THE POLI TI CAL ECONOMY OF
ECONOMIC MIRACLE

(First draft)

Turan Subacxkat

Izmir University of Economics
turan.subasat@ieu.edu.tr.

Word count: 8420

October 2013

TURK


mailto:turan.subasat@ieu.edu.tr

THE POLI TI CAL ECONOMY OF TURKEY®S ECONOMI
Introduction

Turkey began to implement liberalisation policies in the 1980s in response to the balance
of payments problems of the 1970s. The liberalisation of the capital account in 1984 and
1989 led to financial instabilities associated with unpredictable capital flows which in turn
led to instability in economic growth rates. After the stabilisation program adopted in 1999,
which led to the disastrous crisis in 2001, Turkey entered into another phase in its
economic history. With the election of the Islamist-oriented Justice and Development Party
(AKP) in November 2002, capital inflows increased dramatically. Despite an overvalued
exchange rate, and radically increased trade and current account deficits, the Turkish
economy has been considered successful and a model for developing countries. At first
glance, this perception appears to be supported by evidence. GDP and exports have
increased threefold since 2002, inflation has been brought under control and the public
deficit has been reduced. The government and its supporters often claim that Turkey is
looming to become the 10" largest economy in the world by 2023.

This positive atmosphere has found a common ground in the media and academic circles
and "success" has been celebrated as an indisputable reality. For example, in an article
titl kyds T@rk&y Thri vingo Jeffrey Sachs, who finds

remar kabl e, argued that Tur keyods ri se has b
bubbl es and resulted from Prime Minister Erdo
and stick to the basics. At a symposium in Al
said that the threefold increase in Tsuccdssey s

story (D¢nya Newspap e01l3). Ahrbet Atany a well-known journalist who
supported the government up until recently but lost his job once he turned against it, wrote
fla smart peaxmplnaismotud dme why politiaocabhyr &koh
country where the economy Tasf Newspapeg 17mAugustic ul o u
2012). The Kazakh President Nursultan Nazarbayev pt

that Turkey was a model for the rest of the world (Anadolu Agency, 23 May 2012).

However, two important objections have been levelled against the overly optimistic
arguments above. First, the real GDP growth with constant prices is modest and the
economy is not growing faster under the AKP period than the pre-AKP periods. Second,
external sources are the main determinants of economic growth in Turkey which are
unsustainable in the long run.

Against such criticisms the government and its supporters developed a number of counter
arguments which are mostly propagandistic but a few can be taken seriously. Firstly, given

that the world economy and particularly Tur key 6s Eur op arafacingenegfhbour
the worst economic crises i n t heir hi story, Tur k 8ecandly, gr ow
running a current account deficit allows a country to invest more than it saves which leads

to better economic growth rates. Moreover, current account deficits are normal for rapidly

growing economies which depend on energy imports. Finally, whi | e Tur keyds
increasing rapidly, the debt to GDP ratio is declining.

This article focuses on the second part of the liberalisation epoch in Turkey which started

in 2001 and heightened in 2002 with the establishment of the AKP government and deals

with the above counterarguments. Inorderto assess Tur keyods perf or me
government, we first investigate Tur keyo6s G D Pgrovehn merforenanpeo byy t
comparing Turkey with four income groups which are high, upper-middle, lower-middle
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and low income countries. We show that, while Turkey grew faster than the high income
countries under the AKP period, it grew slower than the low and middle income countries.
In terms of exports, however, Turkey fell behind of all the income groups. We then deal
with the current account deficit and external debt. Our analysis shows that Turkey is one of
the leading countries in the world in terms of the increase in current account deficit.
Although external debt to GDP ratio indeed declined between 2003 and 2012, external
debt signifies only a small portion of the total resources that Turkey externally borrowed.
The International Investment Position (or fnet external debt stockowhich covers the entire
resources borrowed externally) to GDP ratio has, in fact, increased very rapidly since
2003.

This article concludes by arguing that although Turkey has attracted substantial external
resources, only a small portion of these resources have been invested into the productive

economy which is evident from stagnant investment to GDP ratios. Turkeybds =eco
therefore, signifies another bubble economy where economic growth is led by domestic

demand which is supported by external resources and low domestic savings. Tur key 6 s
economyi s, therefore, neither a @&ay.racleo nor ev

A brief historical background

Turkey began to implement liberalization policies under the military rule in the 1980s in
response to the balance of payments problems of the 1970s. The foreign exchange regime
and capital account were liberalized in 1984 and 1989. Full convertibility increased
financial instabilities associated with highly unpredictable large short-term capital flows
which in turn led to interest rate and exchange rate fluctuations as well as instability in
investment and economic growth rates. The capital account liberalization aimed at
financing the public sector deficit without crowding-out private investment, but an increase
in real interest rates resulted in a rapid accumulation of public debt towards the end of the
1980s.

