.41 -8.28
Annual Rate of Growth of Labor Productivity (%) 83.25 12.71 8.53 3.24
Gross Profit Margins (Mark-up) 0.34 0.46 0.49 0.53

Source:SIS Manufacturing Industry Annual Surveys; and Manufacturing Industry Concentration Ratios.



Table 10: Manufacturing Industry Labor Productivity Decomposition, 1981-1996

Sectoral Real Productivity
Labor Sectoral  Sectoral Output  Employment by

Productivity Output Employment Growth Growth Rate Net Reallocation Reallocation

Growth Rate  Share Share Rate (g;) (ni) Productivity ~ of Labor Weight
Food Manufacturing 1.314 0.104 0.147 1.704 0.168 0.160 -0.035 -0.206
Beverage Industries 0.794 0.029 0.014 0.712 -0.046 0.022 0.000 -0.002
Tobacco Manufactures 3.007 0.042 0.058 0.939 -0.516 0.061 0.042 -0.081
Manufacture of Textiles 1.142 0.112 0.209 1.851 0.331 0.170 -0.109 -0.330
Manufacture of Wearing Apparel 1.690 0.013 0.031 13.026 4.214 0.117 -0.217 -0.052
Manufacture of Wood and Cork Products 1.607 0.007 0.016 1.529 -0.030 0.010 0.001 -0.027
Manufacture of Furniture and Fixtures 5.460 0.002 0.005 17.639 1.885 0.038 -0.014 -0.007
Manufacture of Paper Products 1.904 0.014 0.023 1.997 0.032 0.027 -0.001 -0.035
Printing, Publishing and Allied Ind. 2.074 0.011 0.013 3.743 0.543 0.035 -0.009 -0.017
Manufacture of Basic Industrial Chemicals 1.964 0.078 0.055 2.545 0.196 0.183 -0.008 -0.039
Petroleum Refineries and Petroleum Derivatives 0.546 0.271 0.013 0.466 -0.052 0.140 -0.013 0.243
Manufacture of Rubber Products 1.612 0.015 0.013 2.025 0.158 0.028 -0.002 -0.014
Manufacture of Non-metalic Mineral Products 1.370 0.066 0.074 1.705 0.141 0.103 -0.013 -0.091
Basic Meta Industries 1.182 0.075 0.093 0.687 -0.227 0.069 0.028 -0.122
Manufacture of Fabricated Metal Products 1.524 0.029 0.049 2.070 0.216 0.054 -0.016 -0.074
Manufacture of Machinery 1.810 0.042 0.062 1.784 -0.009 0.076 0.001 -0.088
Manufacture of Electirical Machinery Apparatus 1.804 0.034 0.039 3.043 0.442 0.089 -0.021 -0.048
Manufacture of Transportation Equipment 2.162 0.044 0.062 3.456 0.409 0.133 -0.036 -0.087
Other Manufacturing Industries 2.382 0.012 0.023 5.436 0.903 0.053 -0.033 -0.037




Table 11. Decomposition of the Structure of Costs

(Real Billions TL, 1980 Prices)

AsRatio of Unit Cost of Total Supply

Private  Public Private Public
Import Interest Rental Sector Sector  Agricultural Import  Interest Rental Sector  Sector Agricultural
Years GNP Costs Costs Profits Costs Wages Wages Income Costs Costs Profits Costs Wages Wages Income
1980 5303.0 638.0 38.7 1989.7 475.7 565.8 774.2 1458.9 0.107 0.007 0.335 0.080 0.095 0.130 0.246
1985 6688.2 1266.7 450.8 31374 520.3 595.9 567.8 1415.9 0.159 0.057 0.3%4 0.065 0.075 0.071 0.178
1987 78405 1386.7 611.6 3634.8 490.8 859.3 739.4 1504.6 0.150 0.066 0.3%4 0.053 0.093 0.080 0.163
1988 7955.4 1396.9 707.2 3724.7 381.9 939.5 723.9 1478.1 0.149 0.076 0.398 0.041 0.100 0.077 0.158
1989 8084.1 14184 4770 38731 316.9 9458 1000.0 1471.3 0.149 0.050 0.408 0.033 0.100 0.105 0.155
1990 8843.7 15384 5121 38594 299.8 11576 13283 1686.5 0.148 0.049 0.372 0.029 0.112 0.128 0.162
1991 88729 1466.0 7489 33424 333.6 1376.2 1621.1 1450.7 0.142 0.072 0.323 0.032 0.133 0.157 0.140
1992 94427 1622.3 750.7 3571.2 362.6 14155 1834.7 1508.0 0.147 0.068 0.323 0.033 0.128 0.166 0.136
1993 10212.7 1960.2 711.8 4043.2 345.2 1449.2 1950.6 1712.7 0.161 0.058 0.332 0.028 0.119 0.160 0.141
1994 9589.8 1945.0 826.6 4214.7 309.8 1153.7 14835 1601.5 0.169 0.072 0.365 0.027 0.100 0.129 0.139
1995 10349.7 24906 1201.6 44928 335.3 12295 13123 1778.1 0.194 0.094 0.350 0.026 0.096 0.102 0.138
1996 11087.3 30428 16309 41089 3415 1611.0 13615 2033.4 0.215 0.115 0.291 0.024 0.114 0.096 0.144
1997 12007.6 3579.8 1729.1 44813 372.2 19152 1621.0 1888.8 0.230 0.111 0.287 0.024 0.123 0.104 0.121
1998 12471.8 3396.1 1892.0 44275 4215 1697.4 1724.9 2308.5 0.214 0.119 0.279 0.027 0.107 0.109 0.145

Real Quantities are deflated by the GNP Deflator (1980 =100). Cost items are inclusive of taxes.
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Figure 7a. Real Average Labor Productivity in
Large Private Manufacturing: H-P Filtered Trend
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Figure 7b. Real Wagesin Large Private Manufacturing:
H-P Filtered Trend
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Figure 8. Decomposition of the Structure of Costs
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Appendix Table 1: International Standard Industrial Classification of
All Economic Activities
Manufacturing Industry Classification

311 |Food manufacturing

312 |Manufacture of food products not elsewhere classified

313 |Beverageindustries

314 [Tobacco manufactures

321 [Manufacture of textiles

322 |Manufacture of wearing apparel, except footwear

Manufacture of leather and products of leather, leather
323 |substitutes and fur, except footwear and wearing apparel

Manufacture of footwear, except vulcanize or moulded rubber
324 |of plastic footwear

331 |Manufacture of wood and wood cork products, except furniture

332 |Manufacture of furniture and fixtures, except primarily of metal

341 |Manufacture of paper and paper products

342 |Printing, publishing and allied industries

351 [Manufacture of basic industrial chemicals

352 |Manufacture of other chemical products

353 [Petroleum refineries

354 |Manufacture of miscellaneous products of petroleum and coal

355 |Manufacture of rubber products

356 |Manufacture of plastic products not elsewhere classified

361 |Manufacture of pottery, china and earthenware

362 |Manufacture of manufacture of glass and glass products

369 |Manufacture of other non-metallic mineral products

371 |lron and sted basic industries

372 [Non-ferrous metal basic industries

Manufacture of fabricated metal products except machinery and
381 |equipment

382 |Manufacture of machinery (except electrical)

Manufacture of electrical machinery, apparatus, repairing,
383 |appliances and supplies

384 |Manufacture of transport equipment

Manufacture of professional, scientific measuring and
385 |photographic and optical goods

390 |Other manufacturing industries






