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Foreword

This volume on Turkey by Professors Ziya Onis and James Riedel is one product
of a World Bank research project that reviewed the macroeconomic experiences
of eighteen developing countries over a period roughly from 1965 to 1990. This
period encompassed two oil shocks, two world recessions, a sharp rise in world
interest rates, the debt crisis, and changes in exchange rate regimes. Many coun-
tries encountered severe crises, though their responses differed greatly, and often
the crises were essentially home-grown, or, at least, the result of unwise domestic
policies combined with external shocks. The major outcome of the project is a
synthesis volume by I.M.D. Little, Richard N. Cooper, W. Max Corden, and Sar-
ath Rajapatirana, Boom, Crisis, and Adjustment: The Macroececonomic Experi-
ence of Developing Countries, published by Oxford University Press for the
World Bank. It draws on the experiences of the eighteen countries and derives pol-
icy lessons from them.

The present volume explains why Turkey has experienced persistent macro-
economic instability punctuated by a crisis, or the clear threat of crisis, about ev-
ery ten years or so since the end of World War 11. In addition to identifying the
sources of Turkey's macroeconomic problems and explaining why Turkish gov-
ernments responded to crises in the ways they did, the book analyzes the effects
of macroeconomic policy in general, and of crisis management in particular, on
long-term economic growth. The focus on the link between macroeconomic poli-
cy and long-term growth sets this book apart from most of the existing literature,
which routinely treats these issues as separate from each other.

While economic crises in developing countries are often attributed to external
shocks, this book argues that Turkey's were home-grown difficulties which were
mainly the result of successive attempts to make the economy grow faster than
was possible without incurring both political and economic crisis. To explain why
successive governments, whether right or left of the political center, periodically
pushed the economy beyond stability and into crisis, the book explores the politi-
cal economy of Turkey. in which ideology and institutions, social structure and

,.



l i Foreword

economic policy, are intertwined. This combination of rigorous economic and
political analysis also distinguishes this study from most of the literature on the
Turkish economy. which typically focuses on either the economic or the political
history of the country and in consequence leaves half the story untold.

This project was completed in the Latin American and Caribbean Region of
the World Bank. The authors and the director of the project are indebted for the
support provided by the region for this work.

Sarath Rajapatirana
Directo,; "Macroeconomic Policies, Crisis, and Growth

in the Long Run" Research Project
Chief, Trade, Finance and Private Sector Development

Technical Department
Latin America and the Caribbean Region
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Chapter One

Turkey and Its Economic Crises

Turkey experienced two major economic crises in the postwar period, the first
from 1958 to 1960 and the second from 1977 to 1980. Both involved serious bal-
ance of payments problems and the withdrawal of extemal credit; both were asso-
ciated with severe political upheaval culminating in military takeovers of the
govemment. In between the two major crises there occurred a near crisis in 1970
during which the country also experienced balance of payments problems and po-
litical unrest. A full-scale crisis was averted only by an unanticipated influx of for-
eign exchange from foreign worker remittances and borrowing in intemational
financial markets. At the end of the 1980s, as at the close of each of the three pre-
vious decades, Turkey was again confronting a problem of macroeconomic insta-
bility, this time manifested in the form of a high and rising rate of inflation.

Why has Turkey experienced persistent macroeconomic instability punctuat-
ed by a crisis, or at least the threat of a crisis, about every ten years or so? What
were the main sources of the economic crises in Turkey? Why did Turkish gov-
emments respond to the crises the way they did? How did macroeconomic policy
in general, and crisis management in particular, influence long-term growth in
Turkey? These are the main questions addressed in this study.

At the outset of this study our presumption was that the economic crises in
Turkey, especially the one from 1977 to 1980, were mainly caused by extemal
"shocks." in the case of the 1977-80 crisis the OPEC-administered oil price in-
crease and subsequent recession in the industrial countries. This, after all, was and
probably still is the prevailing view about the cause of the economic crises in the
Latin American and African countries in the 1980s. However, in the case of Tur-
key, this view was not vindicated by our analysis. Instead, we argue that, by and
large, Turkey's macroeconomic problems were home-grown and stemmed mainly
from excess aggregate demand generated in the public sector. At most, extemal
shocks only exacerbated the macroeconomic problems which already existed. We
argue that the reason that successive govemments in Turkey have been a persistent
source of excess demand. even though the resulting crises have invariably brought



2 Chapter One

them down, is that they all have shared a common goal: to force the economy to
grow and to industrialize faster than private savings and investment would allow.

Why have successive governments persisted in pushing the economy to grow
faster than was possible without incurring an economic crisis? Certainly the an-
swer cannot be that they were unable or unwilling to learn from past mistakes. In-
deed, after each crisis, each newly installed government began with a vow, and a
new set of policies, to right the wrongs of the previous era. The most far-reaching
shift in policy occurred in 1980. when the military seized power at the height of a
major crisis and announced a fundamental break with the country's etatist past,
promising to reduce the role of government and give markets more freedom to op-
erate. The freeing-up of key relative prices, especially the real exchange rate and
real interest rate, had a profound effect: relieving the problem of external imbal-
ances, but at the cost of losing control over the price level. We argue, however, that
the danger of disequilibrium-stemming from government-generated excess ag-
gregate demand-is just as strong now as it ever was.

The answer to the question of why successive governments- be they right or
left of the political center-pushed the economy beyond stability and periodically
into crisis is found in the realm of political economy, where ideology and institu-
tions, social structure and economic policy, are intertwined. In Turkey, as else-
where, political imperatives generally dominate economic imperatives, which
presents the government with a fundamental dilemma. Knowing what is the right
policy is not enough, it is also necessary to have the political power to do what is
right, which in a parliamentary democracy requires a broad national coalition. Too
often, governments in Turkey tried to build a broad coalition by promising the var-
ious political constituencies more than they could deliver, causing economic in-
stability and, periodically, a crisis.

This is the central theme of our story, which we begin after presenting a brief
comparative profile of the Turkish economy (in Chapter 2) and some historical
background (in Chapter 3). The analysis begins with a decade-by-decade review
of macroeconomic policy and performance since 1950 (in Chapters 4 through 7).
This narrative is organized by decade because the turning points in Turkey's post-
war macroeconomic history coincide with the turn of each decade. What emerges
as a dominant theme in the historical overview is the preponderant role of govern-
ment in creating the economic disequilibria which culminated in periodic crises.
Chapter 8 assesses the extent to which the role of government changed in the af-
termath of the 1977-80 crisis, when it vowed to reduce its role and give more free-
dom to market forces.

The principal question addressed in Chapters 9 through 13 is whether the re-
forms undertaken since 1980 have broken the crisis cycle. Toward this end, we ex-
plore the sources and manifestations of disequilibrium in Turkey, and the
processes of adjustment to disequilibrium, before and after 1980. finding that the
manifestation of disequilibrium has changed, but that the source and strength of
the forces causing disequilibrium are as strong as ever. This then leads us, in Chap-
ter 14, into the realm of political economy where we address the question of why
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successive governments have been a persistent source of excess demand. In the fi-
nal chapter, we assess the implications of macroeconomic disequilibrium and pe-
riodic crisis on long-term growth. The conclusion is complicated by our finding
that while the crises had obvious negative consequences for growth, they also
served as a catalyst for political change and policy reform which brought positive
economic benefits.



Chapter Two

A Comparative Profile of the
Iurkish Economy

To set the stage for a discussion of the economic history of Turkey in recent times,
it is useful to begin with a brief profile of the Turkish economy. The main features
of the economy are more easily appreciated if seen in a comparative perspective.
For that purpose, Table 2.1 presents economic indicators for Turkey, for a group
of 35 developing countries (including Turkey) classified by the World Bank as
Lower-Middle-Income Developing Countries (LMI DCs), and for Korea. The
comparison to LMI DCs is made because in 1977 Turkey was squarely in the mid-
dle of that group, with per capita income of US$1,210 as compared to the group
average of US$1,200. The comparison with Korea, perhaps the most successful of
developing countries, is made to show how far Turkey has fallen short of what was
possible. It may seem grossly unfair to compare any country to Korea, but the fact
is that Turkey and Korea were similar in several respects in 1965. They were sim-
ilar in terms of population (Turkey's was 31 million, Korea's 28 million), per cap-
ita income (Turkey's was US$340, Korea's US$370), and other economic
measures (see Table 2.1). Both had a legacy of restrictive trade policies and severe
macroeconomic imbalances. Krueger and Tuncer (1979) suggest that "Any ob-
server of developing countries in the 1950s would have concluded that, in almost
all regards, Turkey had the more favorable development prospects." Yet by 1987,
Korea enjoyed a per capita income more than double that of Turkey.

Economic growth in Turkey from 1965 to 1980 was only marginally better
than it was in the other lower-middle-income developing countries. But since
1980 Turkey has done relatively well, though only because of the dismal perfor-
mance of the other lower-middle-income DCs. However, compared to Korea's
since 1980, Turkey's growth rate looks modest, having averaged only two-thirds
that of Korea.

The period averages, of course, conceal annual variations in growth, which
(as Figure 2.1 shows) have been substantial in Turkey. Real GNP growth was quite

4
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unstable in the 1950s, owing mainly to fluctuations in agricultural output. The pe-
riod from 1965 to 1976, during which Turkey made a concerted effort to industri-
alize under a fully articulated strategy of import-substitution, was the most
successful recent period in terms of both the level and stability of growth. How-
ever, the underpinnings of that growth were weak, and as a result growth collapsed
precipitously during the crisis of 1977-80. Between 1980 and 1987. real growth
averaged about 5 percent per year, which was modest but perhaps better than could
have been expected given the circumstances in which Turkey found itself at the
beginning of the decade.

The rate of inflation in Turkey up until 1987 was near the average inflation
rate of the LMI DCs, as indicated by Table 2.1. However, the inflation rate also
exhibited considerable annual variation. as is seen in Figure 2.2. Inflation rose
steadily until 1960, when a new government, a new constitution. and a new mac-
roeconomic policy were introduced. For the next ten years inflation was low and

Table 2.1 Comparative Economic Indicators (percent)

LMI
Economic Measure Period Turkey DCs Korea

GDP growth 1965-80 6.3 5.7 9.5
1980-87 5.2 2.1 8.6

GNP per capita
growth 1965-87 2.6 2.2 6.4

Inflation rate 1965-80 20.7 16.9 18.8
1980-87 37.4 36.7 5.0

Investment/GNP 1965 15.0 20.0 15.0
1987 26.0 21.0 29.0

Savings/GNP 1965 13.0 18.0 8.0
1987 23.0 21.0 38.0

Agriculture/GDP 1965 34.0 21.0 38.0
1987 17.0 - 11.0

Manufacturing/GDP 1965 16.0 22.0 18.0
1987 26.0 - 30.0

Exports of goods
& nonfactor
services/GDP 1965 6.0 17.0 9.0

1987 21.0 22.0 45.0
Manufacturing exports/

Total exports 1965 2.0 12.0 59.0
1987 67.0 47.0 92.0

- Not available.
Source: World Bank 1989.
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Figure 2.1 Real GNP Growth: 1951-87
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Figure 2.2 The Inflation Rate: 1951-87
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stable. In the 1970s, however, the inflation rate rose to an annual average rate of
about 25 percent. Inflation accelerated while both exchange rates and interest rates
remained inflexible, a situation that brought the economy to the brink of bankrupt-
cy in 1977; by 1980, inflation had soared above 100 percent. A program of stabi-
lization and structural adjustment was then put into place, and inflation came
down 70 percentage points in 1981. The rate averaged about 40 percent per year
between 1980 and 1987, however, and appeared to be rising.
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Changes in the composition of expenditures, structure of production, and
openness to international trade from 1965 to 1987, as Table 2.1 shows, were more
pronounced in Turkey than in other lower-middle-income DCs. In spite of its early
start in the 1930s (discussed in the next section), Turkey lagged significantly be-
hind other LMI DCs by 1965 in terms of rate of investment, relative size of the
manufacturing sector, and openness, as measured by the ratio of exports to GDP.
By 1987, however, Turkey had raised its rate of investment and its share of man-
ufacturing in GDP to levels comparable to or exceeding those of other lower-mid-
dle-income DCs. Korea did the same, but with very much more to show for it in
terms of economic growth.

Turkey and Korea diverged also in relative openness to the world economy.
Korea adopted an outward-looking industrialization policy in the early 1960s,
while Turkey held steadfast to an import-substitution strategy until 1980, when the
share of exports in GNP barely exceeded 2 percent. Trade liberalization and great-
er intemational competitiveness then became the top priorities of Turkish eco-
nomic policy, and a more than threefold rise in the share of exports in GNP
testified to the success of trade policy reforms.

These comparative indicators show us a country which devoted a growing
proportion of its income between 1965 and 1987 to investment. As a result, Tur-
key achieved a fundamental structural change, with industry accounting for a sig-
nificant proportion of output and employment, and exports no longer concentrated
in primary products. Nonetheless, growth over the long term must be judged mod-
est, and certainly far short of its potential. Furthermore, while the mean rate of
growth during the period 1965-87 was relatively low, its variance was very high,
reflecting a high level of economic instability. In the last chapter of this study we
return to the question of whether there is a link between macroeconomic instabil-
ity and long-term growth.



Chapter Three

A Brief History of Modern Turkey

Duning its pefiod as one of the great imperial powers of history, Turkey occupied
a large part of Europe and the Middle East for several hundred years. In the nine-
teenth century, however, the Ottoman Empire suffered a series of military defeats
which reduced Turkey to its present size. Numerous political reform movements
sprang up in the late nineteenth and early twentieth centuries, but it was not until
after the end of the First World War, when Turkey suffered the humiliation of oc-
cupation by the Allied powers, that the country transformed its political and eco-
nomic systems.

In 1920, a group of Ottoman assemblymen under the leadership of Turkey's
most successful general, Mustafa Kemal Ataturk, convened a Grand National As-
sembly at Ankara and declared national sovereignty to be vested in that body. Two
years later Turkish nationalists succeeded in driving foreign occupation forces
from Anatolia and eastern Thrace. With the signing of a peace treaty at Lausanne
in 1923, the Republic of Turkey was established within what are its present
frontiers.

Until his death in 1938, Ataturk held unchallenged authority as president of
the republic and used it to introduce sweeping social changes, the main aim of
which was to make Turkey a modern Western country. Education was secularized,
Islamic legal codes were replaced by Western models, the Western calendar was
adopted, and Western dress was introduced. In addition. the Latin alphabet was
adopted in place of Arabic-Ottoman script, and the call to prayer was mandated to
be made in Turkish rather than the traditional Arabic. The concepts of nationalism
and Westernization were not seen to be in contradiction to one another, as they
have been in so many other developing countries. Perhaps the reason is that the
revolution led by Ataturk was directed more against the incompetent and corrupt
Ottomans who brought humiliation upon the Turkish nation than against the West-
ern invaders (Lewis 1968).

The social reforms introduced by Ataturk had one overriding goal: to increase
economic prosperity. Turkey's devotion to economic growth has perhaps been

8
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Ataturk's most enduring legacy (Singer 1983). In the 1920s, however, Ataturk's
government did relatively little to stimulate growth directly. One reason was that
Ataturk was preoccupied initially with social reform. Moreover, there was no
foundation on which to build an ambitious economic policy. The decline of the Ot-
toman Empire had left the Turkish economy in a shambles. The only part of the
infrastructure which had received attention was the railways, and they were for-
eign-owned, as were most banks and manufacturing enterprises. As Hale
(1981:36) notes, "Unlike their co-religionists in Iran or the Arab countries, edu-
cated Muslim Turks had tended to regard commerce and industry as beneath them,
preferring a more prestigious career in the civil service or armed forces." What
made matters worse was that a large proportion of the non-Turkish ethnic minor-
ities had fled the country during the war of liberation, greatly diminishing Tur-
key's already meager contingent of technicians and entrepreneurs.

The new government was also constrained in its ability to formulate an eco-
nomic development strategy by various provisions of the Lausanne peace treaty.
Although the republic was exempted from payment of war reparations and most
of its war debt was written off, it was nonetheless held responsible for the large
commercial debt the Ottoman Empire had accumulated in the nineteenth and early
twentieth centuries. Turkey was also obligated by terms of the treaty to continue
to allow concessions granted to foreign companies before 1914, which included
rights to impose taxes and collect tariffs. Perhaps most important of all, Turkey
was forced to maintain the Ottoman tariff schedule until 1929.

Ataturk and his Minister of Economics, Mahmut Esat Bozkurt, made it quite
clear in 1923 that their long-run objective was national economic sovereignty, a
goal later used as ideological justification for heavy state intervention and a strat-
egy of import-substitution industrialization. The government was in no position to
pursue that objective in the 1920s, however, and the government's policy initia-
tives were mainly directed at promoting private investment through the establish-
ment of several investment banks and the creation of certain tax concessions and
direct subsidies (for example, in the sugar industry).

Beginning in about 1930, the government's approach to the economy began
to change. By then, the program of social reform was almost complete and the tar-
iff provisions of the Lausanne treaty had expired. giving the government the op-
portunity to raise customs duties by 40 percent on most imports (Hale 1981). The
main impetus to intervention was a growing dissatisfaction with the economic
progress being made in the private sector. Although modest growth was recorded
in the 1920s, there was little evidence of structural change or improvements in in-
come distribution, leading Ataturk to conclude that a policy of laissez-faire was
insufficient for Turkey, given its particular circumstances.

It could be argued that Ataturk's assessment was premature. on grounds that
the private sector had not been given sufficient time to develop on its own. In any
case, this became a moot issue with the onset of worldwide economic depression
in the early 1930s. Turkey was already suffering from a series of poor harvests
when world commodity prices collapsed, presenting the government with the
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worst economic crisis it had faced since the founding of the republic. Krueger
(1974:5) argues that "... the decline in export earnings attendant upon the Great
Depression virtually forced a shift in economic policy." Furthermore, the Great
Depression came to be regarded by Turkish intellectuals as evidence of the failure
of the free enterprise system, a failure which the Soviet Union with its system of
state controls had escaped (Mehmet 1983). Thus, for mainly pragmatic reasons,
the government began to assume direct responsibility for industrial development
under what became known as etatism, regarded by Turks as a unique mixture of
capitalism and socialism.

The etatist approach found expression in Turkey's first five-year plan, drawn
up in 1933. The plan provided for the establishment of a number of state-owned
economic enterprises (SEEs) in textiles, paper, ceramics and glass, chemical prod-
ucts, and iron and steel. A state-owned investment bank, Sumerbank, was estab-
lished at the same time to provide finance for these enterprises. In 1935, a second
state-owned investment bank, Etibank, was set up to provide finance for public
sector investments in the mining sector. Eventually, both banks became de facto
holding companies with overall responsibility for managing as well as financing
the enterprises under their control.

The impact on private investment of the government's growing involvement
in the industrial sector is unclear. In principle, the government's policy was to
avoid creating any bias against private enterprise. However, the fact that public
sector firms could obtain funds from the Central Bank practically interest-free
gave them a decided advantage. Nevertheless, it is reported that "even by the end
of the 1930s traditional handicraft in small, unmechanized workshops still ac-
counted for a high proportion, perhaps 60 percent, of value added in manufactur-
ing industry and some 80 percent of total employment in the same sector" (Hale
1981:59). Furthermore, it has been estimated that the private sector accounted for
about 50 percent of gross investment during the period from 1933 to 1939.

During the Second World War, the government's policy toward the private
sector became considerably less benign. Although Turkey was not a belligerent, it
was forced nonetheless to devote considerable resources to military mobilization.
That, together with the virtual disappearance of international trade during the war,
led the government to introduce a range of stringent controls on the private sector.

These measures engendered considerable resentment toward the government.
In response to strong public demand at the end of the war for more freedom, Atat-
urk's successor as leader of the Republican People's Party (RPP) and president of
the republic, Ismet Inonu, allowed the formation of other political parties. One of
the new parties, the Democratic Party, championed the cause of free enterprise and
won about a seventh of the popular vote in the 1946 general election. Four years
later the Democratic Party won a parliamentary majority, and with that victory a
multi-party democracy was established in Turkey.
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The 1950s: Ad hoc Dirigisme

The unexpected defeat in 1950 of the Republican People's Party, which had ruled
since the founding of the republic in 1923, raised hope that the failures of etatism

would be put right. The victorious Democratic Party, under the leadership of Ad-
nan Menderes, campaigned against the dirigiste approach of its predecessors and
for a larger role for private enterprise. Also promised was greater attention to the
problems of agriculture, which had been largely ignored.

Growth and Structural Change

The first three years of the Menderes regime were highly successful economically
(see Table 4.1). Agriculture grew at a compound annual rate of 11.5 percent from
1950 to 1953, mainly because of favorable weather and an expansion of the land
area under cultivation, with the added stimulus of a strong world market for agri-
cultural commodities during the Korean War years. The country's infrastructure
also grew rapidly, with real public investment expanding at an annual rate of 30
percent from 1950 to 1953.

During the rest of the decade, though, the average annual rate of growth was
little more than a third of that recorded in the first three years. Agricultural output
fell abruptly in 1954 and failed to regain its previous momentum despite massive
credit subsidies and price supports. The growth rate of the services sector also de-
clined after 1954 because of a slowdown in real public investment. Industrial
growth also slowed over the course of the decade, but fared better than other sectors.

Although average growth over the entire decade was respectable, the Men-
deres govemment did little to carry out its campaign promises to promote agricul-
tural development vigorously and to reduce the public sector's direct involvement
in the economy. Agriculture's contribution to GDP declined, and the govern-
ment's claim on the nation's goods and services remained fairly constant at about

11



12 Chapter Four

Table 4.1 Growth and Composition of Real GDP:
1950-60 (percent)

Growth Rate Composition
Year 1950-53 1953-60 1950-60 1950 1955 1960

Total GDP 11.5 4.1 6.2 100.0 100.0 100.0

GDP by Origin
Agriculture 11.5 4.4 5.7 45.6 40.0 39.0
Industry 8.8 6.0 8.0 16.6 17.0 16.0
Other 12.8 3.9 6.2 37.8 43.0 45.0

GDP by Use
Consumption 10.1 4.6 6.2 89.4 86.7 89.4
Private 9.7 4.9 6.3 78.5 74.6 79.0
Public 13.5 2.6 5.8 10.9 12.1 10.0
Investment 21.8 0.0 6.0 13.8 17.5 13.4
Private 14.8 0.0 4.2 8.2 9.2 6.8
Public 30.8 0.0 8.2 5.6 8.3 6.6

Resource Gap 22.2 -0.9 5.2 3.2 4.2 2.9

Source: World Bank (1974), based on data from the State Institute of Statistics and the State Planning
Organization.

17 percent throughout the 1950s. The contribution of state economic enterprises
(SEEs) to value-added in manufacturing declined from 58.3 percent in 1953 to
45.0 percent in 1958, but only because of declining relative efficiency, since at the
same time their share in fixed capital formation in manufacturing rose from 54.4
to 57.0 percent (Hale 1981).

Money, Inflation, and Public Finance

The unstable rate of growth in the 1950s was accompanied by price instability. In-
deed, the former appears to have been in part a result of the effect of rising infla-
tion on competitiveness and hence on the balance of payments.

The reason for the acceleration of inflation after 1953 is well established: ex-
cessive growth of the money supply (see Fry 1972 and 1980). The relationship be-
tween the money supply and the price level is shown in Figure 4.1, which plots
annual indexes of money supply relative to real domestic product against the im-
plicit price index of real domestic product. Even without taking account of chang-
es in the real cost of holding money and other money demand determinants, a
close relationship between money supply and inflation is observed.
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Figure 4.1 Price Level and Ml/Real GNP: 1953-61
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Source: State Institute of Statistics; State Planning Organization.

Also well known is the reason the money supply grew uncontrollably after 1953.
More than a dozen public bodies were given the authority to borrow from the Central
Bank to cover budgetary deficits. The greatest demand for Central Bank credit during
this period came from the SEEs, which absorbed over two-thirds of total Central
Bank credit issued between 1952 and 1960 (see Table 4.2). Of this amount, about
two-thirds went to the Soil Products Office to finance agricultural price supports. The
government itself was not forced to draw heavily on the Central Bank, in part because
the income tax base expanded significantly and in part because heavy taxes were im-
posed on imports later in the decade (see Table 4.3). Nonetheless, tax reform was high
on the list of priorities of the new regime when the Menderes govemment was ousted
by a military coup in 1960 (Eva and Abraham Hirsch 1966).

Trade and External Payments

Throughout the 1950s the Turkish lira was maintained in fixed parity to the U.S.
dollar. As a result of inflation, the currency appreciated in real terms at a rate of
13 percent per annum from 1953 to 1959, as measured by relative wholesale prices
(see Table 4.4). But the exchange rate adjusted for relative price levels is not, in
itself, a particularly accurate indicator of the changing competitiveness of export
and import-competing industries since a system of multiple exchange rates was
adopted after 1953. Table 4.4 presents Krueger's estimates of the "effective" real
exchange rate, which take account of the continually changing subsidies and taxes
applied to different categories of exports and imports after September 1953.