Interest payments replaced the primary deficit as the most important component of the
public sector deficit. Increases in the public debt led the government to engage in fPonzi
financingdwhere mounting interest payments could only be paid by new barrowing (Akyuz
and Boratav 2003). During the 1990s, it became obvious that the liberalization of the
capital account was premature and the financial markets were under-regulated (Rodrik
1990, Onis and Bakir 2007). The Mexican crisis in 1994, the Asian crisis in 1997, the
Russian crisis in 1998 and a massive earthquake in 1999 pushed the Turkish economy
into recession.

In order to deal with high inflation, unsustainable public debt and increasing financial
fragility, Turkey launched an exchange rate based stabilization program in December 1999
with a strong support from the IMF. While the programme was fully implemented and
achieved its monetary and fiscal policy targets, it failed to achieve its inflation target in the
first year (Akyuz and Boratav 2003). The overvaluation of the real exchange rate combined
with the worsening of the internal and external environment (delays in privatization, a
criminal investigation into several banks, deteriorating relations with the EU, oil price
increases and the economic situation in Argentina) brought the first shock in November
2000 and the second shock in February 2001. Large capital outflows led to soaring interest
rates and declining reserves. The fixed exchange rate policy was abandoned, per capita
GDP declined by 9.2% and external debt to GDP ratio increased from 41% in 1999 to
57.7% in 2001. According to Telli, Voyvoda and Yeldan (2008), the major flaw of the
program was its excessive dependence on speculative short-term capital flows.
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After the financial crisis in 2001, Turkey continued with the orthodox stabilization policies
which were based on tight monetary and fiscal policies to achieve price stability (through
independent central bank and inflation targeting policies) and the usual structural reforms
(such as privatization and the abolition of subsidies) which resulted in high real interest
rates, substantial capital inflows, overvalued exchange rates, soaring current account
deficits, increased external debt, low domestic savings and jobless-growth. Therefore the

Turkish post-cr i si's period habtetheemndspetalatievd Voy

2005). The government aimed to maintain a small primary surplus and low inflation levels
to reduce interest rates (by reducing the country risk perception) which was hoped to
stimulate private investment and economic growth (Telli, Voyvoda and Yeldan 2008).
While the primary surplus has been high and inflation has been brought under control, real
interest rates remained relatively high. The deregulation of the financial markets coupled
with liberalization of international trade and prioritization of the control of inflation above
any other macroeconomic considerations implied that interest and exchange rates became
almost exogenous variables, determined by external factors which set them at undesirable
levels, i.e. high interest rates and overvalued exchange rates.

Capital inflows have intensified since 2002 which increased the availability of foreign
exchange and caused overvaluation of the Turkish Lira which, in turn, not only reduced
real exports but also led exports to depend on cheaper capital goods imports in import-
intensive assembly industries such as automotive parts and consumer durables (Voyvoda
and Yeldan 2005). These are relatively low value added activities and create very few
employment opportunities. The radical decline in real exports led to unprecedented current
account deficits and external indebtedness which have caused serious concerns about
their sustainability. While public sector borrowing was brought under control the private
sector took the lead. The growth of GDP failed to create jobs and unemployment remained
high.

Despite the above iengechasbeen pantnayleccas @ successfyd madel
for other developing countries. At first glance this perception appears to be supported by
evidence. Turkey experienced a period of uninterrupted economic growth between 2003
and 2007. Although the global financial crisis caused a decline in growth in 2009, Tur
economy remained resilient and recovered relatively rapidly. Turkey grew by 9.2% in 2010
and 8.5% in 2011. Figure 1A shows that per capita GDP increased threefold between
2002 and 2012. Inthesameper i od Tur keybds share in th
from 0.69% to 1.1% (Figure 1B). During this time, exports increased more than threefold
(figure 1C) and inflation was brought under control (figure 1D).
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Figure: Tur key ds egcoaso mi ¢ S

A: GDP per capita B:Turkeyds GDP as a
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Source: Calculated by using data from World Development Indicators

A few objections have been levelled against the overly optimistic outlook above.