Turkey's trade regime in the 1950s contained a strong and growing bias
against exports, as shown in Table 4.4 by the declining effective real exchange rate
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Table 4.2 Central Bank Credit: 1952-62 (TL billions)

Total
Central Of which Credit to General
Bank Credit Soil Products Central Budget

Year Credit to SEEs Office Government Deficit

1952 1.15 0.89 0.60 0.04 -
1953 1.35 1.10 0.85 0.02 0.18
1954 1.37 0.92 0.84 0.18 0.25
1955 2.16 1.54 0.70 0.35 0.54
1956 2.25 1.35 0.75 0.54 0.45
1957 2.94 1.92 1.31 0.61 0.44
1958 3.25 2.25 1.72 0.60 0.46
1959 3.66 2.51 1.98 0.69 0.64
1960 3.75 2.16 2.01 1.08 1.11
1961 5.83 0.31 0.31 5.48 1.26
1962 6.28 0.49 0.49 5.79 1.31

- Not available.
Source: World Bank (1975). based on data from the Central Bank of Turkey; and Krueger (1974).

Table 4.3 Tax Revenues and Expenditures: 1952-62

(TL millions) Growth Rates (%)
1952 1957 1962 1952157 1958/62

Tax Revenues 1,580 3,592 7,518 17.9 15.9
Income and wealth taxes 380 1,194 2,809 25.7 18.7
Production taxes 433 968 1,620 17.5 10.8
Import taxes 497 797 2,005 9.9 20.3
Othertaxes 270 633 1,084 18.6 11.4

Expenditures 2,243 4,291 9,507 13.9 17.2

Source: World Bank (1975), based on data from the Ministry of Finance.

as applied to both traditional and nontraditional exports. The effective real cost of
imported capital goods remained fairly constant between 1953 and 1957, but the
cost of the foreign exchange used to pay for imported consumer goods fell about
30 percent. As the currency appreciated after 1952, the government was forced to
resort to more restrictive quantitative controls on imports. Naturally, black mar-
kets for both foreign exchange and foreign goods then came into existence. It is
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Table 4.4 Real Exchange Rate Indexes: 1953-62

Estimate of Price-Level Deflated
Effective Exchange Rate (PLD-EER)

Double
Deflated

US $ Non- Capital Consumer
Exchange Traditional Traditional Goods Goods

Year Ratea Exports Exports Imports Imports

1953 1.00 1.00 1.00 1.00 1.00
1954 0.90 0.91 1.02 0.95 0.97
1955 0.79 0.83 0.92 0.99 0.91
1956 0.69 0.67 0.82 0.95 0.75
1957 0.60 0.56 0.68 0.98 0.71
1958 0.52 0.88 1.10 2.76 2.18
1959 0.43 0.97 0.92 1.80 1.54
1960 0.74 1.32 0.94 1.54 1.37
1961 1.38 1.30 0.92 1.57 1.34
1962 1.35 1.23 0.88 1.49 1.25

a. Relative wholesale prices (rise = depreciation).
Source: IMF. International Financial Statistics (various issues); and Krueger (1974).

reported that "By 1958 [the black market exchange rate] had risen to around five
times the official rate" (Hale 1981:106). Smuggling also became rampant; indeed,
it was estimated that the value of unrecorded imports in 1957 was almost as great
as that for legal imports recorded in the balance of payments (Krueger 1974).

The outcome of these trends was not surprising. Appreciation of the currency
squeezed exports, which fell as a proportion of GNP from 7.6 percent in 1952 to
2.0 percent in 1958. Quantitative controls meanwhile brought a decline in imports,
which fell from 11.6 percent of GNP in 1952 to 2.5 percent in 1958. Since the de-
cline in exports was deeper and more rapid than the decline of imports, the natural
result was growing indebtedness.

The deterioration of Turkey's external accounts in the 1950s is recorded in
Table 4.5. Attributing "errors and omissions'" (E/O) to unrecorded trade, the accu-
mulated current account deficits from 1950 to 1957 amounted to almost one bil-
lion dollars. About half the accumulated deficit was financed by unilateral
transfers and the remainder by an increase in net external indebtedness. Matters
were made worse by the fact that Turkey entered the decade with a substantial
stock of debt and was plagued throughout the 1950s with debt servicing problems
and declining creditworthiness. By 1958, however, with an outstanding debt of
about one billion dollars which it was unable to service, the government was faced
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Table 4.5 The Balance of Payments: 1950-62 (in US$ millions)

Current Current Net Official
Current Account Account Net Capital
Account including E10 including Private Inflow and
excluding excluding Transfers Capital Change in

Year Transfers Transfers and EIO Inflow Reserves

1950 -42 -74 -18 9 8
1951 -84 -38 2 -30 28
1952 -182 -185 -133 43 90
1953 -141 -141 -92 141 -49
1954 -159 -149 -104 76 28
1955 -130 -175 -124 12 113
1956 -25 -67 22 -29 7
1957 -34 -131 -64 -61 126
1958 -84 -117 -26 73 -47
1959 -127 -191 -100 14 86
1960 -117 -86 5 25 -30
1961 -123 -90 9 -34 25
1962 -235 -266 -161 50 III

Source: IMF. Balance of Payments Yearbook (various issues).

with the choice of "declaring bankruptcy or accepting foreign credits and the con-
ditions attached to them" (Krueger 1974:21).

Crisis and Response

It was obvious that macroeconomic policy reform and devaluation were called for
long before 1958, and the Turks were repeatedly advised of this by external advi-
sors and creditors. However, according to Krueger, it was not until 1958 that for-
eign lenders made credible their threat to withhold further credit unless a
stabilization program was adopted. By then, domestic political support for the
Menderes regime was crumbling because of the rising burden of inflation, import
shortages, and the government's adoption of increasingly repressive measures
against the political opposition.

In August 1958, with its back to the wall, so to speak, the government adopted
a stabilization program whose main elements were:
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* de facto devaluation through changes in export premiums and import tax-
es, together with liberalization of import and export procedures;

* increases in SEE prices and the removal of controls on SEE prices;
* ceilings on Central Bank credit, commercial bank credit, government ex-

penditures, government borrowing from the Central Bank. and Central Bank fi-
nancing of SEE deficits.

Turkey was then rewarded by foreign lenders with US$359 million in new
loans and the consolidation and rescheduling of US$422 million of outstanding
debt at a concessionary interest rate of 3 percent. Foreign exchange availability
also improved as a result of a modest increase in exports attributable to the de facto
devaluation, an increase mostly accounted for by nontraditional exports. Imports
rose significantly despite the de facto currency devaluation because of the enor-
mous pent-up demand that had been created by quantitative controls. Because of
the availability of a fresh supply of foreign exchange, imports jumped 50 percent
in the first year of the stabilization program.

The most impressive result of the program, however, was a decline in the rate
of inflation. In 1959 the price level rose 20 percent in response to the rise in SEE
prices, the de facto devaluation, and the lifting of price controls. But inflation the
following year fell to a mere 2 percent and averaged no more than about 5 percent
per annum over the next decade. Furthermore, deflation was achieved without a
significant loss of output. Although there was a mild recession in 1959, mainly due
to the austerity program, and a somewhat more severe downturn in 1960, the latter
was attributable more to the uncertainty occasioned by the 1960 coup than to the
stabilization program.

The 1958 and 1959 measures succeeded in stabilizing the economy but not
the political system. Student demonstrations against continued political repression
were met with a declaration of martial law by Menderes in April, 1960. With the
political order crumbling amid indications that the government was preparing to
abandon the stabilization program in order to buy political support, a group of mil-
itary leaders took power in May 1960. The military government immediately re-
versed the expansionary policies of the Menderes regime and dedicated itself to
completing the stabilization program. In August 1960, the official exchange rate
was raised to TL 9 per U.S. dollar and export premiums were abolished, thereby
codifying the de facto devaluation of 1958.

The military also moved to restore political stability. The prime minister and
other leaders of the Democratic Party were arrested and tried (and in the case of
the prime minister executed) for their economic and political misdeeds. A major
indictment against the Menderes regime was its failure to implement any kind of
plan for economic development. Thus, in the new constitution drawn up by the
military regime, provision was made for the establishment of a State Planning Or-
ganization (SPO). Thereafter, planning became a central element of economic pol-
icymaking in Turkey. Along with planning came a "strategy" for economic
development, the natural choice being that which most other developing countries
had made a decade earlier, import-substitution industrialization.
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The 1960s: Planned Industrialization

Like the 1950s, the 1960s began with a new political slate and a determination to
correct the mistakes of the previous regime. In the 1950s, the aim (albeit unreal-
ized) had been to give greater scope to the private sector. In the 1960s, it was to
place greater reliance on central economic planning, which perhaps inevitably im-
plied a reassertion of the government's role in the economy. Economic perfor-
mance under the first two five-year plans (1963-67 and 1968-72) was considerably
better than it was in the preceding decade.

Growth and Structural Change

The first and second five-year plans had two primary objectives: a growth rate of
7 percent per annum, and a reduction of the nation's reliance on external financing.
The latter objective translated into intensified development of import-competing
industries and the exporting of manufactures as well as agricultural products. The
first five-year plan was formulated by the government of Ismet Inonu, leader of
the Republican People's Party, who headed three fragile and short-lived parlia-
mentary coalitions before the Justice Party (heir to the now-defunct Democratic
Party and led by Suleyman Demirel) won an electoral majority in 1965. The first
plan leaned more toward a strong role for the public sector and govemment inter-
vention in markets. The second, formulated under Justice Party leadership, fa-
vored greater reliance on price incentives and the private sector.

Growth and structural change under the first two plans are shown in Table 5. 1.
The growth record, especially that of industry, was impressive in both periods.
falling short of the overall targets by only slim margins. The emphasis placed on
industrialization is clearly reflected in Table 5.1, which shows industry's share of
GDP rising from 16.2 percent in 1963 to 22.6 percent in 1972, a level not signifi-
cantly below that of most advanced industrial countries.

18
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In order to grow a nation must invest, and as Table 5.1 shows, Turkey man-
aged to devote a growing proportion of national income to investment. It is also
apparent from Table 5.1 that investment was financed mainly by domestic savings.
The "resource gap" (net imports of goods and services) declined during the first
plan from 3.2 percent to 1.0 percent of GDP and then rose to only 2.9 percent at
the end of the second five-year plan.

Under planned development, the government's claim on the nation's resourc-
es increased from about 17 percent of GDP in the 1950s to over 25 percent by
1972. Interestingly, the rate of growth of government expenditures was greater
during the second planning period than it was during the first, despite the Justice
Party's preference for market mechanisms. Although public investment expanded
less rapidly under the second plan, public consumption grew considerably more
rapidly than it did under the first plan.

The emphasis on industry and the growing importance of SEEs in the man-
ufacturing sector are also highlighted in Table 5.2, which shows the composi-
tion of public and private fixed investment in manufacturing during the first and
second plans. In both periods, the bulk of fixed investment in manufacturing
was in intermediate and capital goods industries, a bias which is typical under
an import-substitution strategy. Moreover, the shift toward heavy, capital-

Table 5.1 Growth and Composition of Real GDP: 1962-72

Real Growth Rate (%) Composition (%)

1 96 2 -6 7 a 1968- 72 a 1963 1967 1972

GDP by Origin
Agriculture 3.7 (4.2) 3.6 (4.1) 37.4 32.7 28.4

Industry 10.6 (12.3) 9.8 (12.0) 16.2 19.5 22.6
Other 7.7 (-) 7.2 (-) 46.4 47.8 49.0
Total 6.5 (6.9) 6.6 (6.8) 100.0 100.0 100.0

GDP by Use
Consumption 5.2 6.8 85.7 82.4 83.3
Private 4.8 5.7 74.6 70.3 67.6
Public 7.7 12.2 11.1 12.0 15.7

Fixed investment 10.5 9.2 14.7 16.6 18.8
Private 9.4 9.3 7.3 8.1 9.2
Public 11.7 9.0 7.4 8.5 9.6

Change in stocks - - 2.6 1.9 0.7
Resource gap -15.0 3.2 3.2 1.0 2.9

a. FFYP and SFYP targets in parentheses.
Source: World Bank (1975), based on data from the State Planning Organization and State Institute of
Statistics.



20 Chapter Fiv e

Table 5.2 Fixed Capital Formation in Manufacturing: 1963-72
(TL millions, constant 1965 prices)

1963-67 1968-72 Growth Rate (%)

Consumer Goods
Total 3,330 4,699 7.1
Public 1,008 1,410 6.9
Private 2,322 3,288 7.2

Intermediate Goods
Total 2,846 17,402 43.6
Public ,222 9,301 50.1
Private 1,624 8,100 37.9

Capital Goods
Total 1.619 3,963 19.6
Public 382 654 11.4
Private 1,237 3,309 21.7

Total Manufacturing
Total 11,782 26,061 17.2
Public 3,918 11,365 23.7
Private 7,864 14,696 13.3

Source. World Bank (1975), based on data from the State Institute of Statistics.

intensive industry caused the role of SEEs in the manufacturing sector to in-
crease as well.

Unemployment was a serious problem in Turkey during the 1960s (see Table
5.3). Estimation of labor surplus is notoriously difficult, and the figures in Table
5.3 should be interpreted with care. Nevertheless, the data clearly reveal a growing
problem. with labor supply expanding at almost twice the rate of demand (2.0 per-
cent per annum as compared to 1.2 percent). Moreover, as is typically the case, un-
employment became increasingly located in urban areas, as shown by the decline
of surplus labor in the agricultural sector.

Where the Turkish experience differs markedly from that of most other devel-
oping countries is that Turkey enjoyed a vent for its surplus labor abroad (see Ta-
ble 5.3). A growing flow of Turkish workers to Europe not only eased the
unemployment problem but also contributed significantly to increases in the sup-
ply of foreign exchange (see below).
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Money and Inflation

For ten years after the 1958-59 stabilization program, Turkey managed to keep infla-
tion at an average annual rate of only 5 percent. It will be recalled that important ele-
ments of the stabilization program were ceilings on Central Bank credit and on
government borrowing from the Central Bank. Nonetheless, as Table 5.4 shows,
high-powered money and Ml grew at a healthy rate of about 15 percent per year in
the 1960s. Claims on government, which expanded at an annual rate of about 9 per-
cent, accounted for a declining proportion of Central Bank assets. The fastest-grow-
ing sources of high-powered money were Central Bank claims on deposit money
banks and increases in net foreign assets.

The strongest demand for credit in the 1960s, as shown in Table 5.4, came from
the private sector, whose obligations to the banking system grew at an annual rate of
16.9 percent (as compared to 10.3 percent for the public sector). This situation was
sharply reversed, as Table 5.4 shows, when inflation accelerated in 1970. From that
point on, financial claims on the public sector expanded at double the rate of financial
claims on the private sector (28.7 percent versus 13.5 percent).

The proportional relationship between money supply (Ml) and nominal income
(the product of real income, Y, and the price level, P), which forms the central hypoth-
esis of the quantity theory, as expressed by the well-known Cambridge equation (M
= k.PY) appears not to have held steady in Turkey in the 1960s. Instead, the proportion
of nominal income held in money balances (k) rose at an annual rate of about 4 per-
cent. Expressing the variables of the above equation in terms of rates of change (de-
noted by the symbol " . and deriving k as a residual, we obtain:

k- = M- - Y- - P-

1963-69:4.2 = 15.8 - 6.4 - 5.2
1970-72:0.0 = 21.1 - 7.7 - 13.4

Stability returned to the money demand function in the early 1970s, but, as
will be seen below, it was short-lived.

A formal analysis of the determinants of money supply and demand is under-
taken later. It is useful at this point, however, to mention some of the hypotheses
advanced to explain the increasing demand for money in the 1960s, in the absence
of which inflation would of course have been substantially higher than it was. The
most common explanation is the structural transformation which occurred with
the rise of industrial output and employment and the growth of urbanization in the
1960s, a typical concomitant of which is increased monetization of economic ac-
tivity. In addition, the decline in the rate of inflation after 1960 significantly low-
ered the real cost of holding money balances, especially since interest rates on
demand deposits were fixed at very low ceilings throughout the 1950s and 1960s.
Thus, although the real interest rates on deposits were negative in the 1960s, they
were nowhere near as low nor as unstable as in the 1950s. Presumably this too en-
couraged the holding of money balances which, as noted above, expanded more
rapidly than nominal income in the ] 960s.
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Table 5.3 Labor Supply and Demand: 1962-72

(Thousands) Growth Rate (%)
1962 1967 1972 1962/67 1967/72

Labor supply 13,516 14,888 16,318 2.0 1.9
Labor demand 12,531 13,488 14,718 1.5 1.8
Domestic 12,520 13,268 14,112 1.2 1.2

Foreign 110 180 606 10.4 27.5
Surplus labor 985 1,440 1,600 7.9 2.1
Labor surplus as
% of total supply 7.3% 9.7% 9.8%
Share of labor surplus

in agricultural sector 76.1% 69.2% 53.0%

Source: World Bank (1974). based on data from the State Planning Organization.

Table 5.4 Money and Credit: 1962-72

(TL Billions) Rate of Change (%)
1962 1969 1972 1962/69 1969/72

High-powered money (H) 6.0 16.3 35.9 15.3 30.1
Ml 10.8 30.2 53.7 15.8 21.1
Money multiplier (MI/H) 1.8 1.8 1.5 - -

Central Bank assets 7.4 19.4 35.6 14.8 22.4
Domestic assets 7.0 17.1 27.7 13.6 17.4

Claims on government 5.9 10.7 14.0 8.9 9.4
Claims on DMB 1.1 6.4 13.7 28.6 28.9

Net foreign assets 0.4 2.3 7.9 28.4 50.9

Domestic credit 18.5 48.1 79.9 14.6 18.4
Claims on private sector 11.3 33.8 49.4 16.9 13.5
Claims on public sector 7.2 14.3 30.5 10.3 28.7

Source. World Bank ( 1974), based on data from the Central Bank.
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Public Finance

The inability of the public sector to finance agricultural subsidies and the deficits of
SEEs without recourse to the Central Bank was the main cause of accelerating infla-
tion in the 1950s. Measures taken as part of the 1958/59 stabilization program,
which removed the SEEs' access to the Central Bank and brought their finances un-
der closer supervision by the central government departments, achieved a period of
monetary stability. However, by the end of the decade the same old problems of pub-
lic finance reemerged.

Table 5.5 shows government revenues and expenditures from 1963 to 1972.
Until 1970. revenues kept pace with expenditures, thus keeping the govemment
budget deficit in fairly stable proportion to GNP (5.3 percent on average, 1963-69).
Two developments led to rising deficits in the early 1970s. One, accounting for an
upsurge in current expenditures in 1971. was a law passed in 1970 which granted
large salary increases to civil servants: the second, accounting for the rise in central
government transfers, was a dramatic rise in SEE financial deficits, owing both to
increased wage costs and a rise in the rate of investment by SEEs. As Table 5.6
shows, transfers from the central government and external borrowing became the
principal sources of financing of SEE deficits and led to severe problems later.

Table 5.5 Government Expenditures and Tax Revenues: 1963-72
(TL billions)

Share of
Deficit Deficit

E:rpenditures Tar as a % Financ ed by
Year Total Current Capital Transfers Revenues Deficit of GNP ForeignAid

1963 12.17 8.09 4.08 - 8.89 3.28 5.1 60.0
1964 13.96 7.03 3.30 3.63 9.82 4.14 6.0 48.8
1965 15.01 7.64 3.56 3.82 10.91 4.10 5.5 33.7
1966 17.73 8.68 4.50 4.56 13.23 4.50 5.1 41.5
1967 21.01 9.79 6.10 5.12 15.78 5.23 5.3 25.4
1968 22.67 11.06 6.43 5.19 16.88 5.79 5.3 22.8
1969 26.17 12.15 6.93 7.09 19.84 6.33 5.2 15.9
1970 32.82 14.70 7.00 10.50 23.89 8.93 6.3 31.8
1971 47.97 22.17 7.89 17.30 32.59 10.38 8.4 10.1
1972 50.39 24.04 7.66 18.51 39.88 10.51 4.7 4.0

Rates of Change (%)
1963/67 14.60 4.90 10.10 12.10 12.16 9.78
1967/72 19.10 19.60 4.60 30.10 20.37 14.98

- Not available.
Source: World Bank (1974), based on data from the Ministry of Finance.
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Table 5.6 Financing SEE Investment: 1963-72 (TL millions)

State
Own Investment General Other External

Year Investment Resources Bank Budget Internal Loans

1963 1,313 384 172 380 149 228
1964 1,514 640 456 645 -29 9
1965 1,795 769 452 726 -39 -68
1966 2,637 871 588 721 1,363 -16
1967 2,520 1,294 1,014 613 454 -40
1968 3,222 1,326 1,201 807 -301 288
1969 4,224 1.298 1,276 1.476 -1,015 817
1970 5.662 904 1,534 1.619 1,278 2,310
1971 6,659 2,729 -236 3,527 3,479 1,224
1972 10,430 2,819 16 6,661 -540 2,534

Source: World Bank (1974). based on data from the Ministry of Finance.

Trade and External Payments

In the first few years of planned import-substituting industrialization the current
account deficit was markedly reduced (see Table 5.7). This was not so much a re-
flection of improved export performance as it was of a severe compression of im-
ports. In part, the government was forced to restrict imports because foreign
assistance failed to materialize at the levels planned for. Import restrictions were
in any case an integral part of the new development strategy. Nonetheless, after
only a few years, and certainly by 1967, import restrictions were tightened for the
same reasons as in the 1950s, namely, to contain a mounting balance of payments
problem.

Currency appreciation was not the main cause of growth in the trade deficit
from 1965 to 1969, although there was some real appreciation. The trade deficit
grew primarily because of heavy demand for the imported intermediate and
capital goods needed to implement the ambitious investment targets set in the
first and second five-year plans. Moreover, trade policy was strongly biased
against exports. Various measures, such as a tax rebate scheme, were adopted
to offset the bias, but nonetheless it intensified over the decade (see Krueger
1974).

The typical response to the perverse effect of import substitution on the bal-
ance of payments is to intensify import restrictions, and Turkey followed the nor-
mal pattern. The import regime in the 1960s specified two categories of
permissible imports, those subject to licensing (the Liberalized List) and those
subject to quota (the Quota List). Products not listed in either category were, in
effect, banned. In addition, imports were subject to customs duties, a stamp tax, a
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Table 5.7 Balance of Payments: 1962-72 (US $ millions)

Total
Trade Non-factor Goods & Total Current

Erports Imports Balance Services Services Trans. Workers Account
Year (FOB) (FOB) (FOB) Net Net Net Remittances Balance

1962 398.9 -566.9 -168.0 -69.0 -235.1 105.4 -129.7
1963 395.0 588.0 -193.0 -61.2 -255.7 77.9 -177.8
1964 433.0 -475.0 -42.0 -61.0 -86.0 23.0 -63.0
1965 479.0 -505.0 -26.0 -56.0 -32.0 21.0 -11.0
1966 494.0 -639.0 -145.0 -57.0 -107.0 27.0 -80.0
1967 530.0 -600.0 -70.0 -58.0 -79.0 29.0 93.0 -50.0
1968 498.0 -669.0 -171.0 -52.0 -302.0 173.0 107.0 -129.0
1969 537.0 -701.0 -164.0 -67.0 -291.0 183.0 141.0 -108.0
1970 588.0 -830.0 -242.0 -61.0 -374.0 330.0 273.0 -44.0
1971 677.0 -1,030.0 -353.0 -79.2 -525.7 568.7 471.4 43.0
1972 885.0 -1.367.0 -482.0 -20.7 -580.8 792.6 740.5 211.8

Source: IMF. Balance of Payments Yearbook (various issues).

wharf tax, and guaranteed deposit requirements. As foreign exchange became
scarcer in the 1960s, various items were shifted from the Liberalized List to the
Quota List, and quotas were tightened. In cases where domestic production capac-
ity could satisfy domestic demand, products were removed from the Quota List (in
effect, banned). As a consequence, the premiums on import licenses rose from vir-
tually nothing in 1963 to 50 percent of the value of the licenses by 1965 (Krueger
1974). Furthermore, a black market for foreign exchange reemerged, with the lira
trading at about TL14 per dollar in 1969, or about 50 percent above the official
rate.

The growing shortage of foreign exchange naturally led to debt service prob-
lems. In 1965, Turkey entered into multilateral debt relief negotiations, the result
of which was a rescheduling of about US$220 million of external debt. In 1968,
an additional US$170 million was rescheduled through bilateral negotiations. As
a result, the maturity structure of Turkey's debt improved significantly, with only
22 percent of outstanding debt in 1972 maturing within five years, as compared to
51 percent in 1960(World Bank 1975).

The external payments picture was also brightened by a dramatic rise in
workers' remittances from abroad after 1970. These (as Table 5.7 shows) were
sufficient to produce a surplus on current account in 1971 and 1972.
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Crisis and Response

By 1969 it was apparent that Turkey was approaching a situation not unlike
that which it had faced in the late 1950s. The demand for Central Bank credit to
finance government deficits was growing, the currency had become overvalued,
and the servicing of external debt was becoming problematic. Furthermore, the
Justice Party, despite reelection with a parliamentary majority in 1969, faced
growing opposition. As in the late 1950s, civil disorder erupted. The political an-
tagonisms which surfaced after a half dozen years of planned industrialization
were clearly associated with the economic disparities which inevitably arise be-
tween competing economic interests under an import-substitution strategy-con-
flict between rural and urban sectors, industrial and commercial interests, public
and private firms, and workers and industrialists.

Political dissension seriously hampered the government's ability to deal with
the growing economic problem. A long-overdue devaluation, for example, was
postponed until August 1970, when the exchange parity was raised 66 percent to
TLI4 per dollar. According to Krueger (1974:312), "Prime Minister Demirel ap-
pears to have been convinced for some time that the lira should be devalued but
had been unable to do so due to the opposition from within his own party. The in-
dustrialists in particular opposed the move, and they were among the key support-
ers of the Justice Party."

The 1970 devaluation, unlike the one ten years earlier, was not accompanied
by a serious stabilization or structural adjustment program. There was an attempt
to give the Central Bank more autonomy. but in fact it remained under the control
of the government. Fiscal policy, on the other hand, ignored stabilization. Huge
salary increases were granted to public sector workers in 1970, and agricultural
price supports were raised to placate the large rural voting bloc.

The 1970 devaluation did, however, allow the government to skirt the im-
pending economic crisis. Exports responded dramatically to devaluation, rising 15
percent in 1971 and 30 percent in 1972. The devaluation also encouraged a large
inflow of foreign workers' remittances which, as noted above, provided a surplus
in the current account of the balance of payments in 1971 and 1972. Furthermore,
the strengthening of the balance of payments raised the confidence of foreign cred-
itors, who resumed lending to Turkey on a massive scale. In short, the macroeco-
nomic imbalances and underlying structural problems which emerged in the 1960s
were submerged by a flood of foreign exchange.

Political antagonism, on the other hand, remained very close to the surface,
erupting in violence on several occasions in 1970 and 1971. As a consequence, the
military again intervened, this time in March 1971, forcing Prime Minister
Demirel to resign.
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The 1970s: Boom and Bust

The outlook for the Turkish economy in the early 1970s was optimistic. The
foreign exchange constraint seemed to have been overcome, and foreign capital
was available in unprecedented amounts thanks to the expansion in world liquidity
generated by OPEC surpluses after 1973. Had Turkey attempted to adjust to the
loss of income consequent on the first rise in world oil prices, it would have had
to reduce spending and accept a lower rate of economic growth. Instead, Turkey
used the occasion to raise investment by drawing heavily on external resources.

But good things must come to an end. For many heavily indebted developing
countries the end came in the early 1980s, when real interest rates rose unexpect-
edly. In Turkey, the end to easy borrowing came earlier, in 1977, but it was no less
abrupt or painful.

Growth and Employment

Turkey's growth record from 1973 to 1980 is presented in Table 6.1. The pe-
riod from 1973 to 1977, the third five-year plan period, was one of remarkable
achievement, particularly in the industrial sector, which experienced real growth
of 14.2 percent per annum. The main stimulus to growth was a rapid rise in the
level of investment, especially in the public sector. With real consumption grow-
ing at roughly the same rate as real domestic product, and investment growing at
about double that rate, reliance on foreign resources grew substantially. Net im-
ports of goods and nonfactor services rose from a minus 2.2 percent of GDP in
1973 to 6.9 percent in 1977. The rise in investment from about 19 percent of GDP
in 1973 to 24 percent of GDP in 1977 was financed, therefore, by foreign rather
than domestic savings. This approach was not sustainable.

The growth boom began to abort in 1977 as foreign lenders became worried
about the size and structure of Turkey's rapidly growing external debt. It was not

27
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Table 6.1 Growth and Composition of GDP: 1973-79

Growth Rate Composition
(Constant Prices) (Current Prices)

1973/77 1977180 1973 1977 1979

GDP by Origin
Agriculture 3.5 2.4 27.5 27.6 22.8
Industry 14.2 -0.6 20.1 19.8 23.5
Other 7.9 1.3 52.4 52.5 53.7
Total 7.0 0.3 100.0 10(.0 100.0

GDP by Use
Consumption 7.1 -2.4 83.7 83.4 79.3
Private 6.8 -3.4 70.7 69.9 64.7
Public 9.6 6.4 13.0 13.4 1.3
Fixed investment 13.8 -7.9 18.1 22.5 21.8
Private 93.8 -4.5 9.6 10.1 10.9
Public 18.4 -11.8 8.5 12.5 10.9
Change in stocks 13.0 32.0 0.8 2.3 2.9
Resource Gap 22.3 -27.5 -2.6 -8.2 -4.0

Source: State Planning Organization.

until 1980, however, that a credible stabilization program was implemented. Dur-
ing the three intervening years, the economy suffered greatly. The impact on var-
ious growth rates is shown in Table 6.1. Particularly hard hit was the industrial
sector, whose real output declined 0.6 percent during the three-year period. The
halt of GDP growth and the abrupt reduction in foreign resources necessitated a
severe reduction in expenditures, the brunt of which fell on investment. Real pri-
vate consumption expenditures also fell, although government consumption con-
tinued to grow at a substantial, albeit slower rate (6.4 percent per year from 1977
to 1980).

The effect of the mid-1970s growth boom and the ensuing bust on employ-
ment is shown in Table 6.2. Domestic employment almost kept pace with labor
supply during the boom period, but employment of Turkish workers abroad de-
clined because of economic slowdown in Europe. Thus, in spile of the boom. the
number of openly unemployed workers grew at a rate of 5.4 percent per annum
from 1973 to 1977. The contraction after 1977 worsened the problem, and the
number of openly unemployed swelled by 50 percent between 1977 and 1980.
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Table 6.2 Labor Supply and Demand: 1973-80

Thousands Growth Rate (%)
1973 1977 1980 1973/77 1977/80

Labor Supplya 16.003 17,115 17,971 1.7 1.6
Labor Demanda 14,980 15,849 16,098 1.4 0.5

Domestic 14,213 15,121 15,310 1.6 0.4
Foreign 767 728 788 -1.3 2.7

Unemployed 1,023 1.266 1,873 5.4 10.3
Agricultural labor surplus

at peak seasonb 950 740 700 -6.0 -1.8
Labor surplus as %

of total supply 12.3 11.7 14.3

a. Excluding military.
b. Included in Domestic Unemployment.
Source: World Banik (1982), based on data from State Planning Organization.

Money and Prices

During the mid-1970s' boom, inflation averaged about 20 percent per annum, or
four times the average rate in the preceding decade. But the economic decline after
1977 had little effect on rising prices. On the contrary, inflation accelerated. hitting
an all-time high of just over 100 percent in 1980.

The price level rose in rough proportion to the ratio of money supply to real
GDP. The relationship between the two diverged in 1974 because the price level
adjusted to a fise in primary commodity prices, and again after 1977 as the veloc-
ity of circulation rose in response to a precipitous fall in real interest rates.

The assets and liabilities of the Central Bank and the banking system overall
are shown in Tables 6.3 and 6.4. The growth of high-powered money derived ex-
clusively from growth in the domestic assets of the Central Bank; net foreign as-
sets declined substantially after 1975.

Until 1977, the growth of Central Bank net external liabilities was mainly
generated in the private financial sector through a "convertible Turkish lira depos-
it" (CTLD) scheme. Since this scheme is believed to have been largely responsible
for bringing Turkey to the brink of a debt crisis in 1977, it deserves some atten-
tion. I

The CTLD scheme was established in the late 1960s with the aim of attracting
worker remittances as well as the foreign exchange holdings of Turkish residents
obtained through false invoicing of exports and imports. In May 1975, under bal-
ance of payments pressure, the scheme was revised to permit nonresidents as well
as Turkish gastarheiter to make foreign currency deposits in Turkish commercial
banks. The rate of interest on these deposits was 1.75 percentage points above the
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Table 6.3 Central Bank Assets and Liabilities, Selected Years (TL billions)

Assets Liabilities
Claims on
DMB and

Net Claims Other High-
Foreign on Financial Powered

Year Assets Govern't Instruments Moneva Other

1972 7.9 14.0 13.7 35.9 (16) 0.3
1977 -73.1 90.3 135.9 136.7 (63) 16.4
1980 -463.5 630.9 365.5 457.7 (217.5) 75.2

a. Currency outside banks in parentheses.
Source: IMF, International Financial Statistics (vanous issues).

Table 6.4 Assets and Liabilities of the Banking System: 1972-80 (TL billions)

Assets Liabilities
olw Claims Net

Domestic on Public Foreign
Year Credit Sectora M2 Liabilities Other

1972 79.9 23.9 71.9 -7.1 14.0
1973 97.5 32.8 92.4 -14.0 18.2
1974 135.6 41.5 116.1 -4.5 22.4
1975 205.8 64.7 148.6 16.0 39.0
1976 291.5 84.7 183.5 53.0 51.1
1977 411.6 124.6 245.5 71.6 88.4
1978 551.2 147.6 335.2 99.9 107.2
1979 879.9 251.5 542.0 153.0 173.5
1980 1,616.6 417.8 902.9 421.6 258.8

a. Includes Govemment and SEEs.
Source: IMF, International Financial Statistics (various issues).

Euromarket rate, with both principal and interest guaranteed against exchange rate
risk by the Central Bank.

Under the scheme, foreign exchange deposited by nonresidents (mainly for-
eign banks) in Turkish commercial banks was automatically transferred to the
Central Bank. The reserves of commercial banks in the Central Bank were then
increased by an equivalent amount, which allowed commercial banks to expand
their loan operations. The Central Bank then transferred the foreign exchange it
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had acquired to the public sector in exchange for government debt, thereby allow-
ing the public sector to finance its investments and acquire imported inputs.

The scheme thus involved two kinds of intervention by the Central Bank:
first, acquiring foreign exchange from commercial banks; second, transferring that
foreign exchange to the public sector. The first was equivalent to an unsterilized
intervention, since the acquisition of foreign exchange led to an expansion of the
money base. The second was equivalent to sterilized intervention, since the reduc-
tion in foreign exchange holdings was accompanied by an increase in the Central
Bank's holdings of domestic credit (i.e., liabilities of the government). In this way.
the government was able to finance its investment without crowding out the pri-
vate sector. In fact, the scheme worked to expand the availability of credit to the
private sector. The ultimate effect was a strong inflationary bias.

In addition to being inherently inflationary, the CTLD scheme was dynami-
cally unstable. Because of interest rate ceilings and credit rationing, and the fact
that all exchange rate risk was borne by the Central Bank, commercial bank loans
financed by CTLDs carried a substantial subsidy. the rate of which was approxi-
mately equal to the expected rate of depreciation of the lira. The greater the ex-
pected rate of lira depreciation. the greater the implicit subsidy.2 The greater the
subsidy, of course, the harder Turkish firms and banks worked to attract these de-
posits. And the more successful they were in obtaining CTLDs, the greater the ex-
pansion of domestic money supply and hence the greater the expected rate of
depreciation. The inherent instability of this scheme, according to Rodrik (1986),
goes a long way toward explaining why Turkey was plunged into a debt crisis five
years before other developing countries which, like Turkey, opted for growth in-
stead of adjustment after the first oil price shock.

Fiscal Policv

Public sector deficits were the source of monetary growth and inflation in the
1 970s, just as in previous inflationary episodes. The growth of government spend-
ing during the boom period led to rising budget deficits, for which the Central
Bank provided a major part of the finance (see Table 6.5). The debt crisis which
developed in 1977 forced the government to reduce real expenditures, and the
budget deficit (6.1 percent of GNP in 1977) then declined, although at 3.7 percent
of GNP in 1979 it remained substantial.

The SEEs placed a heavy and increasing burden on government finances dur-
ing the period. As Table 6.6 shows, about 25 percent of the financing requirement
of the SEEs in 1977 came from central government transfers. In addition, the
SEEs in 1977 received increasing amounts of finance directly from the Central
Bank and other financing from the State Investment Bank (which itself borrowed
heavily from the Central Bank).

By adding together the government budget deficit and the financial deficits of
the SEEs (with budgetary transfers and subsidies to SEEs netted out), we obtained
an estimate of the public sector borrowing requirement (PSBR). As Table 6.7



32 Chapter Sir

Table 6.5 Consolidated Government Budget, Selected Years (TL billions)

Proportion
Deficitl Financed by

Year Revenue Expenditure Deficit GNP(%) Central Banka

1973 59.9 65.0 -5.1 2.5 8.8
1977 187.6 240.6 -53.0 6.1 59.1
1979 524.2 608.2 84.0 3.7 70.2

a. Proportion of cash deficit (= overall deficit + net advanced payments).
Source: Ministry of Finance.

Table 6.6 Financial Requirements of SEEs, Selected Years (TL billions)

1973 1977 1979

Current operating loss 0.3 37.8 75.1
Investment 14.2 62.9 171.7
Financial requirement 14.5 100.7 246.8

Budgeting transfers 6.1 31.7 83.4
Central Bank -0.7 23.2 54.1
State investment bank 3.1 10.3 14.4
Price and other subsidies - 27.3 8.5
Other (including net foreign borrowing) 6.0 8.2 86.4

Source: World Bank (1982), based on data from the Ministry of Finance.

shows, the PSBR as a percentage of GNP more than doubled between 1973 and
1977. It is also apparent that the public sector contributed little or nothing to dis-
absorption during the period of forced economic contraction after 1977. The de-
cline in the budget deficit (in relation to GNP) was offset by a rise in the financial
deficits of the SEEs, leaving the ratio of the PSBR to GNP as high in 1979 as it
was in 1977. The pain of adjustment therefore fell for the most part on the private
sector via the mechanism of inflation.

Trade and Erternal Payments

The emphasis placed on import substitution made Turkey a relatively closed econ-
omy by 1970. In that year merchandise exports were only 4.8 percent of GNP, and
merchandise imports were only 7.8 percent of GNP. Nevertheless, external econom-
ic conditions were responsible in some degree for both the boom and the bust of the
1970s. As mentioned above, the increase in investment during the boom was
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Table 6.7 Public Sector Borrowing Requirement, Selected Years

Total PSBRI SEE
PSBRa GNP Proportion

Year (TL billions) (%) of PSBR

1973 13.5 4.3 62.2
1977 94.7 10.8 49.2
1979 238.9 10.7 64.8

a. Defined as consolidated budget deficit plus SEE financial requirement less budgeting transfers and
subsidies.
Source: Ministry of Finance.

achieved by drawing heavily on foreign savings. Moreover, the surge in real domes-
tic spending was concurrent with a significant decline in the terms of trade. That de-
cline, according to Balassa (1981), reduced Turkey's real income by 5.1 percent
between 1974 and 1978. In short, Turkey's boom ended because the unsustainability
of its macroeconomic policies was compounded by a negative extemal oil shock.

It is apparent in the balance of payments figures presented in Table 6.8 that
the trade deficit grew not only because of the surge in imports between 1973 and
1977 but also because of stagnation in export earnings. Table 6.9 presents volume
indexes for merchandise imports and exports. From 1973 to 1977, as the volume
of imports was rising at a compound rate of 10.4 percent per annum, the volume
of exports was falling at a rate of 4.3 percent per annum. Moreover, when adjust-
ment became a necessity in 1977, export volume remained constant. The full bur-
den of adjustment fell on imports, which, as Table 6.9 shows, declined in volume
by almost 60 percent from 1977 to 1979.

Turkey's poor export performance in the 1970s has many explanations, some
domestic and some external. It is beyond the scope of the present study to examine
them all or to assess their relative importance. Nonetheless, it seems reasonably
clear that domestic factors were probably the more important, even though world
recession and the rise of protectionism in developed countries in the mid-I 970s no
doubt played a part. However, as Table 6.9 shows, Turkey's export performance
in both primary products and manufactures fell far below world standards. The
presumption, therefore, must be that internal problems were the main obstacles to
export expansion in the 1970s.

The bias against exports inherent in the trade regime created in the 1960s has
already been mentioned. This bias was intensified in the 1970s by real apprecia-
tion of the currency. As Table 6.10 shows, the nominal devaluation of the ex-
change rate that began in 1976 was not large enough to offset Turkey's relatively
high inflation rate until 1980. Furthermore, the indirect tax rebate scheme for ex-
ports was weakened in the 1970s, while import stamp duties and guarantee depos-
its were jacked up because of foreign exchange shortages.
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Table 6.8 Balance of Payments: 1973-80 (US$ millions)

1973 1974 1975 1976 1977 1978 1979 1980

Exports 1.799 2,123 2,152 2.742 2,556 3,106 3.257 4,102
Imports 2.391 4.183 5,219 5,735 6,436 5,059 5.699 8,396
Trade balance 592 -2,060 -3,067 -2,993 -3,880 -1,953 -2.442 4,293

Workers'
remittances 1.183 1,426 1.312 983 982 983 1.694 2.071

Other net
factor income 94 -173 -160 -300 -686 -740 -1,023 -1,474

Transfers 18 27 23 15 12 - - -
Current

account balance 515 -780 -1,892 -2.295 -3.572 -1,710 -1.771 -3,696

DFI 27 88 153 27 67 47 100 100
Medium/long-term
Public borrowing 354 262 257 653 865 781 4,007 2.889
Short-term

borrowing -224 -80 916 1,806 1,807 844 300 950
Errors/omissions 67 79 -94 -451 267 -67 -2,745 -274
Overall balance 739 -431 -660 -260 -566 -105 -109 -31
IMF (net) -11 - 243 148 - 253 35 423
Change in reservesa -728 431 417 112 566 -148 74 -392

a. - indicates an increase.
Source: World Bank, E.P.D. Data Base Computer File, based on data from the IMF and the Ministry

of Finance.

In addition to limiting export earnings. real appreciation also contributed to
the slowdown in remittances, which by 1977 were only slightly more than 80 per-
cent of what they were in 1973. Turkey's bill in 1977 for imported goods and ser-
vices was US$4 billion higher than in 1973, while the net balance of all other
current account transactions remained virtually unchanged.

The counterpart of the current account deficits was an accumulation of exter-
nal debt. As Table 6.8 shows, direct foreign investment was never very important.
and official reserve assets contributed only marginally to the financing of current
account deficits. Far and away the most important source of finance between 1975
and 1977 was short-term external borrowing.

Negotiated reschedulings in the 1960s had transformed most of Turkey's debt
into long-term obligations, but the need to finance current account deficits in the
mid-1970s quickly reversed the situation. By 1977, 56.3 percent of outstanding
dispersed debt was classified as short-term. much of it acquired through the CTLD
scheme. Because the CTLDs were held by so many foreign banks, they did not re-
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Table 6.9 Export and Import Volume Indexes: 1973-79 (1973 = 1.0)

Terms Turkish Exports
of Trade Imports Total Priman' Manufactures

1973 1.00 1.00 1.00 1.00 1.00
1977 0.80 1.49 0.84 0.96 0.86
1979 0.74 0.84 0.85 1.04 0.88

Note: Impons and total export volumes are derived using unit values for Turkey, as published in IMF,
International Financial Statistics. Primary and Manufacturer export volumes for both Turkey and the
world use world unit value indexes as published in the GATT. Annual Report, 1982/83.
Source. IMF. International Financial Siatistics (various issues); GATT, Annual Reports (selected is-
sues).

Table 6.10 Nominal and Real Exchange Rates: 1972-80

Nominal Exchange Rate Real Exchange Rate Index
TL/$ Index U.S. Trade Weighted

1972 14.15 1.00 1.06 1.00
1973 14.15 1.00 1.(0 1.00
1974 13.93 0.98 0.93 0.94
1975 14.44 1.02 0.93 0.94
1976 16.05 1.13 0.93 0.90
1977 18.00 1.27 0.89 0.90
1978 24.28 1.72 0.85 0.92
1979 31.07 2.20 0.75 0.86
1980 76.03 5.37 1.01 1.10

Source: IMF, International Financial Statistics (various issues).

alize the extent of their collective exposure for several years. When they finally
did, in 1977, the flow of foreign commercial credit dwindled to a trickle. Its re-
serves depleted, Turkey went into arrears on more than US$1.7 billion of commer-
cial debt in 1977.

Over the next three years the country was plunged into a full-scale debt crisis.
In March 1978, Turkey signed a stand-by agreement with the International Mon-
etary Fund (IMF) for US$45 million, but because of the Fund's dissatisfaction
with Turkish economic policy, the second and third tranches were not released. In
1979, a second agreement was signed, this time for US$300 million, but that too
was blocked until a new government came to power and a new stabilization pro-
gram was announced in January 1980. During this troubled period, from May
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Table 6.11 External Debt: 1973-79 (US$ millions)

1973 1974 1975 1976 1977 1978 1979

Medium/long-term debt 2,984 3,272 3,325 3,838 4.725 6,618 10,048
Public and public guaranteed 2,869 3.126 3.126 3,590 4,305 6,353 10,980
Private nonguaranteed 115 146 146 248 - - -
Short-term debt 279 223 1,155 3,051 6.093 7,176 3,556
Private 225 145 999 2,015 4,407 5,282 2,062
CTLDs 225 145 999 1,781 2,267 2.860 617
Commercial/arrears - - - 234 2,140 2.422 1,445
Public 54 78 156 1,036 1,686 1.894 1,104
Total debt 3,263 3,495 4,480 6,889 10,818 13.794 13,604
ST/total debt (%) 12.4 10.2 25.8 44.3 56.3 52.0 26.1
Debt/exports (ratio) 1.3 1.0 2.1 2.5 4.2 4.4 4.2
Debt/GNP 0.1 0.1 0.1 0.2 0.2 0.3 0.2

Source: Rodrik (1986); Economist (1983).

1978 to March 1980, Turkey managed to renegotiate almost US$10 billion of its
outstanding debt.

Political Instability

The 1970s were a period of great political instability in Turkey. Five elections
were held, but no party achieved a parliamentary majority. Power shifted back and
forth a half dozen times between the two major parties, which were able to govern
only after entering fragile coalitions with Turkey's many small splinter parties. A
chronology of political shifts in the 1970s is provided in Table 6.12.3

Political support in Turkey during the 1970s was very much at a premium.
Each party in power had little concem for the longer-term consequences of its pol-
icies, knowing that in all likelihood the policies would be inherited by the opposi-
tion at the next election. For the same reason, austerity measures were not adopted.

In these circumstances, there were only two ways to satisfy the competing
claims of interest groups. One was to borrow resources from abroad and spread
them around; the other was to resort to inflation. Turkey, of course, tried both.

But neither strategy works indefinitely. There are limits to a country's ability
to acquire external debt, and there are limits on the willingness of the population
to bear the burden of rising inflation. The acceleration of inflation after 1977
brought a dramatic increase in income equality that may have contributed to civil
disorder (Celasun 1986b).
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Table 6.12 Chronology of Political Change, 1971-81

Period Political Change

March 1971 -October 1973 Series of three puppet govemments under
direct control of the military.

October 1973-September 1974 Coalition of left of center Republican
People's Party (RPP), led by Bulent
Ecevit, and the religious fundamentalist
National Salvation Party (NSP).

January 1975-December 1977 Coalition of right of center Justice Party
(JP), led by Suleyman Demirel, and NSP
together with the neo-fascist National
Action Party (NAP).

January 1978-October 1979 Coalition of RPP, led by Ecevit, and vari-
ous independents including defectors from
the JP.

October 1979-September 1980 Coalition of JP, led by Demirel, and vari-
ous independents.

September 1980 Military takeover led by General Kenan
Evren.

Source: State Institute of Statistics, Yearbook.

The largest inequality was the marked divergence between rural and urban in-
comes. While the agricultural terms of trade improved up until 1977, they then de-
clined dramatically (see Table 6.13) as inflation began to accelerate. The real level
of agricultural price supports was eroded, and shortages of imported inputs after
1977 raised the relative prices of their domestic substitutes.

During the 1973-77 period of heavy extemal borrowing and high growth, real
wages rose rapidly, more rapidly in fact than real GNP (see Table 6.13). But when
foreign credit dried up in 1977 workers were forced via the mechanism of inflation
to give up most of the real wage gains they had made during the boom period.