1 The claim that Turkey has tripled its GDP for the last 10 years focuses on nominal
GDP which is misleading. Calculations by using real GDP, however, show that
Turkeyds economy has niothe AKE paniod ghanopvetAKRy f a's
period (Rodrik 2013 and Yeldan 2013)

1 A historically very large and rapidly growing current account deficit and external
debt are the major determinants of economic growth in Turkey which is
unsustainable in the long run. There is, therefore, no real success in Turkey (Yeldan
2013).

1 Several genuine successes in the Turkish economy, such as the decline in inflation
and relatively healthy banking sector, have been due to the reforms undertaken
prior to the AKP government (Onis 2012 and Aybar 2012). The restructuring of the
banking sector with a set of regulations after the financial crisis of 2001 allowed the
banking sector to expand substantially without carrying toxic assets which explains
the resilience of the banking sector (Uygur 2010). AKP, therefore, cannot take any
credit for them.



Against such criticisms the government and its supporters developed a number of counter
arguments, most of which are propagandistic. Those that should be taken seriously can be
summarised as follows.

1 Even if Turkish economy was not growing faster in the AKP period than earlier
periods, gi ven t hat the world economy and Tur |
experiencing one of the worst economic crises in their history, Tur koevthdss g
respectable. It is not meani ngf ul t o compar e Tur key
performance in the two time periods regardless of world economic conditions.

Success is a relative concept and Turkey is successful compared to the rest of the
world in the AKP period.

1 The current account deficit is a global phenomenon and not specific to Turkey.
Moreover, there is no agreement among economists as to whether, and at what
level, current account deficits become a serious problem. Running a current
account deficit allows a country to invest more than it saves which leads to better
growth rates, which in turn allows the country to service its debt. Also current
account deficits are fairly normal for rapidly growing economies which are heavily
dependent on energy imports.

T Whil e Tur khasygéown rapellyp the debt to GDP ratio is declining. More
importantly, public debt to GDP ratio has been declining very rapidly and is very low
historically.

This article deals with the above counterarguments that sound fairly reasonable at first. In
order to assess Tur keyo6s pesod,fwe rwilh diret dneestigated e r t
Tur keyds GDP an datesir @aomparativegperspectiva by comparing Turkey

with a number of income groups. We then deal with the debates on the current account

deficit and external debt.

Criteria to judge economic success

The assessment of economic success claims in a particular time period requires the
identification of the following criteria.

1. A structural break must be observed for the time period (2003-2012) under
consideration. For example, the average GDP and exports growth rates must be
significantly higher or current account deficit to GDP ratio must be significantly
lower.

2. Since success is almost always a relative concept, comparative performance
should be used to assess real success. Every economy is affected by external
factors that are beyond the ability of the country to control which should be taken
into account . T u thk eonsidered @rePperiod) mal éoe growing
faster than before but Turkey is falling behind if other countries are growing faster
than Turkey.

3. Outliers should be avoided when a countryds economic per
with the others. Co mp ar i n g etanomkcesrforiance with China and India,
for example, would be unfair as most countries would look unsuccessful compared
to these very successful countries. In the same manner, it would not be fair to
compare Turkey with the USA and EU countries that are going through one of the
worst financial crisis in their histories.

4. The sustainability o fs ufic ¢ etsgldalso be taken into account. It is not difficult to
stimulate rapid growth in the short run by hampering growth in the long run. For
example, economic growth can be increased by depleting natural resources rapidly,
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by privatization policies and by accumulating large external debt. Such successes
will not only be unsustainable but also come at the expense of large long term
costs: natural resources will run out, there will be no more public firms to sell and
obligations to service debt will reduce investable resources.

5. Successes and failures in one period may be due to the policies produced in the
preceding periods or due to unpredictable positive or negative external factors.
Such factors cannot be considered as success or failure of the current government.

6. The measures that are used to assess success should be selected carefully as
statistics can often be abused.

GDP and exports

A real success story requires the consideration of the above criteria. Firstly, the data used

to assess success must be selected carefully. Figure 2s hows Tur keybés GDP a
in current and constant prices. Both GDP and exports show a very radical structural break

with the current prices but no such break is observed with the constant prices. Figures 2A

and 2B show that neither real GDP nor real exports increased threefold in Turkey in the

AKP period. Once the appropriate indicators are selected, the increase in real GDP and

exports are rather modest.