Not surprisingly, broad segments of the Turkish population gradually lost
confidence in all politicians after 1977, and the result was something close to an-
archy. More than 2,500 people were killed by acts of terrorism in 1978 and 1979,
and another 2,000 died in the first seven months of 1980 (Singer 1981). The stage
was set for the third postwar military takeover, which transpired in September
1980. As it had in 1960, the military assumed direct control of the govemment,
dissolved parliament, and abolished the constitution. Also, as in 1960, the military
committed itself to economic stabilization and a new development strategy.
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Table 6.13 Relative Price Changes: 1960-80

Agricultural Real Wages
Terms of Si/ MI

Year Trade a Indexb IndexC

1960 0.93 0.72 0.68
1970 1.00 1.00 1.00
1977 1.22 1.20 1.43
1980 0.79 0.67 1.21

a. Ratio of wholesale price indexes (1 968=1.00) of foodstuff and fodder to industfial and semi-manu-
factured products.
b. Average daily wages reported by the Social Insurance Institute deflated by the Istanbul cost of living
index.
c. Wage payments (including bonuses, excluding social security and retirement payments) divided by
the number of workers employed as reported by the Annual Survey of Manufacturing Industry.
Source: World Bank (1 974 and 1981). based on data from the State Planning Organization.
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The 1980s: Changing Course

The year 1980 was a watershed in Turkish economic history. It marked the begin-
ning of an attempt to shift the economy away from the course set at the founding
of the republic in 1923. After three years of economic and political turmoil, it was
apparent that what Turkey needed was not just economic stabilization, but a whole
new approach to the economy. In November 1979 the Demirel government an-
nounced a sweeping program of stabilization measures and market-oriented re-
forms. When the military took power in September 1980, it demonstrated its
commitment to those reforms by elevating the program's chief architect, Turgut
Ozal, to the position of Deputy Prime Minister. In November 1983. when the
country retumed to constitutional rule and civilian authority, Ozal's Motherland
Party won a majority in Parliament, ensuring that economic liberalization and re-
form would continue.

The main objectives of the 1980 reforms were: I) to improve the balance of
payments and raise international competitiveness: 2) to contain inflation: 3) to
raise the efficiency of SEEs: and 4) to shift the economy's center of gravity from
the public to the private sector, giving greater freedom to the market in determin-
ing resource allocation.

Trade Regime Reform

Reform of the trade regime was the core of the program. The first and most impor-
tant reforms were a real devaluation of the lira and a commitment to a more real-
istic and flexible exchange rate policy. In January 1980 the exchange rate was
raised 70 percent. from TL47 per dollar to TL70 per dollar. The rate was then ad-
justed periodically until May 1981, when adjustment began on a daily basis. As
shown in Table 7. 1, exchange rate adjustments between 1980 and 1987 brought
about a substantial real devaluation.
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The second reform of 1980 was a new approach to export promotion. All of
the country's major export promotion schemes, including indirect tax rebates,
preferential export credit, and duty-free allocations of foreign exchange to pay for
imported intermediate inputs were greatly expanded. It is estimated that the direct
value of subsidies rose to about 23 percent of the value of exports in 1983 (World
Bank 1984). In late 1983. however, pressure on the government budget caused a
shift in emphasis from export subsidies to a more active exchange rate policy.
Moreover, it was correctly perceived that increased import liberalization would
serve as a stimulus to exports. Consequently. direct subsidies for exports were cut
20 percent in 1984.

The third element of trade reform was import liberalization, which proceeded
more gradually than export promotion. The Quota List, which listed the permissi-
ble imports subject to quota, was abolished in 1981 and products on that list were
shifted to either Liberalization List I or 11, which named the imports subject to li-
censing. Under that regime, any good not on a list was banned. The system was
changed radically at the end of 1983 with the announcement that any item could
be imported freely other than those specifically banned or subject to licensing. The
shift from a system which specified what could be imported to one which specified
what could not be imported led to liberalization of trade in a wide array of prod-
ucts. In addition, the number of goods subject to licensing fell from 821 in 1983
to 373 in 1984 (World Bank 1986). Simultaneously, tariffs on some 800 products
were lowered from an average 19 percent to 12 percent. While quantitative restric-
tions have been removed and tariffs have come down, other special levies have
been imposed to raise revenue and blunt the effect of liberalization. Thus, while

Table 7.1 Nominal and Real Exchange Rates: 1980-87

Rate of Nominal Rate of Real
Year TLIUS$ Devaluation REER a Devaluationb

1980 76.0 144.7 109.2 30.4
1981 111.2 46.3 104.3 4.5
1982 162.6 46.2 107.8 3.4
1983 225.5 38.7 103.0 4.5
1984 366.7 62.6 96.7 6.1
1985 522.0 42.4 97.3 0.6
1986 674.5 29.2 87.2 10.4
1987 857.2 27.1 81.5 6.5

a. Index December 1982=100; trade-weighted nominal exchange rates adjusted for relative price level
vis a vis U.S., U.K.. France. Germany, Switzerland, and Italy. A fall in the index indicates real deval-
uation.
b. Negative sign indicates real appreciation.
Source: IMF. Inter-national Financial Statistics (vafious issues); World Bank data base.
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progress has been made, there is still substantial room for further import liberal-
ization. It was, nonetheless, the government's intention to completely eliminate
quantitative restrictions and achieve a uniform effective tariff by the end of the
Fifth Five-Year Plan (1989).

Currency devaluation and trade regime reforms had a strong impact on ex-
port levels and thus made Turkey something of a model of trade liberalization,
whether deserved or not, as the decade progressed. Certainly, Turkey's export
performance during the 1980s had few parallels. In the first two years following
devaluation, the dollar value of exports rose about 90 percent (see Table 7.2).
Leading the way were manufactured exports, which doubled in value the first
years and grew in value and volume from 1980 to 1985 at compound rates of
41.8 percent and 46.4 percent per year, respectively. This strong export perfor-
mance enabled Turkey to expand its imports despite the severe debt problem.
Average annual growth in the volume of nonpetroleum imports was 15.3 percent
from 1980 to 1985.

What makes Turkish export performance during the 1980s so interesting is
that the conventional wisdom about the price inelasticity of demand for DC ex-
ports was proven wrong. Turkey's export boom occurred simultaneously with the
1980-82 recession in the developed countries. A significant amount of Turkish ex-
port growth in the early 1980s, it is true, arose from rather special circumstances
associated mainly with the Iran-Iraq war. Nonetheless, as Table 7.2 shows, Tur-
key's exports to OECD countries (which grew at an annual average of 20.2 percent
from 1980 to 1985), far outpaced the rise in OECD imports. Turkey's exports to
Europe might have grown even faster still had export opportunities in the Middle
East not presented themselves.

Table 7.2 Indicators of Export Performance: 1980-87

Growth Rates Distribution of Exports
Manufacturing Exports

Year Exports Exports lo OECD Agriculture MiningManufacturing

1980 57.5 6.5 36.0
1981 61.6 118.7 34.8 47.2 4.1 48.7
1982 25.2 49.7 12.9 37.3 3.0 59.7
1983 0.3 6.7 8.0 32.8 3.3 63.9
1984 25.1 40.6 35.5 24.5 3.4 72.1
1985 11.7 16.5 9.8 21.6 3.1 75.3
1986 8.1 11.2 4.5 25.3 3.3 71.4
1987 36.1 51.5 50.1 18.2 2.7 79.1

Source: State Institute of Statistics, State Planning Organization.
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Monetary and Fiscal Policy

A manifestation of Turkey's economic problems in the late 1970s was inflation, which
as previously noted was fueled mainly by monetization of public sector deficits. The
1980 stabilization program attempted to deal with inflation in two ways. First, efforts
were made to reduce the public sector borrowing requirement by raising taxes, reducing
government expenditures, and increasing SEE prices. The second, more radical ap-
proach was liberalization of interest rates, which together with flexible exchange rates
was intended to enlarge private savings and reduce the velocity of circulation of money.

Some progress was made in lowering the public sector deficit as a percent of
GNP in the first years of the program, as is shown in Table 7.3 which reports the
consolidated borrowing requirements of the central government and the SEEs.
However, in 1983, with elections scheduled at the end of the year for a civilian
government to replace the military regime, adherence to the austerity program be-
gan to slacken. Further slippage occurred in 1984 as the government budget deficit
rose to almost 5 percent of GNP and the combined deficit of central government
and SEEs climbed to about 8 percent of GNP. This occurred primarily because of
reductions in marginal tax rates to offset the bracket creep caused by inflation.
However, in 1985 a value-added tax introduced in 1984 began to yield substantial
revenues, and both the budget deficit and the PSBR came down, although at 6.0
percent of GNP in 1987 the PSBR remained substantial.

The second approach to stabilization-financial deregulation-began with the
liberalization of interest rates on deposit. Initially, these rates were governed by a
'gentlemen's agreement" among the banks which kept the rates well below inflation
in 1980. However, competition among the banks brought rates up in 1981, and a sub-
stantial fall in the rate of inflation produced positive real interest rates (see Table 7.4).

Table 7.3 Public Sector Financial Deficits: 1980-87

Central
Government SEE Budgetan'

Budget Financial Transfers
Year Deficit Deficit to SEEs PSBR PSBRIGNP

1980 168.5 268.2 152.9 283.8 6.4
1981 111.4 439.2 229.5 321.1 4.9
1982 200.9 475.7 204.9 471.7 5.4
1983 346.6 590.0 278.1 658.5 5.7
1984 900.4 789.1 274.6 1414.9 7.7
1985 639.2 986.6 180.7 1445.0 5.2
1986 1061.4 1002.8 138.0 1926.2 4.9
1987 2452.3 1496.6 445.6 3503.2 6.0

Source: Central Bank, Annual Report. various years.
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As anticipated, positive real interest rates led to a significant decline in the veloc-
ity of circulation in 1981 and 1982, substantially easing inflationary pressure. In De-
cember 1983 the Central Bank resumed authority over interest rates on the grounds
that lack of competition in the banking sector was keeping real interest rates too low.
Thereafter, both deposit and lending rates increased in nominal and real terms. It
should be noted that the lending rates shown in Table 7.4 substantially understate the
cost of credit, since in many cases transaction fees added as much as 20 percentage
points to the cost of credit. The wide spread between deposit and lending rates, reflect-
ing a low state of efficiency in the banking sector, was a legacy of financial repression.

Control of money aggregates is shown also in Table 7.4. Inflation peaked at
over 100 percent in 1980, far exceeding the money growth rate. The high rate of
inflation marked the economy's adjustment to decontrol of product prices and de-
valuation of the exchange rate. The next year saw inflation fall 70 percentage
points, even though the money stock increased almost 90 percent. Money growth
declined in 1982 and 1983, and inflation also continued to fall. However, rising
public sector deficits in 1984 led to monetary expansion and another rise in the rate
of inflation, which averaged about 40 percent between 1980 and 1987.

Table 7.4 Monetary Aggregates and Interest Rates: 1980-87 (percent)

1980 1981 1982 1983 1984 1985 1986 1987

Money and Credit
High-powered money 47.9 56.7 40.9 38.2 50.4 38.1 26.4 36.0
M2 66.6 88.9 50.2 28.7 58.3 57.1 42.9 41.6
Domestic credit 79.1 49.9 46.3 37.9 75.4 60.0 73.7 59.1
Public sector 82.7 25.7 45.1 26.7 123.1 63.1 72.7 70.0
Private sector 74.1 85.1 47.4 48.8 35.9 55.8 74.0 35.5

Interest Rates
Commercial sight deposit
(6-12 months) 15.00 50.00 50.00 35.00 48.00 52.00 39.0 38.0
Time deposit (I year) 24.75 37.50 37.50 32.00 40.50 50.40 45.0 43.0
Medium credit 33.00 38.00 38.00 34.00 52.00 52.00 52.6 50.0

Memo Item
Inflation rate (CPI) 110.2 36.6 30.8 32.9 48.3 45.7 30.7 55.0
Inflation rate (GNP deflator) 103.8 41.9 27.3 27.6 50.0 46.0 30.9 38.3

Source: Central Bank of Turkey; IMF, International Financial Statistics (various issues).
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Output, Expenditure, and Employment

Between 1981 and 1987, GNP grew at a compound rate of about 5 percent per
year, well below the average for the period from 1960 to 1977 but nonetheless
quite respectable, given the circumstances in which Turkey found itself in 1980.
As Table 7.3 shows, industry was the fastest growing sector, propelled mainly by
rapid growth in manufactured exports.

The rate of investment between 1981 and 1987 also was well below the level
achieved in the mid-I 970s, and stemmed from both diminished access to foreign
savings and lower levels of domestic saving (see Table 7.5). The rate of domestic
saving rose significantly in 1981 and 1982, only to fall again in 1983 and 1984.
Variations in the level of saving appear to be associated more with changes in the
level of government dissaving than with changes in the household savings ratio
caused, say, by shifts in real interest rates.

Private investment suffered severely during the inflation crisis and, as Table
7.5 shows, had not revived by 1987. The fact that private investment remained
steady at only 7.5 percent of GNP suggests that high real interest rates did more
to discourage investment than to encourage private savings. Of course, the uncer-
tainty which accompanies high and unstable rates of inflation probably impeded
investment, and it also has been suggested that both private savings and invest-
ment remained low because of a redistribution of income from industrialists (who
benefited under the import substitution regime) to commercial traders (who
gained in the 1980s from import liberalization). The premise here is that the trad-
ers' propensity to save is lower than that of industrialists, but neither of these hy-
potheses has been carefully examined empirically.

One outcome of the weak response of private saving and investment was that
little progress was made toward the long-term objective of shifting the economy's
center of gravity from the public to the private sector. While the market began to
play a much greater role in allocating resources, the government's claim to the na-
tion's resources remained as great as ever. Privatization, a stated aim of the Ozal
government, has not made significant progress.

Another unfortunate consequence of sluggish private investment during the
1980s was a substantial hike in unemployment (Table 7.5). In the mid-1970s, do-
mestic employment grew at about 1.7 percent per year, but there was hardly any
employment growth between 1980 and 1987. In spite of a 1980 ban on firings (and
strikes), the rate of unemployment rose significantly. As Table 7.5 shows, had it
not been for a significant rise in the number of Turks employed abroad in the early
1980s, the unemployment rate would have been significantly higher than the 15
percent average for the period. It is also apparent that the worsening unemploy-
ment situation was primarily a problem of demand rather than supply, since real
wages, which fell dramatically in the late 1970s, continued to decline in the 1980s.



Chapter Seven 45

External Payments and Debt

Although growth rates of investment, output, and employment in Turkey between
1980 and 1987 did not match pre-crisis levels or planned targets, they significantly
surpassed the levels experienced in other developing countries which encountered
a debt crisis in the late 1970s or early 1980s. One important reason for Turkey's
success was its superlative export performance. Another perhaps equally impor-
tant reason was that Turkey was never forced to generate a trade surplus in order
to service or repay its external debt. As Table 7.6 shows, Turkey continued to have
both trade and current account deficits during and after the debt crisis.

External debt continued to grow, not only in absolute terms but in relation to
GNP. Relative to exports, however, external debt declined.

Official creditors were the main source of external funds after 1980 (see Table
7.7). A three-year stand-by arrangement concluded with the IMF in June 1980

Table 7.5 Output, Expenditures, and Employment: 1980-87

1980 1981 1982 1983 1984 1985 1986 1987

Growth Rate
(1968 Prices)
GNP 1.1 4.1 4.5 3.3 5.9 5.1 8.1 7.4
Agriculture 1.7 0.1 6.4 0.1 3.5 2.4 7.9 2.1
Industry 6.0 7.4 4.9 8.0 10.1 6.3 8.7 9.6
Services 0.8 3.7 3.5 3.9 5.3 4.0 6.4 6.8

Expenditures as
% of GNP
(Current Prices)
Fixed investment 19.5 19.1 19.0 18.4 17.9 20.0 23.2 24.0

Public 10.9 11.9 11.7 10.3 9.7 11.6 13.5 13.1
Private 8.6 7.2 7.3 8.1 8.2 8.4 9.7 10.9

Domestic savings 15.8 18.4 18.7 16.0 16.8 18.6 22.0 23.5
Foreign savings 5.5 3.2 1.7 3.5 2.8 1.9 4.1 1.5

Employment
Domestic civilian

employment
(growth) 0.0 0.9 0.6 0.7 1.3 1.1 1.8 1.9

Surplus/domestic
Labor force 14.5 15.2 15.6 16.1 16.1 16.3 15.8 15.2

Source. State Institute of Statistics, State Planning Organization.
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Table 7.6 Balance of Payments: 1980-87 (US$ millions)

1980 1981 1982 1983 1984 1985 1986 1987

Trade balance -4,603 -3,684 -2,638 -2,990 -2,942 -2,975 3,081 3,229
Workers' remittances 2,071 2,490 2,189 1,513 1,901 1,714 1,634 2,021
Interest payments -1,138 -1,443 -1,565 -1,511 -1,586 -1,753 2,134 2,507
Other current transfers (net) 262 898 1,079 1,090 1,220 2,001 2,053 2,733
Current account balance -3,408 -1,919 -935 -1,898 -1,407 -1,013 1,528 982
Long-term capital 2,047 109 1,084 349 1,159 75 1,035 1,654
Short-term capital -2 104 81 1,033 36 1.650 1,104 356
Errors and omissions 1,434 648 -75 507 317 -807 76 459
Change in reservesa -90 5 -168 -152 66 -275 786 993

a. A negative sign indicates an increase.
Source. IMF, International Financial Statistics (various issues).

Table 7.7 External Debt: 1981-87 (US$ millions)

1981 1982 1983 1984 1985 1986 1987

Debt by Borrower
Medium and long-term 14,667 15,855 16,104 18,078 20,590 24,317 29,612

Public sector a 13,495 14,950 15,264 17,258 19,725 23,360 28,372

Private sector 1,172 905 840 820 865 957 1,240

Short-term 2,194 1,764 2,281 3,180 4,759 6,911 8,692
Public sector a 1,161 704 1,626 1,398 1,915 2,926 4,122

Private sector 1,033 1,060 655 1,782 2,844 3,985 4,570

Debt by Lender
Medium and long-term 14,667 15,855 16,104 18,078 20,590 24,317 29,612

Multilateral agencies 3,857 4,531 4,916 5,494 6,157 6,588 7,780

Bilateral lenders 6,172 7,155 6,560 7,204 7,955 10,187 12,316

Commercial banks 3,257 3,229 3,262 3,704 4,351 4,837 5,702

Private lenders 841 980 1,366 1,676 2,127 2,709 3,814

Short-term 2,194 1,764 2,281 3,110 4,759 6,911 8,692

Commercial banks 184 146 392 941 1,465 2,624 3,663

Private lenders 1,506 1,477 1,795 2,174 3,264 4,254 4,993

Other 504 141 94 65 30 33 36

a. Including Central Bank.
Source: Central Bank and Treasury and Foreign Trade Undersecretariat.



Chapter Seven 47

provided SDRI,250 million, and subsequent stand-by arrangements (in 1983 and
1984) provided an additional SDR400 million. In addition to project loans, the
World Bank approved five structural adjustment loans totaling US$1,556 million
between 1980 and 1987. Bilateral official loans, however. were the single largest
source of funds. The generosity of official creditors toward Turkey was motivated
in part by the valiant measures Turkey undertook to open up its economy. Perhaps
as important, however, were foreign policy concerns generated by the fall of the
Shah of Iran in 1979 and the outbreak of war between Iran and Iraq in 1980.

The Mini-Crisis of 1987

Toward the end of 1987 a "mini-crisis" developed in Turkey, requiring a renewed
stabilization effort. As the foregoing indicates, there was a marked relaxation of
fiscal discipline during 1987 in anticipation of the November elections. Expecta-
tions of devaluation then produced a growing discrepancy between the official ex-
change rate and the unofficial or black market rate. By January the gap between
the official and black market rates had grown to almost 20 percent (Eken 1988).

There were several sources of disequilibrium in the exchange market. One
was that the authorities apparently underestimated the 1987 inflation rate, and as
a consequence the effective depreciation of the lira turned out to be less than what
was needed to maintain competitiveness. Moreover, the real interest rate on de-
mand deposits became negative, giving economic agents an obvious incentive to
increase their holdings of foreign currency. Consequently, the demand for foreign
exchange increased in the unofficial market (Eken 1988). In fact, foreign currency
deposits in 1987 accounted for nearly a quarter of total bank deposits (see Table
7.8). Hence, "currency substitution" became a serious problem.

The ostensible objective of the stabilization measures introduced in February
1988 was to eliminate the disequilibrium in the foreign exchange market. At a
deeper level, however, these measures represented the inevitable downturn of the
"political business cycle" as the government sought to counterbalance the expan-
sionary excesses it had introduced during the months leading up to the general

Table 7.8 Share of Foreign Currency Deposits in Total: 1984-87 (percent)

Year Share

1984 8.8
1985 11.9
1986 16.8
1987 23.4

Source: Central Bank.
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election. Although growth was relatively high in 1986 and 1987, it came at the ex-
pense of accelerating inflation and rapidly rising domestic and extemal debt.

The program initiated in early 1988 was designed to reduce both external and
internal imbalances. Toward these ends, the government adopted restrictive mon-
etary and fiscal policies. Commercial bank reserve and liquidity ratios were raised
in an attempt to prevent a flight away from domestic currency. And in an effort to
control the borrowing of state enterprises, all such institutions were required to
seek foreign loans without the backing of guarantees from the central government.

These measures were successful in preventing capital flight. The gap between
the official and unofficial exchange rates closed within a couple of months. The
government's actions also were successful in slowing the growth of the economy
(which grew 4.1 percent in 1988 compared to 7.4 per cent in 1987) but not in con-
taining inflation (which reached 70 percent in 1988 and 1989). Since we have la-
beled the events of late 1987 and early 1988 a "mini-crisis," perhaps some caveats
are in order. Clearly, Turkey did not suffer a typical foreign exchange crisis; the
country possessed an adequate base of international reserves, and debt repayments
proceeded on schedule. Yet, the events of late 1987 were significant in the sense
that they signalled the presence of a serious disequilibrium in the economy.
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The Role of Government:
Change and Continuity

The overview given in the preceding chapters underscores the overwhelming role
of government in the Turkish economy. Economic growth has been the first prior-
ity of every government in Turkey since the founding of the republic in 1923. In
pursuit of that goal the government has assumed an important role directly as a
provider of goods and services and indirectly as a manager of the system of incen-
tives which guides private economic activity. Economic crises have been the force
for change in Turkey. Import-substitution was formally adopted in the early 1 960s
in response to the laissez faire policies which had culminated in economic crisis
and military takeover. When this strategy failed and the country confronted anoth-
er economic and political crisis in the late 1970s, it was replaced by one which (at
least on paper) advocated free trade, flexible prices, and privatization of state en-
terprises. The transition from an essentially "fixed price" regime to a "flexible
price" regime reduced the government's role as a manager of private economic ac-
tivity. Moreover, although there was little success in privatizing state enterprises,
the nature of the government's participation in the economy changed. Public in-
vestment in the 1980s has shifted increasingly away from manufacturing and to-
ward infrastructural activities, especially in transportation, communications, and
energy. Nevertheless, government participation in the economy as measured by
the shares of government expenditures and investments in GNP did not fall. In this
chapter we describe the tension this created between the private and public
sectors.
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The Role of Government under the Flexible-Price Regime

Indicators of the size of the government's direct participation in the economy are
shown in Figures 8. 1 and 8.2. As Figure 8.1 shows, the govemment's share of
fixed investment actually increased in the 1980s. Moreover, the public sector bor-
rowing requirement did not diminish.

What changed. of course, was the old policy of fixing key relative prices. In
place of fixed nominal exchange rates and interest rate ceilings, the govemment
set real exchange rate and real interest rate targets so as to maintain intemational
competitiveness, stimulate private savings, and prevent a flight from domestic
currency. The outcome, given the persistently continuing high levels of govem-
ment spending and public sector borrowing, was high and variable inflation, large
movements in nominal exchange rates and interest rates, and volatility in real ex-
change rates. Private investment was discouraged through both direct crowding
out and rising economic uncertainty. After 1984, the business community consis-
tently cited high and volatile real interest rates as the single most serious impedi-
ment to investment (Tusiad 1988). This suggests inconsistency in the
govemment's policy of shifting the center of gravity from the public to the private
sector.

The Changing Nature of SEEs in the 1980s

Another objective of reform was to improve the performance of the state enter-
prise sector, since the financial requirements of SEEs had constituted a major

Figure 8.1 Indicators of Government's Role in the Economy: 1973-87
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Figure 8.2 Public Sector Borrowing Requirements: 1973-87
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Source: State Planning Organization; Ministry of Finance.

source of inflation in the pre- 1980 period. The govemment attempted to deal with
this problem by deregulating SEE prices so as to raise SEE profitability and by
eliminating the link between SEE financial requirements and the consolidated
budget of the Central Bank. In effect, the SEEs have been required to operate as
autonomous commercial entities since 1980.

As shown in Figure 8.3, the policy changes largely achieved the goal of re-
ducing the dependence of SEEs on govemment transfers or Central Bank credits.
However, studies of productivity in the SEEs suggest that there was little improve-
ment in efficiency during the decade (Ozmucur and Esmer 1988). Instead, it ap-
pears that the improved financial position of SEEs was purely the result of price
increases. In other words, the effect of the policy changes was mainly to shift the
financing of SEE inefficiency from the government to domestic consumers.

A majority of Turkey's SEEs operate in monopolistic or oligopolistic envi-
ronments and were largely protected from intemational competition after 1983 by
the increasing use of levies on imports to finance extra-budgetary funds. The SEEs
also enjoyed privileged status as borrowers in intemational financial markets due
to explicit guarantees provided by govemment up until February 1988; they also
were allowed to borrow from domestic banks at preferential rates. Therefore, in
spite of govemment's avowed aim of making SEEs at least behave like private
firms, they continued to enjoy the favored position that comes from being in the
public sector.
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Figure 8.3 Indicators of the Financial Position of SEEs: 1973-87
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Although privatization gained some momentum in 1988 with the sale of 22
out of the 40 percent of shares held by the public sector in Teletas, a telecommu-
nications company, little progress was made otherwise. Perhaps high and volatile
real interest rates, which constrained growth in the capital market, also posed an
obstacle to this objective.

The Changing Role of Government and Macroeconomic Crises

Macroeconomic policy in Turkey has not been aimed, as it is in developed coun-
tries, at the traditional macroeconomic targets of price stability and full employ-
ment. Instead, monetary and fiscal policies have followed the dictates of the
government's overriding goals with regard to growth and industrialization. In pur-
suit of these goals, government revenues have invariably fallen short of expendi-
tures. The government was therefore forced to borrow either from abroad or from
the Central Bank. The outcome was an accumulation of extemal debt and rising
inflation. Figure 8.4 presents a crude illustration of the linkages between the gov-
ernment's growth and industrialization targets and the build-up of external debt
prior to 1980. However, while the reforms gave the government more control over
the external balance, they lessened the government's ability to contain inflationary
pressure. which remained as strong as ever.
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Figure 8.4 Policy Linkages
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Chapter Nine

Manifestations of Macroeconomic
Disequilibrium

One indication of macroeconomic disequilibrium is an excessive accumulation of
external debt. Each of the three crises in Turkey after World War 11 was triggered
by withdrawal, or threatened withdrawal, of external credit. From 1950 to 1987.
external borrowing produced a net inflow of resources to Turkey in all but three of
the years (1971-73). Since the net inflow of external resources amounted on aver-
age to about 2.5 percent of GNP per year, a halt, or even the threat of one, had se-
rious consequences.

But accumulation of external debt is not the only way in which disequilibrium
in the form of excess aggregate demand manifests itself. Disequilibrium may also
take the form of inflation, particularly when the source of excess demand is gov-
ernnent, which has the power to create money to finance its deficits. Although
there may be a limit to the rate of inflation that an economy can accept, that limit is
much more difficult to assess than the limit on extemal debt, since inflation was not
the main cause of the crises and because the level to which inflation can rise before
causing a crisis varies with the degree of indexation and other measures that redis-
tribute the burden of inflation among different segments of society. The aim at this
point, however, is not to define the limit of either extemal debt or inflation but
merely to examine the trends leading up to the 1977-80 crisis and thereafter.

Debt Data

A continuous data series on net external debt extending back to 1963 was not
available. The main source of data was the World Bank Debt Reporting System,
which publishes annual statistics on gross long-term debt from 1970 onwards. An-
nual data on gross short-term debt, beginning in 1973, were available from Tur-
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key's Central Bank. Annual data on the foreign assets of the banking system (the
Central Bank and deposit money banks) were available as far back as 1973, and
these amounts were subtracted from gross total debt to obtain net total debt.

This series, however, was not entirely consistent with the flow data reported
in the balance of payments. The main problem did not appear to be that a signifi-
cant amount of either foreign assets or liabilities were unaccounted for. Turkey's
capital controls seem to have been tight enough to have prevented significant
amounts of unrecorded capital flight, although there was evidence of both over-
and under-invoicing of exports and imports (Celasun and Rodrik 1987).

The most obvious problem with the data arose from the procedure by which
stocks of extemal assets and liabilities were valued each year in U.S. dollars, using
current exchange rates. A realignment of the dollar against the other currencies in
which Turkey's debt was denominated results in a change in the dollar value of net
extemal debt, irrespective of a change in the current account balance.

The inconsistency between the stock and flow data on net extemal debt is
shown in Figure 9.1. The "actual" series is the difference between the reported
U.S. dollar values of gross total extemal debt and the gross foreign assets of the
Turkish banking system. The "constructed" series was derived by taking the re-
ported figure for net total debt as of December 31, 1985. as a base and working
backward, subtracting cumulative current account deficits (CAD) from the base
value (DT):

(1) DTi1 = DT - XCADTri T=1985, i=O... 12

As shown in Figure 9.1, the two series were consistent with each other over
the long run, but (as expected) diverged during periods of dollar realignment
against the deutsche mark and other currencies in which Turkey's debt was de-
nominated. Thus, the recorded stock of debt rose more rapidly than implied by the
cumulative deficit on current account in the late 1970s (when the dollar was de-
preciating against the deutsche mark), and then rose less rapidly (in fact, declined
slightly) in the early 1980s, when the dollar appreciated strongly against other ma-
jor currencies.

In the analysis which follows, the constructed series will be used. It has the
advantage of avoiding the bias that results from exchange rate realignment, it is
consistent with flow data on national income and expenditure and the balance of
payments, and it can be readily extended back to 1963 using available balance of
payments statistics.
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Figure 9.1 Total External Debt: 1973-85
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Debt Indicators

There is no single indicator of what level of extemal indebtedness is acceptable.
The two most commonly used indicators are debt/GNP ratio and debt/export ratio.
The former is usually taken as an indicator of the overall burden of debt, while the
latter is usually seen as an indicator of a country's ability to service debt. It might
be preferable to have debt service payments rather than stock of net extemal debt
in the numerator, and to have the economy's potential ability to eam or save for-
eign exchange in the denominator. But the latter is of course an unknown, and fig-
ures on the former are not very reliable during periods of crisis when debt is
consolidated and rescheduled, and interest is capitalized.

Turkey's debt/GNP and debt/export ratios for the period 1963 to 1986 are
shown in Figures 9.2 and 9.3. Before 1980, the two ratios moved more or less to-
gether, declining moderately from 1963 to 1969 when access to extemal credit
was tight, then falling more rapidly the first couple of years after the 1970 deval-
uation, which brought forth an unexpected surge in exports and an increase in
worker remittances. Both series reversed course in 1973, when Turkey began to
draw heavily on extemal credit to finance a rising bill for imported oil and an in-
creasingly ambitious investment program. After the debt crisis, from 1980 on-
wards, the two ratios moved dramatically in opposite directions. Thus, while the
burden of debt (as measured by the ratio of debt to GNP) continued to grow after
the crisis, the country's ability to service the growing stock of debt (as measured
by the ratio of debt to exports) improved dramatically. There is no doubt that the
fall in the debt/export ratio was largely what made a rise in the debt/GNP ratio fea-
sible. The divergent paths of the debt/export and debt/GNP ratios since 1980 were
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Figure 9.2 Ratio of Total Net External Debt to GNP: 1963-86
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Figure 9.3 Ratio of Total Net External Debt to Exports: 1963-86
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of course the reflection of a significant rise in the share of exports in GNP (see Fig-
ure 9.4), an accomplishment unmatched by other highly indebted developing
countries which, unlike Turkey, have been forced to make real net resource trans-
fers to the rest of the world because of deteriorating creditworthiness.

The rapid growth of merchandise exports in absolute terns and in relation to
GNP was perhaps the most important achievement of the post-1980 reforms. The
policies adopted to achieve this end were a sustained real devaluation (see Figure
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Figure 9.4 Exports as a Percent of GNP: 1963-86
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9.5), an increased level of export subsidization, and liberalization of the import re-
gime. It is difficult to quantify the relative contribution of these different mea-
sures, but the central role of exchange rate policy is indicated very clearly in the
following double logarithmic regression equation in which the real effective ex-
change rate (e) and a dichotomous dummy variable (D=l after 1980, and 0 other-
wise) are used to explain the export/GNP ratio (X/Y) over the period from 1963
to 1986 (t-statistics in parentheses):

log(Xt/Y,) = -3.77 + 1.17 log(e,) + 0.48 Dt
(-3.52) (4.95) (4.35)

R'=O.91,D.W.= 1.52.F= 130.3

Thus, the real exchange rate together with the dummy variable, which is in-
tended to capture the effect of increased export subsidies, explain over 90 percent
of the annual variation in the export/GNP ratio. A one percent real devaluation,
these results suggest, leads to about a one percent rise in the share of exports in
GNP. Turkey's creditworthiness deteriorated between 1973 and 1977 not only be-
cause of a significant rise in net extemal debt but also because of a decline in the
share of exports in GNP due to real appreciation. After 1980, the stock of debt rose
well above the level which precipitated crises in 1977 but did not generate undue
concern, mainly because of the expansion of exports and the general opening up
of the economy.

Creditworthiness depends not only on the amount of net external debt and the
openness of an economy but also on the maturity of outstanding debt. Indeed, a
mismatch between loan maturity and the gestation period of investment projects
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Figure 9.5 Index of the Real Exchange Rate: 1963-86 (1980=100)
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has been identified as one of the key problems of the highly indebted developing
countries in Latin America and elsewhere (World Bank 1985). Figure 9.6 presents
an index of the maturity structure of Turkish debt from 1973 to 1986. As shown
in Figure 9.6, short-term debt accounted for less than 10 percent of total debt in
1973, this low figure the result of a series of debt consolidations and reschedulings
in the latter half of the 1960s. However. it took only three years of the expanded
Convertible Turkish Lira Scheme to raise the share of short-term debt to over 50
percent of total debt by 1977. This, combined with a fourfold increase in the debt/

Figure 9.6 The Share of Short-Term Debt in Total: 1973-86 (percent)
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Figure 9.7 Rate of Change of GNP Deflator: 1963-86
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Figure 9.8 Rate of Change of Real GNP: 1964-86
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export ratio and a threefold rise in the debt/GNP ratio, brought Turkey to a crisis
in 1977.

Debt consolidation and rescheduling between 1978 and 1980 lowered the
share of short-term debt to about 10 percent, but it began to rise markedly again
in 1983. This, combined with a relatively high debt/GNP ratio in 1987 and the lev-
eling off of the decline in the debt/export ratio, raises the question of whether Tur-
key was again approaching the limit of its debt capacity.
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Domestic Inflation

When excess demand is not accommodated by a net resource inflow (and a coun-
terpart increase in net external debt), domestic adjustment cannot be avoided. If,
for example, the government increases its claim on the nation's output, the private
sector must be induced to reduce its claim. Inflation is a mechanism for bringing
that about, and has been used for that purpose in Turkey.

The annual rate of change of the implicit GNP deflator is shown in Figure 9.7.
Although the 1980 inflation rate of more than 100 percent is the most striking as-
pect of the record, it is not necessarily the most significant. The 1980 increase re-
flected the deregulation of product prices and devaluation of the currency after a
decade of continuous real appreciation. Also contributing to price level increases
in 1979 and 1980 were supply shortages resulting from the compression of im-
ports and a fall in real output. The export boom and increased inflow of external
credit after 1980 eased import shortages, and, as shown in Figure 9.8, growth of
real output was restored to a respectable rate by 198 1.

The doubling of the decade-average inflation rate in the 1970s and again in
the 1980s was certainly a more disquieting development than the price increases
associated with the realignment of relative prices in 1979 and 1980. As long as the
nominal exchange rate was fixed, the price level could rise relative to that of Tur-
key's trading partners only to the extent that foreign creditors were willing to fi-
nance the mounting current account deficits resulting from declining international
competitiveness. The adoption of a flexible exchange rate adjusted continuously
to achieve a target rate of real depreciation meant that the nominal anchor holding
the price level in check was lost. The shift from a policy of pegging the nominal
exchange rate to one which amounted to pegging the real exchange rate allowed
Turkey to escape from the 1977-80 debt crisis, but at the expense of a significant
rise in the rate of inflation. Since the debt indicators reviewed in the previous sec-
tion appeared to be moving in the wrong direction, the specter of even higher in-
flation in the future was a legitimate concern.

It is not of course inevitable that further real depreciation be accompanied by
an acceleration of inflation; that outcome depends on the accompanying configu-
ration of monetary and fiscal policies. Even if inflation does accelerate, however,
it need not lead to a political or economic crisis; that would depend on the willing-
ness of the public to bear the real costs and distributional consequences of infla-
tion. At what rate inflation would become unacceptable is a matter of conjecture.
It is worth noting, however, that the acceleration of inflation in the late 1970s did
have severe effects on income distribution which have yet to be reversed.

An indication of the distributional consequences of accelerating inflation in the
late 1970s is given in Figure 9.9. As the index of real wages and the index of the ag-
ricultural value-added deflator (relative to the GNP deflator) show, workers and farm-
ers suffered severe losses in real income when inflation accelerated. Compounding
the loss of real income was a fall in the purchasing power of private sector income,
as shown by the rise in the deflator for private disposable income relative to the GNP
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Figure 9.9 Indexes of Relative Prices: 1971-86
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deflator. This shift reflected the rise in the relative price of tradeable goods, which
formed a larger part of private sector expenditure than of public sector expenditure.

The real income losses of workers and farmers from 1978 to 1980 were due
in large part to the fact that the unprecedented rates of inflation in those years were
unanticipated. After the military takeover, however, both groups became subject
to an implicit incomes policy. The military government's disbanding of the more
aggressive trade unions and its general ban on strikes and on firings undoubtedly
worked to suppress wage demands. In addition, as part of the government's aus-
terity plan, adjustments in public sector wages and agricultural price supports
were purposely set below the rate of inflation. Given the extreme circumstances
under which these measures were first taken, and the fact that they were imple-
mented initially by a military regime, there may have been little that workers and
farmers could have done to resist the adjustments forced upon them.
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The Sources of Macroeconomic
Disequilibrium

Identifying the sources and measuring the magnitude of macroeconomic disequi-
libria are not as straightforward as is often supposed. The concept of disequilibri-
um relates the balance between aggregate supply and demand ex ante while the
national income accounts measure aggregate supply and demand ex post; by def-
inition, the two amounts will be equal. Nevertheless, an examination of the pattem
of income and expenditure recorded in the national accounts gives an indication
of the sources and magnitude of macroeconomic imbalances over time.

Earlier chapters suggested that the government itself has been the principal
source of macroeconomic imbalance. Evidence for this view is provided in Figure
10.1, which shows public and private sector net savings balances (gross national
savings less gross domestic investment) expressed as a percentage of GNP. The
residual of the sum of public (g) and private (p) net savings (S -1) is the net inflow
of foreign (f) saving, following the national income accounting identity:

(1) (Sp - Ip) + (Sg - Ig) + Sf = 0

Thus, the shaded area in Figure 10.1 represents net foreign savings, which is
equivalent to the current account deficit or change in net extemal debt.

As shown in Figure 10.1, private sector net savings (the balance of private
savings less investment) was close to zero (0.3 percent of GNP) between 1963 and
1986, albeit with some significant fluctuations after 1971. Public sector net sav-
ings, on the other hand, were persistently negative-minus 1.5 percent of GNP in
the 1960s, minus 7 percent in 1977, and an average of minus 2.5 percent after
1982. It would therefore appear that inflows of net foreign savings (shown by the
shaded area in Figure 10.1) compensated for the public sector imbalance rather
than the private sector imbalance.
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Figure 10.1 Net Savings as Percent of GNP by Sector: 1963-86
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The contribution of public, private, and foreign savings to the financing of
gross domestic investment is shown in Figure 10.2. Worker remittances were sub-
tracted to indicate the contribution (defined as gross private domestic savings) of
private domestic residents only.

Increases in the rate of foreign borrowing leading up to the 1977 crisis (the
shaded area in Figure 10.2) apparently resulted mainly from increases in the rate
of investment, which rose from 18 to 25 percent between 1973 and 1977. Gross
national savings, on the other hand, remained relatively constant at about 18 per-
cent of GNP. The shares within gross national savings of the public sector, domes-
tic private residents, and worker remittances varied significantly over the period.
The underlying determinants of saving behavior are examined later, but certain
things are worth noting here.

First, it is apparent that the rate of private savings in Turkey was relatively
low, averaging only about 10 percent of GNP. It would also appear that the private
sector treated worker remittances as part of current disposable income in deter-
mining levels of consumption and savings, since private domestic savings and
worker remittances were negatively correlated over time. Figure 10.2 also shows
that when access to foreign savings was restricted during the 1977-80 crisis, the
burden of adjustment fell primarily on the private sector, whose savings rose
sharply. Public savings, however, continued to decline until the reform package of
1980. Finally, the sharp rise in the private savings rate in 1986 may have signaled
the long-awaited response to the financial sector reform initiated in 1980.

The time profile of gross domestic fixed investment by sector of origin is
shown in Figure 10.3. It is clear that the investment boom preceding the 1977 cri-
sis was shared by both the private and public sectors.
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Figure 10.2 Financing Gross Domestic Investment: 1963-86 (percent of
GNP)
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Public Sector Revenue

Tax revenues and other types of revenues are collected by the central govern-
ment, by local governments, by state economic enterprises (SEEs), and, since
1983, by so-called extra-budgetary funds (EBFs) which obtain revenues through
special levies and taxes (largely on imports) that are earmarked for various social
programs.

Government revenue and the total operating surplus of the SEEs are shown in
Figure 10.4 as a percentage of GNP. In total terms, these showed remarkable sta-
bility over the period 1964-86. This is surprising in view of the government's con-
tinuous effort to increase its "mobilization of resources." In fact, general
government revenue rose rather steadily from the mid- 1960s to the mid- 1970s, but
these gains were largely offset by the growing total loss of the SEEs, which
amounted to 6 percent of GNP in 1977. Inflation played an important part in rais-
ing both total annual government revenue and the total annual SEE loss in the
1970s. Much of the rise in tax receipts from 1973 to 1980 has been attributed to
"bracket creep" within Turkey's progressive income tax structure (World Bank
1986).

The impact of the 1980 reforms on the financial position of SEEs is evident
in Figure 10.4. While measures were taken to raise SEE efficiency, the elimination
of operating losses after 1980 owed more to administrative changes that allowed
the SEEs to adjust prices to cover rising costs (Onis and Ozmucur 1988). The
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Figure 10.3 Gross Domestic Investment as Percent of GNP: 1963-86 (percent
of GNP by sector)
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improvement in SEE finances did not, however, raise public sector revenues as a
percentage of GNP because the income tax system was reformed in the early
1980s to prevent bracket creep. Income tax rates were lowered and greater reli-
ance was put on indirect taxes, culminating in the introduction of a value-added
tax in 1985.

Figure 10.4 Public Revenue as a Percent of GNP: 1964-86
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Public Net Transfers

Net transfers in relation to public sector revenues and expenditures are shown in
Figure 10.5, expressed as a percentage of GNP. Subsidies to agriculture accounted
for the bulk of transfers up until 1980, when the payment of interest on public debt
began to absorb a growing share of public sector revenues.

Although a breakdown of transfer payments by kind was not available, the in-
creasing burden of interest payments can be seen in Table 10. t. The eightfold in-
crease in the ratio of interest payments on external debt to GNP from 1980 tQ 1986
reflected both growth in the stock of debt and the payment of deferred interest on
debt rescheduled between 1978 and 1980. Interest payments on domestic debt also
went up, doubling as a percentage of GNP between 1984 and 1986. In 1985 and
1986 the Turkish government attempted to reduce inflationary pressures by rely-
ing less on money creation and more on sales of govemment debt to the private
sector (mainly banks) to finance the fiscal deficit. Given flexible interest rates and
inflation running at about 40 percent, borrowing domestically put considerable
strain on the government budget. Moreover, because the market for govemment
debt is thin (the market is dominated by four major banks), the government was
forced to offer an interest premium of as much as 10 percent. The premium on
government bonds was even higher when account is taken of the fact that they are
tax-exempt. Thus, the real after-tax interest rate on government bonds ranged
from 10 to 20 percent. Since the interest rate on government debt up until 1986
was considerably higher than the growth rate of government revenues, there was
the possibility that government debt would expand exponentially even if the pri-
mary (noninterest) deficit were eliminated.

Figure 10.5 Public Sector Revenues, Expenditures, and Net Transfers: 1964-
86 (percentage)
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Table 10.1 Interest Payments on Public Debt: 1980-86 (percent of GNP)

Year Foreign Domestic Total

1980 0.2 0.5 0.7
1981 0.5 0.6 1.1
1982 0.6 0.3 0.9
1983 1.1 0.4 1.5
1984 1.4 0.6 2.0
1985 1.5 0.6 2.1
1986 1.7 1.0 2.7

Source: State Planning Organization.

Public Sector Expenditures

Public sector income and expenditures, expressed as a percentage of GNP, are
shown in Figure 10.6. The boom in expenditures preceding the 1977-80 crisis and
the sharp decline thereafter are quite evident. All three categories of expenditures
(government consumption, government investment, and SEE investment) showed
increases during the boom, but behaved very differently during and after the crisis.
Government investment suffered the most, but it was government consumption
and SEE investment which were adjusted downward after the stabilization pro-
gram was implemented in 1980.

Figure 10.6 Public Sector Expenditures: 1964-86 (percent of GNP)
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Public Sector Deficits

The public sector deficit (as a percentage of GNP) is shown by the shaded area in
Figure 10.6. The deficits of the SEEs and government administration are shown in
Figure 10.7. It would be tempting to conclude from Figure 10.6 that the problem
stemmed from the SEEs, but that would be misleading. It would be unreasonable to
expect any industrial concem, public or private, to finance investment out of current
income. Rather, the problem seems to be that the govemment was unable to generate
sufficient savings to finance SEE investment without either running up foreign debt,
enforcing private savings through inflation, or crowding out private investment.

Public Sector Debt

Figure 10.8 shows the combined total of public debt held externally (excluding Cen-
tral Bank net foreign liabilities), public debt held by the private sector (excluding
claims on the Central Bank). and public debt held by the Central Bank. During the
boom leading up to the 1977 crisis, government borrowing from all three sources ex-
panded more or less proportionally. After the crisis, however, the Central Bank and
the foreign sector became the principal sources of deficit finance.

The Central Bank acts only as a conduit for financing fiscal deficits, since its
claims on the government are matched by its net liabilities to the foreign sector and
the private sector. The domestic and foreign counterparts to Central Bank claims on
the government are shown in Figure 10.9. Until 1973, the Central Bank's foreign as-
sets (official reserves) exceeded liabilities, and claims on the government were

Figure 10.7 Deficits of SEEs, Government Administration, and Public
Sector: 1964-86
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Figure 10.8 Net Public Debt as a Percent of GNP: 1972-86
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closely matched by the stock of base money. This situation changed dramatically
when the CTLD scheme was revised in 1973 to allow the banking system to borrow
externally on behalf of the Central Bank. Thus, in only three years, from 1973 to
1976. the Central Bank's net foreign liabilities went from a negative 5 percent of
GNP to a positive 8 percent. In exchange for foreign liabilities, the Central Bank ac-
quired claims on the domestic banking system. Consequently, net liabilities to the
private sector declined, but not base money. Instead, base money financed a growing
stock of Central Bank claims on the banking sector. The CTLD scheme was aban-
doned when the debt crisis erupted in 1977. Since then, as shown in Figure 10.9, the
Central Bank has financed increased claims on the government in traditional fashion
by expanding base money.

Figure 10.9 Central Bank Assets and Liabilities: 1964-86

26

22-

18_ Claims on government

14-,- 

10 _.

2 Base money

-2 * / Net foreign liabilities

-6 I I l l I I l
1964 1966 1968 1970 1972 1974 1976 1978 1980 1982 1984 1986

Source: Central Bank: IMF, International Final,tial Statistics (various issues).



Chapter Eleven

lurkey's Financial Sector after
the 1980 Reforms

Turkey's post-1980 reform was aimed at diversifying the types of financial insti-
tutions in Turkey and developing a capital market outside the banking sector. A
Capital Market Law was enacted in 1981, followed by formation of a Capital Mar-
ket Board. A major success of the reform was the establishment of the Istanbul
Stock Market in 1986.