Figure 2: GDP and exports in current and constant prices in Turkey
A: GDP (billions of dollars) B: Exports (billions of dollars)
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A similar pattern emerges for a random sample of countries and country groups which
imply that what is observed in Turkey is a global phenomenon linked with a radical decline
in the value of dollar since 2002 (Figure 3).! This, in turn, increased the dollar prices of
goods and services, caused an artificial boom in GDP and exports in current prices and
led to the radical divergence of the figures with current and constant prices. Therefore the
radical increase in nominal GDP and exports in Turkey since 2002 is not specific to Turkey
as almost all countries experienced similar patterns. The same figures with constant
prices, however, display a rather different picture.

! Coincidentally when the AKP came to power!



Figure 3: GDP and exports in current and constant prices in sample countries
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Source: Calculated by using data from World Development Indicators.

The second criteria suggest that success is always a relative concept and the external
conditions must be taken into account. Therefore, it would be interesting to compare
Turkeyd s p er f awvithmaherc eountries. While in the earlier years of the AKP
government external conditions were highly favourable, this has changed since the global

financi al crisis. Ther e i s a need, therefore

with other countries. Since such a comparison would be impractical on a country by
country basis for over 200 countries in the world, Turkeyd s p e r f © compared with
different income groups.

Figure 4 denotes T u r k e y o(and éxidRs) as a percentage of the GDP (and exports) of
Ahigho;mifudd eedrmi @ ¢ lo &ve r acomhe chuntaes. An increase (decline) in
the figure implies a faster (slower) growth for Turkey compared to the income groups. The
lower-middle income group includes India and upper-middle income group includes China.
Since comparing Turkey with these very large and rapidly growing economies would be
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unfair, the figures for the lower-middle and upper-middle income groups are also

calculated without India and China.

Figure 4: T u r k eslabiwwe GDP and exports performance
(constant prices)
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Source: Calculated by using data from World Development Indicators

An inspection of fi

however, Turkeyds GDP

gur e 4
groups between 1987 and 1999, and declined between 1999 and 2002 due to a massive
earthquake in 1999 and disastrous financial crisis in 2001. Between 2002 and 2011,

grew

s h o w s than hllahe indome k e y 6

f ast er whicthamengoign | y

through one of the worst financial crises in their histories. In other words, Turkey appears
to be successful only when its GDP growth is compared with the high income countries.
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For all t he other i ncome gricely.prse edportrijueysheav GDP

a dismal performance during the AKP period. Turkey appears to me more successful than
all the income groups between 1987 and 1999, and (while the decline started from 1999)
unsuccessful during the AKP period.

The above observations show that Turkey has been relatively successful compared to the
high income countries in terms of GDP but unsuccessful against all the income groups in
terms of exports during the AKP period. These observations can be confirmed by the
growth rate comparisons. Figure 5 compares Turkey with the income groups in terms of
GDP and exports growth rates for the pre-AKP period (1987-2002) and AKP period (2003-
2011) by using current and constant prices. Figure 5A shows that current price GDP grew
faster in Turkey than all the income groups in the pre-AKP time period. While Turkey
increased its GDP growth considerably in the AKP-period, with the exception of high
income countries, all the other groups increased their growth faster than Turkey. With the
constant prices (figure 5B), Turkey grew faster than all the income groups except the lower
middle income countries in the pre-AKP period. Only high income countries experienced a
decline in their GDP growth rates in the AKP period. While Turkey grew faster in the AKP
period than pre-AKP period, other income groups increased their growth considerably
faster than Turkey. Turkey, therefore, can be considered successful compared only to the
high income countries. Other low and middle income countries surpassed Turkey in terms
of the increase in GDP growth rates.

With current prices, Turkey had higher exports growth rates than all the income groups in
the pre-AKP period (figure 5C). While export growth rate in Turkey increased from 10.7%
in the pre-AKP period to 14.3% in the AKP period, all the other income groups (including
the high income countries) increased their exports much faster than Turkey. Figure 8D,
however, reveals an important narrative which goes against the common perceptions on
Tur k ey 6.sExports avith econstant prices slowed down only in Turkey and in high
income countries whereas increased considerably in all the other income groups in the
AKP period. The decline in exports growth rate was more severe in Turkey (-3.8) than in
high income countries (-1.3).
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Figure 5:

Tur k ey 6gromthepkerbotmance

(1987-2002 and 2003-2011)

A: Average GDP growth rates
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Source: Calculated by using data from World Development Indicators