Expansion of the capital market in Turkey was modest, however, and com-
mercial banks continued to dominate the financial system in the 1980s; bank de-
posits amounted to almost 70 percent of financial assets by 1985 (Table 11.1).
Although the equities market expanded, it still accounted for a negligible share of
the financial market. Moreover, the role of insurance companies and social secu-
rity institutions in the financial system remained small (Cosan and Ersel 1986; Er-
tuna 1987).

The weak response in Turkey to new financial opportunities was in some
measure due to the activities of the public sector. The sector continued to be a ma-
jor claimant on private savings in the 1980s but relied much more heavily on direct
borrowing from the banking system and private sector, and relatively less on ex-
ternal borrowing and borrowing through the Central Bank. The consequence was
strong upward pressure on real interest rates. In order to attract the funds it re-
quired in 1986, for example, the government was forced to offer real returns on its
bonds and certificates of 20 to 30 percent (Cosan and Ersel 1986). Private corpo-
rations had difficulty offering competitive returns on their debt and equity instru-
ments. As a consequence, the public sector dominated the securities market
between 1984 and 1987, as Table 11.2 shows.
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Table 11.1 The Relative Importance of Selected Financial Instruments, Se-
lected Years

1975 1980 1985

Bank deposits 56.7 56.5 69.4
Treasury bills and
government bonds 35.8 31.3 20.1
Corporate bonds 2.5 4.8 1.3
Corporate shares 5.0 7.4 9.2

Source: Cosan and Ersel (1986); Ertuna (1987).

Table 11.2 New Issues of Securities by Public and Private Sectors: 1984-87
(percent of GNP)

Ratio of
Year Private Public Public to Private

1984 3.0 0.4 88.2
1985 7.2 0.5 93.5
1986 8.3 0.7 92.2
1987 12.0 1.2 90.0

Source: Central Bank.

Oligopolistic Structure of the Banking Sector

The slowness of diversification in Turkey's financial system during the 1980s was
compounded by the fact that domestic banking was dominated by four banks (see
Table 11.3).

The formation of Turkish subsidiaries by a number of major international
banks in the early 1980s was expected to encourage competition, but the foreign
banks have specialized in the financing of international trade, and their share of
total bank deposits up until 1987 never exceeded one percent. Their failure to ex-
pand into other activities can be traced to the segmented nature of the banking sec-
tor and the close relationships between Turkey's four large domestic banks and the
country's industrial conglomerates.

A combination of interest rate ceilings and an oligopolistic environment re-
sulted in nonprice modes of competition during the 1960s and 1970s, chiefly the
opening of new branch offices. An excessive number of branches and overem-
ployment then became endemic, leading to a significant increase in bank costs.

The inefficiency of the Turkish banking sector, like the oligopolistic structure
which engendered it, appears to have survived the post-1980 reforms. A compar-
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Table 11.3 Share of Four Leading Banks in Total Bank Assets and Deposits,
Selected Years (percent)

1980 1983 1986 1987

Time deposits 65.2 70.2 71.7 68.1
All deposits 64.3 66.2 62.8 59.3
Assets 56.9 56.2 51.4 49.1

Note: The four leading banks are Ziraat Bankasi, Is Bankasi, Akbank. and Yapi ve Kredi Bannkasi.
Ziraat Bankasi is publicly owned, while the other three are private.
Source: Association of Turkish Banks.

ison of the operating costs and profitability of banking in Turkey in 1981 and 1986
with selected industrial countries shows that banking in Turkey was more costly
and yet more profitable than in other countries with more competitive banking sec-
tors (see Table 11.4).

Impact of Institutional Constraints

Inefficiency in the banking sector together with rapid expansion of public sec-
tor borrowing produced extremely high real lending rates of interest after the rates
were allowed to vary in 1980. This was followed by a large and growing spread
between deposit and lending rates of interest, as shown in Table 11.5.

Table 11.4 Operating Expenses and Current Profits as a Percent of Total
Bank Assets in Selected Countries, Selected Years

Before Tax
Operating Expensesl Current Profitsl

Country Total Assets Total Assets

Turkey (1981) 7.1 1.9
Turkey (1986) 5.3 2.0
France (1981) 2.0 0.4
West Germany (1981) 2.2 0.5
Italy (1981) 2.4 0.7
Sweden (1981) 1.5 1.2
U.S. (1981) 2.8 0.8a

a. Value for 1979.
Source. Hanson and de Rezende Roche (1986) and Association of Turkish Banks.
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Table 11.5 Nominal Deposit and Lending Rates of Interest, Selected Years
(percent)

Rate 1983 1987 1988

Deposit rate 44.0 52.0 65.0
Loan rate 78.0 86.9 122.0
Spread 34.0 34.9 57.0

Sources: Hanson and de Rezende Rocha (1986) for 1983; Survey Data for 1987 and 1988.

This large spread was due in part to the oligopolistic nature of banking in Tur-
key, but it was also a consequence of the growing number of "non-performing
loans" (see Table 11.6). The share of such loans in 1986 and 1987 ranged from 6
to 7 percent. These figures probably understate the magnitude of the problem,
since informal interviews with bank officials revealed that nonperforming loans
were frequently transferred to other categories in the balance sheet, such as "ac-
counts receivable and other assets."

The problem of nonperforming loans has been attributed to the financial
structure of industrial companies as it evolved in the 1960s and 1970s (Yaser,
Marchesini and Weed 1986 and 1988). In an environment of negative real interest
rates, the firms tended to neglect their equity base while relying heavily on bank
credits for working capital. (Table 11.7 compares the debt/equity structure of the
Turkish and U.S. manufacturing industries.) Thus, when interest ceilings were lift-
ed, many industrial firmns found themselves in a vulnerable position. Interest pay-
ments as a share of total value added in manufacturing rose to 35 to 40 percent in
1987, which was about equal to that of wages and salaries (see Table 11.8).

Table 11.6 Share of Nonperforming Loans: 1986 and 1987 (percent)

Bank Type 1986 1987

Public banks 7.2 4.9
Private banks 4.4 2.5
Domestic commercial banks 5.9 3.9
Other commercial banks 3.0 3.6
Investment and development banks 7.6 8.3
Banking sector in total 6.0 4.4

Source: Association of Turkish Banks.
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Table 11.7 Debt/Equity Ratio in Manufacturing, Turkey and the U.S. Com-
pared: 1981-84

Year Turkey U.S.

1981 4.6 1.4
1982 2.9 1.5
1983 2.1 1.5
1984 1.9 1.5

Source: Yaser (1986. 1988).

Table 11.8 Share of Interest Payments in Net Value-Added of 500 Largest
Industrial Firms: 1982-87 (percent)

Year All Firms Private Firms Public Firms

1982 26.6 31.0 23.0
1983 28.9 29.9 27.5
1984 22.2 33.1 17.4
1985 24.6 36.2 14.6
1986 37.9 35.1 29.4
1987 38.2 35.1 41.9

Source: Istanbul Chamber of Industry.

Conclusion

Interest rate flexibility was an important goal of financial liberalization. As the
Turkish case illustrates, however, interest rate flexibility must be accompanied by
institutional reforms which eliminate segmentation in financial markets if it is to
be effective. In addition, as has been noted elsewhere (Hanson and Neal 1986), fi-
nancial market liberalization must be accompanied by complementary monetary
and fiscal policies. Otherwise, as will be shown in subsequent chapters, financial
liberalization may have perverse effects on savings and investment.



Chapter Twelve

Deficit Finance, Money Demand,
and Inflation

Unlike foreign or private lenders, Turkey's Central Bank is obligated to provide
the govemment with as much credit as it demands, at zero interest. But there are
limits on the degree to which the Central Bank can intermediate transfers of re-
sources from the foreign or the private sector to the government. These limits de-
pend on the willingness of the foreign and private sectors to accept increases in
their holdings of Central Bank liabilities. This chapter analyzes the limits to Cen-
tral Bank deficit financing via the issuing of base money.

Money Demand

Money serves as a medium of exchange and as a store of wealth. The latter trait is
particularly important in a country like Turkey, where nonmonetary financial as-
sets are uncommon. The standard form of the money demand function is:

(1) log (MD) = a. + aIlog(P) + a2 log(Y) + a3iD + a4Pe

where MD is the demand for normal money balances, P is the price (CPI) level, Y
is real income (GNP), iD is the after-tax nominal deposit interest rate, and pe is the
expected inflation rate.

For purposes of estimation, it is often useful to restrict the coefficient a, to
unity. The practical reason for doing so is that the price level and its rate of change
are often correlated, especially when inflation is high. However, there is also a the-
oretical justification: if money illusion is absent, the demand for real balances will
be independent of the level of prices. In an economy experiencing 40 percent in-
flation, as Turkey's sometimes has, the absence of money illusion can perhaps be
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safely assumed. Furthermore, since the estimates reported below are based on an-
nual data, lags in the adjustment of money demand to price level changes are like-
ly to be relatively unimportant.

A potential shortcoming of the conventional formulation of the money de-
mand function, when applied to a developing country undergoing rapid structural
change, is that it fails to take account of changes in the demand for money arising
from concomitant increases in the monetization of economic activity and financial
deepening. As an increasing share of economic activity becomes located in the
modem sector, and as households move from rural to urban areas, the demand for
money (especially bank deposits) can be expected to grow, other things equal. In
an attempt to capture this effect, it is useful to introduce a structural change vari-
able to the money demand function. The variable used in this study is the ratio of
nonagricultural value-added to GNP (NAG), which rose from 0.69 in 1965 to 0.84
in 1986. With the coefficient for the price level restricted to unity, and the struc-
tural change variable added, the money demand function to be estimated is:

(2) log(MD/P) = bo + b1log(Y) + b2iD + b3 Pe + b4 NAG

The expected signs of the coefficients in (2) depend on the definition of mon-
ey. The definition used here is M2, which is broadly composed of currency in cir-
culation (CC), sight deposits (SD), and time deposits (TD). Since the signs of
some of the coefficients in (2) are expected to differ from one component to the
next, it is useful to estimate separately the demand for each component as well as
the demand for the aggregate.

The coefficient of Y (b1 ) is expected to be positive in the demand function of
each component, and normally takes a value close to one. In a developing country,
however, it is not surprising to find an income elasticity of money demand greater
than one, especially in the demand function for deposits.

The sign of the coefficient on the interest rate (b2) would be expected to differ
for currency, sight deposits, and time deposits if these were imperfect substitutes for
one another. Since the interest rate used in this study was the maximum nominal af-
ter-tax rate on 6-12 month time deposits, the expected sign in the demand function
for currency and sight deposits is negative, while for time deposits it is positive.

The coefficient on the inflation rate is expected to be negative for all these
components of M2, although one would expect a larger and statistically more sig-
nificant coefficient on the inflation rate in the demand function for deposits than
in that for currency. The reasoning behind this difference is that the inflation rate
is the opportunity cost of holding wealth in liquid assets, as opposed to goods or
physical assets. Since currency is held primarily for transaction purposes, while
deposits are held to a far greater extent as a store of wealth, it is reasonable to hy-
pothesize that deposits (and especially time deposits) are a closer substitute for
goods and physical assets than is currency.

The structural change variable-the ratio of nonagricultural value-added to
GNP (NAG)-is expected to have a positive coefficient in the demand function for
sight and time deposits, but not necessarily for currency. Indeed, a decline in agri-
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culture's share in the economy can reduce the overall demand for currency if the
shrinking number of rural households tends to hold more currency than urban house-
holds (which typically have greater access to banking services).

In order to estimate (2) over a period going back to the mid- 1960s, it was neces-
sary to rely on annual data. But a disadvantage of annual data is that the number of ob-
servations is limited, in this instance to 22, for the years from 1965 to 1986. Another
shortcoming of annual data is that month-to-month or quarter-to-quarter variation is
lost, which can make it difficult to obtain robust results. This was not a problem
though, because the period was one of great turbulence with large variations in the an-
nual data. Also, when working with annual data there is less need to be concemed
about lags or to be too sophisticated about estimating expected variables. Several esti-
mates of expected inflation were experimented with, but none performed as well as the
contemporaneous inflation rate, the variable used in the results reported below.

The estimation results are shown in Table 12.1. All the conventional hypoth-
eses about the determinants of money demand find strong support in the Turkish
data. The income coefficient in the demand for deposits is greater than one and sta-
tistically significant, but this was perhaps to be expected in a developing country.
Moreover, the structural change variable exerts the expected influence on money
demand, with an especially strong effect on the demand for time deposits.

Table 12.1 Money Demand Estimates

Dependent Independent Variables

Variable C log(Y) iD pe NAG R- D.W. F

log(M2/P) -0.975 1.058 -0.154 -0.431 2.105 0.987 1.88 43.3
(-2.481) (18.867) (-1.373) (-9.608) (3.347)

log(C/P) -10.491 1.219 -1.264 0.060 -1.193 0.919 1.77 60.95
(-13.597) (11.078) (-5.749) (0.691) (-0.960)

log(SD/P) -11.127 1.629 -2.080 -0.124 1.492 0.988 2.02 435.58
(-27.200) (27.915) (-17.842) (-2.669) (2.280)

log(TD/P) -8.123 1.211 1.516 -1.064 8.467 0.943 1.01 88.318
(-3.855) (4.297) (2.526) (-4.420) (2.511)

M2 = IMF. /i,ternatiorial Financial Statistic s (various issues), lines 34 plus 35.
C = IMF. International Finianc ial Statistics (vafious issues), line 14a.
SD = IMF. Inter national Fintanc ial Statistics (various issues), line 24.
TD = IMF. International Financial Statistics (various issues), line 25.
Y = real GNP in 1968 prices.
P = consumer price index.
'= maximum, after-tax (t) interest rate (i) on 6-12 month deposits.
jD= I I +i)( I-t)l- I
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The results suggest that the interest elasticity of substitution among the dif-
ferent components of M2 is high. There is also strong evidence of substitution be-
tween money, especially time deposits. and goods and physical assets. The results
suggest, in fact, that a one percent increase in expected inflation reduces propor-
tionately the demand for real time deposits, other things equal. The demand for
sight deposits, not surprisingly, is less sensitive to inflation, and currency demand
appears not to be influenced at all. The elasticity of demand for aggregate real
money balances with respect to inflation is therefore only about -0.5. which im-
plies that inflation has a significant negative effect on private sector financial
wealth.

The logarithm of real M2 and its estimated values are shown in Figure 12. 1.
The most rapid expansion in demand for real M2 occurred between 1965 and
1972, when growth and structural change were rapid and inflation was relatively
low. After 1972 the demand for real balances began to slow down, and then turned
negative with the debt crisis in 1977. The reforms after 1980 restored much of the
demand for real balances, which grew especially rapidly after 1983. due mainly to
higher interest rates on deposits.

Inflation is clearly the predominant variable underlying the observed varia-
tion in demand for real balances. This is illustrated by comparing actual real bal-
ances with the simulated demand for real balances under the assumption of zero
inflation, the results of which are also reported in Figure 12.2. The negative effect
of the declining real GNP in 1979 and 1980 was observed in the simulated series
for real balances, but compared to the flight from money occasioned by the accel-
eration of inflation during the crisis period the real output effects were negligible.

Figure 12.1 Real M2: Actual, Estimated, and Simulated: 1966-86
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Seigniorage and the Inflation Tax

The government of Turkey derives a significant amount of revenue from its mo-
nopoly in supplying base money. The annual change in nominal base money ( H),
or seigniorage, when expressed as a percentage of nominal GNP, indicates the
command over resources that accrues to the government from supplying base
money.4 The revenue from seigniorage can be divided into two components: rev-
enue due to growth in real base money (H/GNP)(H/P), and revenue due to infla-
tion, (H/GNP)(P), using the formula:

(3) AH/GNP = (H/GNP)(H/P) + (H/GNP)(P)

The last term on the right-hand side of (3) is of course the inflation tax on base
money.

Figure 12.2 shows trends in the two kinds of the revenues from seigniorage.
In the 1960s, when growth and structural change were rapid and inflation was low,
seigniorage amounted to about 2 percent of GNP. As inflation began to accelerate
in the 1970s, seigniorage grew as a share of GNP, this deriving mainly from in-
creases in the inflation tax. But further increases in the inflation tax after 1977
failed to produce a rise in seigniorage, as real base money declined. As shown in
Figure 12.2, the acceleration of inflation in 1983 eroded some of the gains made
in restoring the ratio of the change in real base money to GNP after 1980. After
1983, seigniorage fell, due to a decline in the inflation tax, which in this instance
was unaccompanied by a compensating rise in the ratio of real base money to
GNP. Two factors may explain this. Reserve requirements were lowered in the
1980s in an attempt to reduce the large spread between deposit and lending interest
rates. And in 1983, Turkish citizens were permitted to hold foreign currency de-

Figure 12.2 Seigniorage and the Inflation Tax: 1964-86
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posits in domestic banks, making such deposits a feasible substitute for deposits
of domestic currency. However, the data needed to assess the extent of currency
substitution were insufficient.

Modeling the demand for base money is more complicated than modeling the
demand for money balances, since it involves everything included in the money
demand function plus reserve requirement ratios which differ among the different
components of money, and which change over time. Nevertheless, it is useful to
explore the empirical relationship between inflation and seigniorage, even if with-
in the framework of a simple and perhaps incomplete model.

There are three ways in which inflation influences seigniorage. First, there is
the positive effect when households try to restore the loss in real balances resulting
from inflation. This is the inflation tax effect-the higher the inflation, the higher
the tax rate on base money. Offsetting this is the negative effect which results from
substitution of physical assets and goods for money in response to inflation. This
might be termed the "flight from money" effect-the higher the inflation, the
smaller the base on which the tax is levied, other things equal. In addition, there
is the negative effect which results from substitution among currency, sight depos-
its, and time deposits in response to changes in the deposit interest rate, which in
the absence of ceilings would be expected to rise with increases in expected infla-
tion. This effect, which might be termed the "asset substitution effect," is negative
because the reserve requirement ratio is lower for time deposits than for sight de-
posits, and lower for sight deposits than for currency, which has an implicit re-
serve requirement ratio of one. Thus, as households substitute upward from
currency to sight deposits to time deposits in response to higher inflation, the de-
mand for base money declines. The relationship between inflation and seigniorage
when all three effects operate simultaneously is therefore hard to ascertain. At low
levels of inflation, the inflation tax effect may dominate; at higher levels of infla-
tion, the flight from money and component substitution effects may dominate.

The empirical relationship between inflation and seigniorage is therefore like-
ly to be nonlinear and may well involve a change of sign from positive to negative
at some critical level of inflation. This is in fact what is observed in the following
regression equation, estimated on annual data from 1965 to 1986, and containing
a quadratic term to test for a change in sign in the relationship between inflation
and seigniorage (t-statistics in parentheses):

(4) (AH/GNP) = 0.407 + 0.146 P - 0.001 P2 - 0.052 iD

(1.221) (8.206) (-7.069) (-5.214)
R = 0.777 D.W.= 2.11 F = 25.05

where P is the rate of change in the Consumer Price Index and iD is the nominal,
after-tax, 6-12 month deposit interest rate. The interest rate is included as a sepa-
rate regressor because over most of the estimation period the interest rate was sub-
ject to a ceiling set independently of the inflation rate.

These results indicate that indeed seigniorage does rise with the inflation rate,
but only up to a certain point, after which the quadratic term dominates and
seigniorage becomes negatively related to the inflation rate. There is, in other
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words, a Laffer curve for seigniorage, which is illustrated in Figure 12.3 using the
coefficients in (4) to generate the curve. The turning point in the curve is found by
taking the first derivative of equation (4) with respect to P. setting the derivative
equal to zero, and solving for P and the maximum seigniorage/GNP ratio.5

Assuming that the interest rate ceiling is set independently of the inflation
rate, the above results suggest that the turning point occurs at an inflation rate of
73 percent, with the maximum level of seigniorage equal to about 5 percent of
GNP. Alternatively, if it is assumed that the interest rate ceiling is set at a rate
about equal to the inflation rate. the turning point is at a 47 percent inflation rate
and the maximum seigniorage is about 2 percent of GNP.

These results are tentative and provide only a rough indication of the limits to
which deficits can be financed by the inflation tax. They do, however, illustrate
how financial liberalization-in particular, the removal of ceilings on interest
rates-constrains the government's ability to monetize fiscal deficits. Allowing
domestic residents to hold foreign currency deposits in domestic banks further
limits the monetizing of deficits.

Financial liberalization can therefore be seen as a mixed blessing. On the one
hand, it imposes a certain discipline on monetary and fiscal authorities. On the oth-
er. it brings a dynamically unstable inflation rate that much closer to reality. Of
course, no general conclusion about the desirability of financial liberalization is
warranted without also considering its impact on private saving and investment
behavior, which is the subject of the next chapter.

Figure 12.3 The Seigniorage Laffer Curve
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The Impact of Adjustment on Private
Savings and Investment

The preceding chapters examined the sources of macroeconomic disequilibrium
in Turkey, the financing of public sector deficits, and the process of adjustment in
financial markets. This chapter concludes the analysis by considering the impact
of adjustment on real private expenditures.As suggested in the analytical frame-
work presented in the Appendix. whether the adjustment in private expenditures
required by a given fiscal deficit falls mainly on consumption or on investment
crucially depends on the method the government chooses to finance its deficits and
on the nature of domestic financial markets, and in particular on the regulations
which govern the markets.

This chapter explores some of the hypotheses suggested earlier concerning
the nexus between public deficits and private savings and investment, with special
attention given to the implications of financial liberalization. The centerpiece of
the analysis is empirical estimates of private savings and investment functions in
Turkey. Ideally, the savings and investment functions should be estimated and in-
terpreted within a complete macroeconomic model. but that will have to await fur-
ther research. The results reported here are therefore tentative.

Determinants of Private Savings

Income, according to theory and to a vast empirical literature, is the principal de-
terminant of consumption and hence of savings. The life-cycle and permanent in-
come hypotheses, grounded in intertemporal choice theory and strongly supported
by empirical evidence, suggest that the relationship between income and savings
depends on whether income is perceived to be permanent or transitory. According
to these hypotheses. consumption is geared to the expected level of permanent
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income, with deviations from permanent or trend income being largely saved or
dissaved depending on whether the deviations are positive or negative.

In addition to income. the interest rate and inflation are included in many
models of savings behavior. However, there is far more controversy about the the-
oretical justification and empirical significance of these variables in the savings
function. The classical view that saving is an increasing function of the real inter-
est rate has been questioned because the substitution effect and the income effect
may work in opposite directions, rendering the net effect of a change in the interest
rate on savings ambiguous (Gylfason 1981). Thus, Keynes (1936:94) concluded
that the interest rate effect on consumption (and hence on savings) "... is second-
ary and relatively unimportant, except where unusually large changes are in ques-
tion."

Keynes' caveat clearly argues for the inclusion of the real interest rate in the
private savings function for Turkey, since the removal of interest rate ceilings in
198 1 led to a rise in the real interest rate on deposits of almost 50 percentage points
(the starting point being minus 40 percent in 1979). In these circumstances one
would certainly expect the substitution effect to predominate, and savings to be a
positive function of the real interest rate. It is on this expectation that much of the
case for financial liberalization is grounded.

The impact of inflation on savings is also a subject of controversy (see, e.g.,
Deaton 1977; Juster and Wachtel 1972a and 1972b). Inflation may affect the ag-
gregate level of savings in several different ways.

First, inflation may influence aggregate savings through its impact on income
distribution. If inflation raises the relative income of groups with a relatively high
propensity to save, the aggregate level of savings will rise with inflation. As sug-
gested earlier, inflation in Turkey had significant effects on income distribution,
although whether these effects favored those with relatively high savings propen-
sities or those with relatively low ones is unclear (Celasun 1986; Ozmucur 1986).

Second, inflation may influence savings through its impact on real wealth. If
consumers attempt to maintain a target ratio of consumption to wealth or of liquid
assets to income, savings will rise with anticipated inflation. The money demand
function estimates reported in the preceding chapter suggest that inflation had a
significant negative effect on wealth in Turkey, and thus might be expected to have
had a strong positive influence on savings.

Third, inflation is often associated with increased uncertainty, which may also
motivate increased savings. If the variation of the inflation rate is greater at high
rates of inflation, and money income is not expected to match this variation, real
income becomes subject to greater uncertainty when inflation is high. It is surely
the case in Turkey that the inflation rate exhibits greater variation the higher the
inflation rate.6

Therefore, a positive relationship is expected between inflation and savings
for this reason in Turkey, also.

Following conventional theory and guided by previous empirical work, the
aggregate private savings function for Turkey is specified as follows:
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(I) log(S/Y) = ao + allog(Y) + a2(1+rD) + a3 P

where S is real private savings, Y is permanent real private disposable in-
come, Y is transitory real private disposable income, rD is the real, after-tax de-
posit interest rate [=(I+iD)/((1+P)], and P is the rate of inflation. The logarithm of
permanent real private disposable income is derived from the estimated semi-log-
arithmic trend equation:

log(Y) = 4.380 + 0.060 T - 0.143 DR2 = 0.98

where T is time and D is a dummy variable (D = 0 for years 1965 to 1977 and I
for years 1978 to 1986). The dummy variable is included to account for the drop
in real income which accompanied the 1978 crisis. Since there was no significant
difference in the trend rate of growth of real income before and after the crisis, the
income loss in 1978 can be regarded as a permanent reduction of real income be-
low what it would have been if there had been no crisis.

The logarithm of transitory income is simply the difference between the log-
arithms of actual income and permanent income (logY = logY - logY). The rea-
sons for specifying the dependent variable as the log ratio of real savings to
permanent income are both practical and theoretical. The practical reason is to
conserve degrees of freedom, which are scarce when using annual data, and to
minimize the problem of colinearity among the explanatory variables. However,
the permanent income hypothesis provides theoretical justification since, accord-
ing to the hypothesis, savings are proportional to permanent income, other things
equal.

Using annual data for the period 1965 to 1986, the following results were ob-
tained (t-statistics in parentheses):

(2) log(S/Y) = -2.873 + 2.5651og(Y) + 1.0lI0( I+rD) + 0.618P
(-9.858) (5.629) (2.875) (5.117)
R 2= 0.74 D.W.= 1.912 F=20.86

The above results provide strong support for conventional hypotheses about
the effects of real interest rates and inflation on savings, factors which were long
neglected. In Turkey, at least, both variables were found to exert a strong positive
influence on private savings.

These results also illustrate the costs of financial repression. and by implica-
tion the gains from financial liberalization. The size and statistical significance of
the coefficient on the real interest rate are particularly relevant, suggesting that a
one percentage point increase in the real interest rate raises the savings/income ra-
tio by one percent, other things equal. This clearly demonstrates the deleterious
effect of interest rate ceilings in an inflationary environment, as in Turkey in the
1970s. Financial liberalization can therefore be seen to hold considerable promise
for raising the rate of savings. Furthermore, these results suggest that the crowding
out of private investment by government borrowing may be ameliorated in a lib-
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eral financial regime by the positive inducement to private saving resulting from
the impact of government borrowing on interest rates.

The coefficient on the inflation rate in the savings function gives an indication
of how far the government can compel private savings through inflation. Whether
this reflects the income distribution effect, the wealth effect, or the uncertainty ef-
fect is unclear. The analysis in the preceding chapter suggested, however, that the
government's ability to extract private savings through the wealth effect is dimin-
ished by financial liberalization. These results, on the other hand, suggest that this
outcome may be more than compensated for by the positive effect of financial lib-
eralization on real interest rates.

The actual and estimated ratio of real private savings to real private dispos-
able income, and the actual and estimated ratio of real private savings to real per-
manent income, are shown in Figure 13. 1. The highest rate of real private savings
during the entire 22-year period occurred in 1979, in the depth of economic crisis.
In short, Turkish households redoubled their savings despite a severe decline in
real disposable income. Clearly, this was a response to the loss of wealth and in-
creased uncertainty about the future which inflation and the tumultuous events of
the period created. The impact of inflation is illustrated in Figure 13.2, which com-
pares the estimated ratio of real savings to real permanent income, with a simula-
tion of the ratio using the estimated savings equation under the assumption of zero
inflation. It is worth noting that the substantial rise in the savings rate in 1986 (see
Figure 13.2) was not associated with a rise in inflation but instead appeared to be
the result of the combined effect of a higher real interest rate on deposits and a rise
in real income growth.

Figure 13.1 The Real Private Savings/Income Ratio: 1966-86
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Figure 13.2 The Real Private Savings/Income Ratio, Assuming Zero
Inflation: 1966-86
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Determinants of Private Investment

Central to most studies of business investment is the generalized accelerator mod-
el. In addition, one finds an eclectic assortment of variables supplementing the
generalized acceleration model. Eclecticism suits this study, whose purpose is
mainly to explore the impact of key financial variables on real aggregate private
investment in Turkey.

The key financial variable influencing investment in a liberal financial regime
is the real interest rate, which in a bank-dominated financial system is the real
bank lending rate on medium/long-term loans. However. in a system in which in-
terest rates are set administratively and credit is rationed, the interest rate may be
less important. What may be of more relevance will be the quantity of credit rather
than its price.

The investment function estimated here includes both the price and quantity
of credit as explanatory variables, together with an income accelerator variable.
For the period 1965 to 1986, the following results were obtained:

(3) log(I) = -0.624 +I.068Alog(Y) I - 1.5 04 (1 +rL) + 1.3261og(CR/P)
(-2.201)(1 .339) (-8.148) (16.399)

R2 = 0.93 D.W.= 1.53 F = 94.76

where I is real private fixed domestic investment, Alog(Y)-l is the rate of change
of real GNP lagged one year, rL is the maximum real interest rate on medium/long-
term loans (including commissions and taxes), and CR/P is the banking system's
claims on the private sector(CR), deflated by the implicit GNP deflator(P)
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These results indicate that private investment in Turkey was determined over-
whelmingly by conditions in the financial markets. Indeed, the coefficient on the
accelerator variable, although carrying the expected sign, was not very significant
statistically. Instead, the quantity and the price of credit were found to be the prin-
cipal determinants of private investment, which as shown in Figure 13.3 suffered
severely during the 1977-80 crisis and recovered only modestly after 1980. More-
over, we find that the investment equation is stable over the two policy regimes of
fixed and flexible nominal interest rates, no doubt because rationing and credit
market segmentation were prevalent under both regimes. It is also worth mention-
ing that several other variables which might have been expected to influence pri-
vate investment, including the real exchange rate, the real wage, the rate of
inflation, and the variability of inflation were experimented with in the investment
function, but none proved statistically significant.

The cost and quantity of credit allocated to the private sector from 1965 to
1986 are shown in Figures 13.4 and 13.5, respectively. The growth of financial in-
termediation through the banking system allowed for a substantial expansion of
credit to the private sector at relatively low interest rates until 1977. Then, with
the acceleration of inflation and the ensuing flight from money, the availability of
aggregate credit was substantially reduced. Moreover, as Figure 13.5 shows, mat-
ters were made worse by the diversion of a growing proportion of aggregate real
domestic credit to the public sector after 1974. After 1980 the stock of real credit
expanded rapidly, with the share allocated to the public sector continuing to grow.
Indeed, as was suggested earlier, the growing demand for credit by the public sec-
tor, motivated by its desire to ease pressure on the balance of payments and do-
mestic inflation, was largely responsible for pushing interest rates up and thereby
discouraging private investment.

Figure 13.3 Real Private Fixed Investment: 1966-86 (logarithms)
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Figure 13.4 The Real Interest Rate on Medium/Long-Term Loans: 1966-85
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It might be inferred from the estimation results that the removal of ceilings on
interest rates, contrary to the predictions of advocates of financial liberalization,
hurt private investment in Turkey. This conclusion would be premature, since the
relationship between interest rates and investment is more complex than this sin-
gle equation estimate suggests. The large and statistically significant coefficient
on the interest rate in the private savings function indicates that the aggregate
availability of bank credit was greater than it would have been if the ceilings had
been maintained. However, as Figure 13.5 shows, the public sector appeared to be
claiming an ever larger share of bank credit, thereby denying private investors the
potential benefits of financial liberalization.

Conclusion

While financial liberalization reduced the government's ability to use inflation to
compel private saving, it also stimulated an increase in voluntary private savings
in response to higher real interest rates. This too, however, cuts in the opposite di-
rection, since higher interest rates have been found to significantly deter private
investment. Furthermore, concern about growing external debt and rising inflation
motivated the government to borrow more heavily from the private sector, making
credit to private investors both more costly and less available. As a result, private
investment rebounded only modestly after its collapse in the late 1970s.
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Figure 13.5 The Real Stock of Bank Credit: 1966-86
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Chapter Fourteen

The Political Economy of
Economic Crisis

Turkey's failure to grow rapidly over the long run was not for lack of effort on the
part of government. Turkey followed other developing countries in attempting to
force industrialization through a strategy of import-substitution manufacturing
and to quicken its pace by adopting macroeconomic policies which proved to be
unsustainable. The outcome, as in other countries which have pushed import-sub-
stitution policy too hard too long, was inefficiency and periodic economic crises.

If Turkish governments were truly dedicated to growth, why did they stead-
fastly pursue the import-substitution strategy until 1980, long after many other de-
veloping countries had demonstrated the merits of a more outward-oriented
approach, and why did they adopt macroeconomic policies which repeatedly led
the country toward economic crisis?

In generic terms, the first of these two questions has received a fair amount of
attention. The standard explanation given is that, once entrenched, an import-sub-
stitution regime becomes difficult to dislodge owing to the power of vested inter-
ests who gain valuable rents from the system. Thus, it took something approaching
an economic and political catastrophe for Turkish leaders to break with fifty years
of eatism.

The question of why Turkish authorities adopted macroeconomic policies
which propelled the country toward economic crisis every ten years or so has re-
ceived much less attention. Before we can begin to examine the question, howev-
er, it is necessary to frame it properly.

Macroeconomic policy is usually treated as an exogenous variable. This al-
lows one to go directly to the question of why policymakers choose one policy
over another, and what the implications of that choice are. In the case of Turkey,
however. that approach is not appropriate. Fiscal balance and monetary growth
were not used principally to achieve the traditional macroeconomic goals of price
stability and full employment. Instead. they appear to have been determined en-
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dogenously as a by-product of public investment decisions designed to achieve
growth and industrialization objectives. Public sector investment programs in Tur-
key have invariably required more resources than could be extracted from the pri-
vate sector through taxation. The resulting excess aggregate demand was the
source of each of the postwar economic crises and was behind the high and rising
level of inflation in Turkey as the 1980s came to an end.

Toward a Political Economy Framework

There is little in the way of rigorous theory to guide analysis of the political econ-
omy of macroeconomic policy. In lieu of theory, we begin by identifying some key
features of the political economy of Turkey, which taken together provide a frame-
work for analyzing macroeconomic crisis in Turkey.

Autonomy and Capacity of the State

Political science places great emphasis on the autonomy of the state as both an ac-
tor and an organizational structure (Skocpol 1985). According to this perspective,
state elites, or bureaucrats, devise a notion of the "national interest" that differs
from the particular interests of any specific group within society. However, the na-
tional interest will dominate the special interests only if the elite possesses the
ability to impose its own conception of the national interest on the rest of society.

Turkey has long been considered a country with a strong "state tradition"
(Heper 1985), and the Turkish bureaucratic elite has always regarded itself as the
guardian of the national interest. But if the idea of the "autonomy" of the state has
traditionally been strong in Turkey, the "capacity" of the state to impose its con-
ception of the national interest on everyone else has been correspondingly weak.
Governments in Turkey have possessed substantial decision-making autonomy,
but they have traditionally lacked the power to extract the economic resources re-
quired to implement their vision of the national interest. This imbalance between
"state autonomy" and "state capacity" is one of the key elements of Turkey's po-
litical economy.

Origins of Rent-Seeking Behavior

A second element of Turkey's political economy concerns the nature of interaction
between the bureaucratic and business elites. It is a peculiar feature of the Turkish
case that the state has been instrumental in developing and consolidating private
business. The state assumed this role in 1923 because of the absence of an indig-
enous entrepreneurial class when the republic was founded, owing to the Ottoman
tradition of relegating commercial and business activities to the Christian and
Jewish minorities.
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The principal instrument for creating and encouraging private business in
Turkey was financial incentives of various sorts. The patterns of rent-seeking be-
havior so evident in Turkey are, as a consequence, deeply rooted in Turkey's his-
tory and transcend the implementation of the import-substitution policies with
which rent-seeking behavior is usually associated.

Multi-party Democracy

The transition of Turkey to multi-party democracy in 1950 is another element to
be taken into account. Economic growth between 1923 and 1950, when a single
party held power, was relatively low, but the economy was stable. The cycle of rel-
atively rapid growth interrupted by periodic crises has only been common during
the period of multi-party democracy. This, we suggest, is no accident, but rather
is a consequence of the constraints and pressures inherent in a multi-party political
system.

Center-Right Political Dominance

The dominance of "right of center" political parties is also relevant to our discus-
sion. With the exception of a few brief periods during the 1970s, market-oriented
"conservative" parties have dominated the political scene. As shown in Table 14.1
and Table 14.2, the electoral shares of "center-right" and "center-left" parties have
been fairly stable over time, with the former claiming 60 percent of the vote on
average. The relevance of this in terms of political economy stems from the rela-
tive importance the competing parties place on growth or equity, with the center-
left traditionally expressing more concern for equity and the center-right putting
more emphasis on growth.

International Dimension

The international economic environment more-or-less defines the "feasible set" of
domestic policy options. Favorable external "shocks" preceded each of the post-
war economic crises. In the 1950s, the favorable shock was a commodity price
boom induced by the Korean war. In the 1970s, it was worker remittances and
increased access to international financial markets. In the 1980s, it was large in-
flows of official credits. Thus, in each instance we observe something of a Dutch
disease phenomenon-the perception of a "soft budget constraint" (Komai 1986),
the formulation of overly ambitious growth and investment targets, and then the
inevitable crisis when it proves difficult to reverse course as the impetus from
abroad diminishes.
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Table 14.1 Distribution of Votes in General Elections: 1950-83 (percent)

Year Center-Right Parties Center-Left Parties

1950 56.4 39.9
1954 61.4 34.8
1957 54.3 40.6
1961 62.5 36.7
1965 65.1 31.7
1969 54.9 32.9
1973 57.5 34.4
1977 53.7 41.9
1983 68.4 30.5
1987 66.7 33.3

Source: Tekeli (1986).

Table 14.2 Electoral Performance of Governing Party and Major
Opposition Party: 1950-87 (percent of total votes)

Year Governing Party Major Opposition Party

1950 53.5 (DP) 39.9 (RPP)
1954 56.6 (DP) 34.8 (RPP)
1957 47.3 (DP) 40.6 (RPP)
1961 36.7 (RPP) 34.8 (JP)
1965 52.9 (JP) 28.7 (RPP)
1969 46.5 (JP) 27.4 (RPP)
1973 33.3 (RPP) 29.8 (JP)
1977 41.4 (RPP) 36.9 (JP)
1983 45.1 (MP) 23.3 (PP)
1987 36.3 (MP) 24.8 (SDPP)

Note: DP: Democratic Party. RPP: Republican Peoples' Party. JP: Justice Party. MP: Motherland Party.
PP: Peoples' Party. SDPP: Social Democratic People's Party.
Source: State Institute of Statistics.

A Hypothesis

These separate elements may now be integrated to form a hypothesis to explain
the crisis cycle in Turkey. At the core of the hypothesis is the interaction and co-
existence of a strong state tradition with multi-party democracy. Under the con-
straints imposed by parliamentary democracy, the state and business elites who
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constituted the governing coalition have been confronted with the problem of
maintaining a broader "national coalition" in order to obtain a numerical majority
of the votes and thereby preserve their position of power. The problem of building
a national coalition is in our view the decisive element in the persistence of the
crisis cycle.

The governing party plays the key mediating role in uniting the governing co-
alition of the corporate sector and upper-level bureaucracy with the "broader na-
tional coalition," which may include small business, the lower-level bureaucracy,
labor, and peasants (Sunar and Sayari 1986; Waterbury 1988). The instrument
used by the party to reconcile the divergent interests of these groups and to "legit-
imize" the national coalition is the promise of rapid growth. Thus, while economic
logic might argue for a slower but more stable rate of economic growth, political
logic demands rapid growth, even if it proves unsustainable.

Finally, it is important to note that in economic systems in which "rent-seek-
ing" behavior is a way of life, intensive growth based on improvements in efficien-
cy or productivity is generally not feasible. Instead, the government pursues its
growth objectives primarily by raising the level of investment across the board,
with little concern for the relative efficiency of investment among competing sec-
tors. Thus, in the presence of widespread rent-seeking, excess aggregate demand
arising from a given growth target is all the more likely.

The hypothesis sketched here can be placed within the framework of Mancur
Olson's theory of "distributional coalitions," in which carrying out the welfare
function of society means that each group (or at least each group constituting the
national coalition) will gain in absolute terms, but that the relative positions of the
governing coalition and the national coalition will remain unchanged. National
welfare, defined in this sense. constitutes a public good. The rate of economic
growth, in Olson's framework, is viewed as the "selective incentive mechanism"
which preserves the broader national coalition and eliminates the "free rider"
problem (Olson 1965, 1982).

Political Economy of Macro Policy in the 1970s and 1980s

There is broad agreement as to what the main economic policy mistakes of the
1970s were which produced Turkey's most devastating economic crisis. They
were, first, a failure to adopt a more outward-oriented development strategy after
import-substitution had reached its limits at the end of the 1960s (Onis 1986); sec-
ond, a failure to recognize the unsustainability of the boom generated by remit-
tances and new-found access to international financial markets in the middle
1970s (Olgun and Togan 1984; Dervis and Robinson 1982); and, finally, a failure
to adjust expenditures in response to the loss of real income consequent on the rise
in the price of imported oil in the mid-1970s, instead borrowing in international
financial markets without regard to either the maturity structure or the true cost of
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mounting extemal debt (Cel5sun and Rodrik 1987). The aim here is to try to ex-
plain, within a political economy framework, why these mistakes were made.

The Rise and Decline of National Coalitions

Under the first two five-year plans, from 1963 to 1972, growth was both high by
historical standards and relatively stable. Moreover, the pattern of income distri-
bution, while highly unequal, was nonetheless stable, which meant that all major
socio-economic groups benefitted in absolute terms from economic growth (Hans-
en 1988). Thus, the basic prerequisites for establishing and consolidating a broad
national coalition were satisfied in the 1960s.

In the early 1970s, however, the foundation on which political stability was
built began to crumble. The "distributional equilibrium" which had sustained the
national coalition began to disintegrate as various groups attempted to improve
their relative position within the governing coalition.

The elections of 1973 clearly pointed toward the emergence of a distribution-
al stalemate. For the first time in Turkish history, a political party with an explicit
social democratic ideology (Ecevit's Republican People's Party) obtained a plu-
rality of the seats in Parliament. Even more important, the 1973 election brought
about a significant narrowing of the gap between the leading party and the major
opposition party in terms of popular vote, a pattern which prevailed throughout the
1970s. As a result, it became increasingly difficult for any party, center-right or
center-left, to form a government alone. It was necessary to create multi-party co-
alitions which only lasted about two years on average (see Table 14.3).

Furthermore, attempts by the main opposition parties to break the coalition
deadlock only added to the hostility which pervaded the political climate of the
1970s.

As a result of the instability of political coalitions, the time horizon of policy
decisions became increasingly short, ruling out any viable response to the external
shocks to which Turkey was subject in the 1970s, including the oil-price increase
and the Cyprus War in 1974.

At the same time that the political system was becoming less stable, the im-
port substitution strategy was waning. The "easy-phase" of import substitution
had been completed by the early 1970s, and plans called for the expansion of in-
vestment in the intermediate and capital goods industries. These investments in-
creased the demand for imported raw materials and capital equipment, but it
became increasingly more difficult to mobilize foreign exchange due to deterio-
rating export incentives and competition for foreign exchange to pay the ever-ris-
ing cost of imported oil. Thus, the ability of any governing coalition to achieve
sustainable growth at a rapid rate on the foundation of an import-substitution strat-
egy became increasingly difficult.
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Table 14.3 Anatomy of Coalition Governments during the 1970s

Phase Government

One Ecevit's Republican People's Party emerges from the general
elections with the largest number of seats. Yet, RPP fails to secure
a majority (October 1973).

Two The formation of a coalition govemment by RPP. The coalition
partner is National Salvation Party (NSP) led by Necmettin
Erbakan, with an Islamic fundamentalist ideology (January 1974).

Three Ecevit resigns with the hope of securing an early general election
Election is prevented by other parties. A caretaker government is
formed (September 1974).

Four Demirel's Justice Party (JP) returns to power. A right-wing
coalition government is formed with JP as the dominant partner
(March 1975).

Five General elections again fail to produce a majority. Ecevit's attempt
to form a coalition government proves to be unsuccessful (June
1977).

Six Demirel forms the second right-wing coalition government with
NSP and the Nationalist Action Party (NAP). The two minor
partners obtain key ministerial posts. The coalition of unlikely
partners proves to be highly unstable (July 1977).

Seven Ecevit forms a minority government with the support of
independent MPS and defectors of JP (January 1978).

Eight Ecevit's RPP experiences defeats in by-elections. Following
Ecevit's resignation Demirel forms a new coalition government
with the backing of NSP and NAP (October 1979).

Nine Armed forces seize power (September 1980).

Without the promise of rapid long-term growth, distributional equilibrium
was lost, with the result that those outside the governing coalition tried to improve
their positions. Unionization, which began in the 1960s, reached significant pro-
portions only in the 1970s, as Table 14.4 shows. With growing strength, the unions
began to press for higher wages. As Table 14.5 shows, the intensity of strike ac-
tivity rose steadily throughout the 1977-80 crisis until the military takeover of
1980 and the imposition of a ban on strikes.

The rise of union power resulted in a shift of political power and disruption
of the distribution equilibrium, as revealed by the rise of real wages from the early
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1960s until the crisis erupted in 1977 and by the parallel rise in the share of wages
in the value of output by public and private manufacturing.

The distributional stalemate in the early 1970s caused the broad national co-
alition to collapse. Without such a coalition, the political system became unstable,
producing a paralysis which prevented government from responding to either ex-
ternal shocks or growing internal economic problems. The distributional stale-
mate was not broken until 1980, and took the form of a forced incomes policy and
a ban on strike activity. As Figure 14.1 shows, the gains made by labor began a
steep descent in 1977.

Figure 14.1 Real Wages in the Manufacturing Sector: 1972-86
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Table 14.4 Unionization in Turkey, Selected Years (percent)

Year Unionization

1963 10.8
1967 18.5
1971 29.6
1975 42.8
1977 46.0

Note: Unionized workers as a percent of wage earners who were entitled to become unionized (e.g.,
excluding public sector employees).
Source: Mumcuoglu in Ozbudun and Ulusan (1980).
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Table 14.5 Strike Incidence in lbrkey: 1963-88

Number of Number Jof
Numbeer of Participants Days Lost

Period Strikes in Strikes from Strikes

1963-74 58 12.489 281,115
1975-77 21 39,392 2,883.029
1978-80 97 37,775 3.074.957
1980-81 0 0 0
1981-83 15 3,632 144,728
1987-88 232 29,896 1,977,303

Source: State Institute of Statistics, Statistical Yearhooks of Turkey (various issues).

The Influence of Ideas

Political instability is one reason that firm steps were not taken to avoid the crisis
of the late 1970s. Yet, the explanation may not be that policymakers were prevent-
ed from taking appropriate action; it is also possible that they did not know what
the appropriate action was at the time. Did they believe that the external shock of
the 1970s would be permanent or temporary? What was their thinking about the
nature of economic relationships within the Turkish economy, and how did this
thinking guide policymaking?

Economic theories and certain models of economic development appear to
have had a significant influence on Latin American policymaking (Hirschman
1987). Compared with their Latin American counterparts, Turkish policymakers
appear to have been more pragmatic. Nonetheless, they presumably had at least an
implicit model in mind as they attempted to deal with economic problems.

Such a model was evident in its most explicit form within the State Planning
Organization, which in the 1960s and 1970s was the most influential policymak-
ing agency within the government. Its primary responsibility was the formulation
and implementation of the five-year plans. If the State Planning Organization's
perception of economic reality was reflected in the way it went about formulating
those plans, it is clear that the Turkish State Planning Organization viewed the
Turkish economy as extremely rigid. unresponsive to market incentives. The the-
oretical foundation of the Turkish plans was the standard two-gap model at the
macro level, superimposed on an input-output model at the sectoral level. The
plans were therefore based on medium-term consistency models and thus did not
give much weight to short-term policy issues (Yagci 1981). The main concerns of
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the planners revolved around alternative growth targets and the nature of the con-
straints on such targets.

A stylized model of how Turkish planners viewed the operation of the econ-
omy has been presented by Yagci ( 1981) and highlights the following:

i. Foreign exchange earnings and govemment revenues were both
regarded as exogenously determined. The planners' perspective was
that they could do little to increase either export revenues or domestic
tax revenues. Import-substitution was seen as the principal mecha-
nism for relaxing the foreign exchange constraint, while inflation (the
tax of last resort), acquired a particularly important role as a means of
forcing saving.
ii. The planning model was "structuralist" in character, assuming
fixed coefficients and zero price elasticities throughout. The model's
assumptions about fixed export coefficients and fixed import coeffi-
cients drew attention away from the issue of economic efficiency.
That lack of attention became increasingly critical as the import-sub-
stitution strategy was extended to heavy, capital-intensive industry in
the 1970s. Similarly, the assumption that exports are exogenously de-
termined led the policymakers to deemphasize the negative effect on
export eamings of real appreciation of the currency.
iii. The policymakers failed to anticipate the costs of accelerating
inflation and its negative impact on the govemment's ability to collect
seigniorage. As a consequence. it failed to foresee the vicious circle
of rising govemment deficits and accelerating inflation which were
implied by their ambitious medium-term growth targets.
iv. Given the medium to long-term horizon of the planning model,
and the structural rigidities it assumed, the question of whether the oil
shock was permanent or temporary and what that would imply about
an appropriate response to the shock did not receive the attention it de-
served.