These finding require further elaboration as they defy most of the debates over Tur k ey 6 s

trade and balance of payments deficits. It is commonly accepted that Tur key 6 s
increased very rapidly in the AKP period but imports increased faster and led to trade and
current account deficits. It is often argued that the trade and current account deficits have
Tur k ey 6(Bogreet anch @ogryel, 2009;
B iandaSbhragji, 2009; S a y caedISé& y g2®09F Import dependency of exports
plays an important role in this story. An easy way to check the consistency of this story is

become a permanent structural feature o f

Ogu K

to compare exports and imports growth rates in Turkey.
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Figure 6: Average annual growth rates of exports and imports

(current and constant prices)
A: Current prices B: Constant prices
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Source: Calculated by using data from World Development Indicators

Figure 6 shows the growth rates of exports and imports in current and constant prices for
both periods. Figure 6A supports the common perception. Although exports increased
considerably in the AKP period, imports increased much faster and caused the increase in
trade deficit. Figure 6B, however, tells a different story. The growth rate of real exports
declined from 9% in the pre-AKP period to 5.3% in the AKP period whereas the growth
rate of real imports increased marginally from 9.6% to 9.7%. The actual problem is not that
imports growth rates increased radically but that export growth rates declined radically. In
other words, trade and current account deficits did not increase in the AKP period because
of a rapid increase in imports stimulated by rapid increase in exports and GDP but a very
radical decline in real exports due to overvalued exchange rate. This does not, of course,
refute the argument that exports may have become more dependent on imports as the
overly valued currency also made inputs cheaper to import than produce domestically. In
any case, however, import dependency alone is unlikely to sufficiently explain the trade
deficit of Turkey.

Current account deficit

The large and growing current account deficit and external debt levels are often
considered as the greatest weaknesses of the Turkish economy since 2002 when capital
inflows started intensifying considerably. Followingthe Fe d er a l Raarmumncementd s
in June 2013 regarding its intentions to reduce bond purchases, many countries
experienced stock market loses, currency devaluations and interest rate rises, but Turkey
was amongst the hardest hit countries. This was a rehearsal of what is likely to happen in
the future when external conditions worsen and Turkey is unable to attract sufficient
external resources. Indeed t hef rfecaei tiafhd Ecomomish {2013) which
measuresvulnerabi | ity to Asudden stops of capital
placed Turkey at the top of the list of 26 countries by a large margin.

While a radical increase in the current account deficit since 2002 is not a matter of dispute
in Turkey (figure 7), the debates have mostly focused on the causes and consequences of
it. The critics argue that such a large and rapidly increasing current account deficit results
from the faulty development strategy which requires large external funds to maintain
economic growth which cannot be sustained forever. The government and its supporters,
however, developed a number of counter arguments to claim that the current account
deficit is not problematic. These arguments can be summarized as follows:
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Figure7.Tur keyds bal anckillions of golarshent s (

Source: Central Bank of the Republic of Turkey

T

Provided that it is not caused by public sector deficit, a current account deficit allows a
country to invest more than it saves. The larger the current account deficit, the higher
the level of investment, which stimulates faster economic growth. This, in turn, allows
the country to service its debt without major problems. As long as the public sector is in
equilibrium, the current account deficit can cause no serious risksto T u r k ecpriormy
(Yasar 2013).

A current account deficit (particularly for energy importing countries) can be considered
as the price or by product of success. Since imports are determined by domestic GDP
while exports are determined by foreign GDP, the increase in imports will exceed
exports in a rapidly growing economy. Therefore, T u r k ewrénsaccount deficit is a
sign of a healthy economy rather than a threat.

The government is taking the current account deficit seriously and implementing a
system of incentives to reduce it.

FDI, a relatively benign source of external finance, has been growing rapidly under the
AKP government which reduces the risks associated with the current account deficit.
The current account problems are global in nature and are not specific to Turkey.
During the 2000s, many countries have experienced rapid current account deficits and
surpluses. Currently, there are many countries that have larger current account deficit
to GDP ratios than Turkey. Moreover, Turkey escaped the financial crisis that hit many
countries with high current account deficits. This is largely because Turkey has a low
public debt to GDP ratio. Si nce ¢6al | evi | c o me Onis amd
Guven), Turkey should not be compared with other high current account deficit
countries.

The above arguments can be criticized from a number of different perspectives. First, it
cannot be assumed that external resources will necessarily increase investment as they
can be used to increase consumption. In this case, economic growth will be curtailed and
debt service will be very difficult. In Turkey, investment to GDP ratio fluctuated around
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