As an indication of just how strong a hold the planning model had on policy-
makers' thinking, note that the coalition government formed by Ecevit in 1978 (at
the very time of economic crisis) was fully committed to another five-year plan
which embodied the same principles and assumptions as the previous plan, which
was designed and implemented during a period of unusually rapid growth. It
seems that the "mind set" of the policymakers was strongly conditioned by the
planning model adopted by the State Planning Organization.
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Macroeconomic Policy in the 1980s

The year 1980 was a tuming point in the political economy of Turkey. After failing
to negotiate a stabilization agreement with the IMF in 1978 and 1979, Ecevit's So-
cial Democratic Party yielded power to Demirel's center-right Justice Party in
mid-1979. Demirel's govemment was able to formulate what most observers (in-
cluding the IMF, the World Bank, and the OECD) regarded as a viable stabiliza-
tion program, but Demirel's administration, like its predecessor, was unable to
gain the broad political support necessary to take action.

The distributional stalemate which had plagued every govemment in the 1970s
was broken in September 1980 by military takeover. Acting under martial law, the
military govemment imposed a compulsory incomes policy which produced a de-
cisive redistribution of income away from wage eamers. The downward movement
of real wages, together with large inflows of official foreign credits and a program
of fiscal austerity, stabilized the economy within a matter of eighteen months.

The military regime, which held power from 1980 to 1983, achieved stabiliza-
tion more quickly than anyone might have had a right to expect by virtue of three
advantages over its civilian predecessor. First, being a transitional regime, it was
relatively free to ignore basic distributional issues. Second, a military govemment
seemed necessary to put an end to the economic failures, political instability, and
civil disorder experienced under the civilian govemments. Third, the military gov-
emment's success in negotiating a stabilization program with the intemational in-
stitutions and in borrowing on a large scale from official creditors enhanced its
legitimacy.

Turkey's escape from the constraint imposed by the need for a national coali-
tion was temporary, however. As economic stability retumed, the demand for a re-
tum to parliamentary democracy grew stronger and culminated in general elections
in November 1983. The stabilization program was preserved, however, since Tur-
gut Ozal, the chief architect of the 1980 program, became the head of govemment.

The return to a multi-party democratic system confronted Ozal's regime with
the task of reconstituting the "broader national coalition" which had disintegrated
during the 1970s. Initially, Ozal was in a particularly strong position to confront
this challenge, having established his reputation as an effective negotiator and as
the architect of the 1980 stabilization program.

Circumstances, however, made the task of reassembling the national coalition
more difficult. Certain socio-economic groups, including labor, the agricultural
workforce, the lower-level bureaucracy, and elements of small business had been
major losers from the process of adjustment and reform. Incorporating elements
of this broad swath of society into the national coalition, while preserving the
stabilization program and pursuing a market-oriented economic philosophy, posed
a dilemma. In addition, Ozal's Motherland Party faced the special handicap of
being a new party, even though it followed to a certain extent in the footsteps of
Demirel's Justice Party.
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The acceleration of economic growth through an ambitious expansion of pub-
lic investment in the 1984-87 period was, we conjecture, one manifestation of the
government's efforts to reconstitute the broad national coalition and to build and
consolidate a new party. Thus, one of the central paradoxes of the post- 1983 era-
namely, the commitment to economic stability, structural adjustment, and privati-
zation while simultaneously pushing the economy to what is probably an unsus-
tainable growth path via an overly ambitious public investment program (Onis and
Ozmucur 1988a and 1988b)-was resolved within the framework of political
economy and the logic of coalition building.

Mechanisms of Coalition Building

In the 1960s and 1970s, the government of Turkey used investment channelled
through state economic enterprises (SEEs) as the principal instrument in building
political coalitions. Investment in the SEEs was seen first of all as an effective way
of creating employment. Moreover, govemment control over SEE prices was seen
as a way of directing assistance to other sectors of the economy in return for po-
litical support. The consequences were labor hoarding and inefficiency, leading to
enormous financial losses which the government was obliged to finance. Since the
financing of SEE losses was generally recognized as having been a major cause of
the economic and political crisis at the end of the 1970s. the Ozal regime was de-
nied this instrument of coalition building. The military government had made SEE
reform a major objective, and Ozal 's regime had no alternative but to continue the
task.

In the 1980s, govemment had to find different ways of using investment
spending to build political support. It shifted the weight of its investment from
manufacturing to transport, infrastructure and energy, with rather dramatic results
in terms of improvement of basic amenities. The proportion of villages with elec-
tricity was raised from about 50 percent in 1980 to almost 94 percent in 1986,
while the number of telephone connections rose almost fivefold between 1980 and
1986.

Another innovation of the 1980s was the emergence of extra-budgetary funds
which exist outside parliamentary control. The largest of these funds is the "Mass
Housing and Public Participation Fund," which transferred enormous subsidies to
private homeowners and generated a boom in private sector investment in hous-
ing.

Generating political support has also been one of the objectives of Turkey's
experiment with privatization. In the hope of getting the support of middle-income
groups, the government began its privatization program by selling revenue-shar-
ing certificates of large publicly owned infrastructural concerns, including the Ke-
ban and Oymapinar dams and the Bosphorus Bridge. Subsequently, in February
1988 the government offered a major portion of its share in the telecommunica-
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tions company, Teletas, to the public via the stock market. In each of these cases,
the aim was to broaden the electoral base via dispersion of property ownership, in
a way reminiscent of the notion of "popular capitalism" embodied in the Thatcher
experiment in the United Kingdom.

The Mini-Crisis of 1987

The relationship between economic growth and the strength of political coalitions
is nicely illustrated in the "mini-crisis" of late 1987, when the govemment was
forced to adopt an austerity program and subsequently suffered a loss of popular-
ity following a sharp decline in growth.

The Motherland Party secured a comfortable victory in the elections of No-
vember 1987, which gave them prospects of a second term of office until 1992.
However, election was won at the expense of growing crisis as inflation acceler-
ated, causing real interest rates on deposits to become negative. As a consequence
there was a massive flight from domestic currency to dollar denominated deposits,
generating a foreign exchange crisis as reflected in a progressively large spread
between the official and free market exchange rate (Eken 1988).

The government, secure with a mandate following the general elections, im-
plemented a series of measures designed to stabilize the economy in early Febru-
ary 1988. Monetary policy was tightened, reserve and liquidity requirements were
raised, government expenditures were cut and SEE product prices were raised
substantially. These measures succeeded in eliminating the spread between the of-
ficial and free market exchange rate, but at the cost of a significant fall in the
growth rate. There was, however, a significant political cost as well. for in local
government elections in March 1989, the Motherland Party emerged as the third
party, having received only 22 percent of the vote, a significant reduction from the
36 percent it received in the general election of 1987.

Continuity and Change in Political Economy of Macro Policy

In the 1980s, the Turkish economy was substantially transformed. The most fun-
damental change was the opening up of the economy as a result of trade liberal-
ization and a reform of the financial system. These changes reflect a dramatic shift
in the underlying philosophy of the government regarding its role in the economy.
The five-year plans have been relegated to the background, and the structuralist
models on which past plans were based are clearly out of favor. Neo-classical eco-
nomic theory has increasingly become the dominant mode of thinking in policy-
making circles.
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Yet, excess aggregate demand stemming from overly ambitious public invest-
ment programs persisted as a source of instability. Why did policymakers not learn
from past experience? Perhaps they believed that past experience was not entirely
relevant in the circumstances of the 1980s. There may be some basis for that view.
Policymakers had reason to be much more optimistic about the elasticity of exter-
nal demand for Turkish exports than they were in the 1960s and 1970s. Since they
were willing to adjust the exchange rate continuously to maintain export price
competitiveness, they may have been confident that the balance of payments could
be insulated from the effects of fiscal imbalance. In addition, Turkish policymak-
ers may be influenced by the perception that the World Bank and IMF saw them-
selves as shareholders in Turkey's economic success, with a corresponding
commitment to ensure that success is preserved, since Turkey is often portrayed
by these agencies as a shining example of the validity of the orthodox stabilization
program.

No matter how auspicious external circumstances may appear. however, the
ruling party cannot ignore the need to establish and maintain a broad national co-
alition in order to remain in power. Given the tension between the groups which
make up the national coalition, and the pressures imposed by the multi-party po-
litical system, a high rate of growth generated by government spending may be
seen as the only way to maintain political stability. Of course, the lesson of the past
is that without economic stability, political stability cannot last long.
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lurkey's Economic Crises and
Long-Term Growth

The cause of Turkey's economic crises, we have argued, was an inability to adjust
to excess aggregate demand generated in the public sector. The reason for excess
demand in the public sector, we further argued, was the government's preoccupa-
tion with growth and its tendency to set growth targets at levels that were not sus-
tainable. During each crisis, growth came to a halt (or worse), and thus the average
rate of growth over the long run fell short of the target level.

The Turkish experience might seem to suggest that macroeconomic crises
lower long-term growth. However, that conclusion may not be warranted. If mac-
roeconomic policies had been chosen so as to avoid periodic crises, the rate of
growth over the long run might not have been any higher. In other words, it may
be that Turkey's macroeconomic policies raised the variance in g.owth rate over
the long run but did not necessarily lower the mean rate of growth.

This chapter examines that issue, exploring the relation between macroeco-
nomic policy, economic crises, and long-term growth. The focus of analysis is on
investment. That investment should be made the focus of analysis of the relation
between macroeconomic policy and growth might seem intuitively obvious. Nev-
ertheless, it is at variance with orthodox growth theory, which emphasizes instead
the importance of human capital accumulation and technological change.

The relation between investment and growth is hard to define. We begin with
an empirical examination of that relationship in Turkey over the past twenty years,
drawing inspiration from a recent study (Scott 1989) which makes investment the
primum mobile of long-term growth.

105
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Investment and Long-Term Growth

Investment is defined in orthodox neoclassical growth theory as an increase in the
stock of homogeneous capital. Since capital is one of the arguments in the neo-
classical production function, its expansion contributes to higher output. The stan-
dard assumption, however, is that in the long run an economy tends toward a
"steady state" rate of growth, which is defined as one where the output/capital ra-
tio is constant-that is, where output and capital grow at a uniform rate equal to
the sum of Harrod neutral technological change and the rate of labor force growth.
Hence, an increase in the ratios of savings to income and investment to income
will have only transitory effects on growth. Higher rates of savings and investment
will raise the level of income, but not the rate at which it grows in the long run.
The same assumption applies to changes in the quality of investment, such as
might result from trade liberalization (Lucas 1988). Income may rise as the result
of a growth spurt following trade liberalization or a rise in the investment rate, but
in the long term technological change and labor force growth (assumed to be ex-
ogenously determined) are all that matter.

Maurice Scott's recent study (1989) destroys conventional wisdom with a
devastating application of common sense. Firms do not go willingly into steady
state growth, he argues, but strive always to maintain or accelerate growth. They
do not invest in new machines because old ones wear out, but mainly because the
quasi-rents they earn on the old machines diminish as real wages rise and relative
prices change. This being so, why would they want to invest in more of the same
kind of machines that are earning low and diminishing quasi-rents? They invest,
instead, to obtain better machines or to get more out of the ones they have.

"Change is not made without inconvenience. even from worse to better," it is
said, and this is the essence of Scott's "new view." Since change (read "growth")
cannot occur without cost (read "sacrifice of consumption"), and since the sacri-
fice of consumption for growth is the purest definition of investment, growth can-
not occur without investment. That is not, of course, to deny the importance of
technological change, only to argue that it cannot be meaningfully separated from
investment.

This is not the place to try to explain the elaborate theory Scott offers in place
of the orthodox one; the common sense of his view is compelling enough for our
purpose. Nor are the results below offered as support for Scott's theory; the data
required for testing the theory properly were not available to us for Turkey. In-
stead, we proceed in the spirit of Scott's new view, but without adhering to its care-
ful blueprint.

The basic growth equation according to Scott's view is:

(1) Y = aQ(I/Y) + bL-

where Y is the long-run growth rate, Q is a measure of investment quality, (1/
Y) is the ratio of gross investment to income, U is the growth rate of quality ad-
justed labor, and a and b are constants. As Scott (p. 171) explains: "This divides
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growth in any period into two parts: that arising from material investment, and that
arising from growth of quality adjusted employment."

In estimating Scott's growth equation, one's observations should be fairly
long period-averages or exponential growth rates so as to avoid cyclical influences
on growth and to allow for the gestation of investment. This procedure is, howev-
er, not open to us, since our aim is to examine the relation between investment and
growth in Turkey over the past twenty years. Nevertheless, we can try to mitigate
the problems both of cyclical influences on growth and of prolonged gestation of
investment. Where information is available on capacity utilization (e.g., for man-
ufacturing) we may divide growth into two components: growth of capacity and
growth of capacity utilization:

(2) Y=Y*+U

where Yt is the rate of growth of capacity output and U- is the rate of change
of capacity utilization (U=Y/Y*). The rate of investment determines capacity
growth, while the rate of change of capacity utilization depends mainly on cyclical
factors. To deal with the problem of the prolonged gestation of investment and
avoid short-term Keynesian effects, we use moving averages of the investment
rate over three previous years. Thus, the observation for (I/Y) in year t is:

(3) (I/Y),= (1/3) { X (I/Y)t-n I
n=l

It will be recalled that the Scott growth equation contains a parameter for in-
vestment quality (Q), and allowance should also be made for shifts in this param-
eter. One might expect a negative shift in Q during Turkey's major crisis from
1978 to 1980, when trade restrictions and other controls were tightened. On the
other hand, one might expect a positive shift in investment quality after 1980,
when price controls were lifted and quantitative restrictions on imports were re-
moved. It is also conceivable that there is a systematic relationship between quan-
tity and quality of investment. If a greater quantity of investment means a larger
number of marginally profitable projects, the average quality of investment will
be lower the higher the rate of investment. This hypothesis can be easily explored
by introducing the square of the investment rate as an additional variable in the
growth equation. the expected sign of the variable being negative. The shifts in in-
vestment quality during crisis, and subsequently with the implementation of sta-
bilization and structural adjustment polices, can be handled by introducing
dummy variables. Our version of the Scott growth equation is therefore:

(4) Y, = al(I/Y*), + a2Lt + a3 U1 + a4Q,((1/Y*) 2,D1,D2 1

where DI=l for t=1978 to 1980, zero otherwise; and where D2=1 for t=1981
to 1987, zero otherwise. Following Scott, we omit a constant term in (4), thereby
forcing all of the explained variation in long-term growth to be shared between in-
vestment and the labor growth rate, leaving no room for any exogenous source of
growth. This procedure is consistent with Scott's theory but amounts to the impo-
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sition of a restriction on the estimation equation, namely, that the coefficient on
the constant is not significantly different from zero. This restriction was tested,
and it was found that it could not be rejected statistically. Estimates of (4) for the
Turkish economy as a whole and separately for the manufacturing sector are pre-
sented in Table 15.1; the rates of growth of real GDP and real manufacturing val-
ue-added are shown in Figure 15.1.

The Scott growth equation fits the data for manufacturing far better than for
the economy as a whole, which is not surprising, given that more and better data
were available for the manufacturing sector than for others. Capacity utilization
data were available only for the manufacturing sector. We were therefore unable
to separate cyclical and long-term determinants of aggregate growth. In addition,
shifts in the quality of investment are no doubt more pronounced and yet more dif-
ficult to model at the aggregate level than for an individual sector. Nonetheless,
the central role of investment as a determinant of growth is revealed even in the
aggregate data.

For the manufacturing sector the growth equation performed exceedingly
well, explaining over 90 percent of the variation in the annual rate of growth of
real manufacturing value-added. All the explanatory variables carry the expected
sign and exhibit reasonable parameter values. The coefficient on (I/Y) is an esti-
mate of the average rate of return on capital suggesting an average real return of
about 14 percent, which is quite reasonable, given that the average annual rate of
growth of manufacturing was about 10 percent per annum. The coefficient on L
exceeding unity, although not statistically different from unity, might appear un-
reasonable, since in a static economy this coefficient is an estimate of the labor
share of value-added (OL). However, as Scott (1989), demonstrates in a steadily
growing economy the marginal product of labor exceeds the wage by an amount
that depends on the rate of investment.

In this case:

(5) b = OL/[I-(I/Y)I.

An estimate of "b" (equation (I)) in the range of unity is therefore consistent
with a labor share of value-added of about 70 percent, given that the average an-
nual rate of investment in manufacturing was about 30 percent.

For both manufacturing and GDP growth, the dummy variable representing
the years 1978-80 was statistically significant and carried the expected negative
sign. The dummy variable for the stabilization and adjustment period, 1981 to
1987, proved insignificant in both cases, as did the square of the investment rate.
We caution against drawing any conclusion about shifts in the quality of invest-
ment from these results, however, since they are based on very aggregative data
and are rather imprecise proxies for change in the efficiency of investment. What
can be inferred from these results, however, is that the rate of investment was in-
deed the key determinant of long-term growth in Turkey.
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Table 15.1 Estimates of the Growth Equation for Real GDP and Real
Manufacturing Value Added

Explanatory Variables
Dependent R.
Variable (I/y*) L- U DI D, (f/Y)2 D.W.

RealGDPgrowth 0.19 0.76 - -5.23 n.s. n.s. .41
(0.04) (0.71) (1.83) 2.20

Real manufacturing
value added 0.14 1.36 0.21 -3.99 n.s. n.s. .92

(0.03) (0.21) (0.18) (1.60) 2.60

- Not available.
n.s. Not statistically significant.
Note: Standard errors in parentheses.

Figure 15.1 Growth Rates of Real GDP and Real Manufacturing Value-
Added: 1971-87 (percent)
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Source: State Institute of Statistics; State Planning Organization.

Economic Crises and the Level of Investment

Having established the importance of investment as the key determinant of long-
term growth in Turkey, we proceeded to examine the relation between the quantity
and quality of investment and economic crisis. Unfortunately, this is not the
straightforward exercise it might seem to be, for, as we have suggested in previous
chapters, there would appear to be no simple relationship between the investment
rate and economic crisis.
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The evidence is clear that the quantity, if not the quality, of investment de-
clines during economic crisis, as it did so dramatically in Turkey between 1977
and 1979. We might therefore be led to conclude that a crisis "causes" a fall in the
investment rate, and consequently in growth. However, as we argued in earlier
chapters, it is also evident that an investment boom from 1973 to 1977 was the
proximate cause of the crisis. Thus, as shown in Figure 15.2, the fall in the invest-
ment rate by one-third from 1977 to 1979 left the share of investment in GNP no
lower than it was on average before investment boomed in 1974.

Moreover, the average annual rate of investment following the crisis was
higher than that recorded before the boom and during the crisis, raising the possi-
bility that the crisis, by forcing reforms which otherwise might not have occurred,
contributed to the establishment of a higher permanent level of investment. Thus,
in the case of Turkey, the pattem of investment over time suggests the following
three-part hypothesis: I) the 1977-80 crisis was caused by the investment boom;
2) the crisis ended the investment boom but did not reduce the rate of investment
below the pre-boom average; and 3) reforms undertaken in response to the crisis
allowed a higher sustainable level of investment. Each part of this hypothesis is
considered in tum.

(1) The investment boom caused the crisis.

The crisis was caused by the cessation of foreign lending to Turkey in 1977. The
counterpart of the accelerating increase in extemal debt from 1973 to 1977 was a

Figure 15.2 Investment as a Share of GNP by Sector: 1965-86 (percent)
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growing gap between domestic savings and investment. The gap grew, as Figure
15.3 shows, not so much because of a decline in the rate of savings as because of
a rise in the rate of investment. The savings rate remained fairly constant until
1977 in spite of the negative effect which might have been expected from the oil
price shock, perhaps because of an offsetting positive effect on savings from the
rise in remittances from Turkish workers in western Europe.

Issue might be taken as to whether it was an investment boom that caused the
external debt build-up, or the reverse. In fact, they are the two sides of the same
coin. There existed in Turkey in the mid- 1970s. under conditions of extreme finan-
cial repression, an excess demand by investors for bank credits, which commercial
banks could partially satisfy by borrowing in Eurocurrency markets. The CTLD
scheme provided a heavy implicit subsidy on the real cost of foreign currency de-
posits. The main purpose of the CTLD scheme was to facilitate the highly ambi-
tious investment programs contained in the third and fourth five-year plans. The
investment boom was therefore the proximate cause of the crisis, but it was the
misguided policy of subsidizing foreign borrowing which produced both the in-
vestment boom and the excessive debt build-up.

(2) Investment falls during a crisis.

This proposition is almost a tautology, since a forced decline in expenditures is
more or less what defines a crisis. Once foreign creditors declared themselves un-
willing to finance the growing gap between domestic savings and investment, Tur-
key had two alternatives: lower the rate of investment, or raise the rate of domestic

Figure 15.3 Ratios of Savings and Investments to GNP: 1965-86
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savings. The private sector did both, as Figures 15.2 and 15.4 show. The public
sector, on the other hand, while reducing investment expenditures as a share of
GNP, raised its consumption expenditures. Moreover, as Figure 15.4 indicates, the
fall in government savings exceeded the rise in private savings. Hence, the overall
domestic savings rate declined during the crisis. As a consequence, the burden of
adjustment on investment was that much greater.

The failure of the government to reduce its consumption during the crisis
stemmed from political paralysis. Governments on both the left and the right were
unable to achieve the degree of national consensus required to formulate and im-
plement a stabilization program. Thus, certain public expenditures had to be elim-
inated. Not surprisingly, they turned out to be mainly investment expenditures
rather than current expenditures.

(3) Crisis leads to higher rate of sustainable investment.

This proposition has two premises. The first is that policy reforms undertaken in
the wake of the 1977-80 crisis raised the "sustainable" rate of investment; the sec-
ond is that the reforms would not have been forthcoming had there not been a cri-
sis. The latter premise is impossible to validate since it is counterfactual. However,
it seems unlikely that policy changes amounting to nothing less than a revolution
in the government's approach to its role in the economy would have occurred, had
the crisis not shaken the system to its core. No reforms even closely resembling
those undertaken in 1980 and immediately thereafter were ever seriously contem-
plated before the crisis erupted. We therefore take the second premise as given and

Figure 15.4 Domestic Savings as a Share of GNP by Sector: 1965-86
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confine our analysis to the question of whether the reforms raised the maximum
sustainable rate of investment.

By a sustainable rate of investment, we mean one which could be maintained
indefinitely, other things equal, without either an external debt crisis or a domestic
inflation crisis. The boundaries between crisis and noncrisis levels of external debt
or inflation are impossible to determine before the event. However, even without
knowing where the boundaries are, we can consider how policy reforms may shift
them to expand the set of sustainable investment rates.

Consider first how the rate of investment can be raised without worsening the
country's external debt position. The most obvious and direct way is to undertake
measures to raise the rate of domestic savings, thus avoiding recourse to more for-
eign borrowing. In addition, a higher rate of domestic savings contributes to a
higher sustainable rate of investment indirectly by raising the rate of foreign bor-
rowing consistent with a given debt/income ratio. The rate of foreign borrowing,
defined as the ratio of the change in net foreign liabilities (F) to GNP (Y), at which
the debt/GNP (d) ratio is constant, is:

(1) F/Y=gd,

where g is the rate of growth of GNP. If growth is a positive linear function of the
rate of investment,

(2) g = a(I/Y) = a[(F/Y) + (S/Y)],

an assumption for which we have already provided empirical support, then the rate
of foreign borrowing consistent with a fixed debt/income ratio is a linear function
of the rate of domestic saving:

(3) F/Y = [ad/(l-ad)](S/Y),

and is positive so long as the level of foreign borrowing does not exceed the level
of investment (since ad = F/I). Thus, a higher level of domestic savings permits a
higher sustainable rate of investment by making more domestic resources avail-
able for investment, and allowing a higher rate of foreign borrowing without wors-
ening the country's external debt position.

In addition, equation (3) shows how increases in the marginal productivity of
investment (a) and in the optimal debt/income ratio (d) can raise the sustainable
rate of investment. If trade liberalization raises the share of exports in GNP, and
with a higher export/GNP ratio the country is able to service a larger stock of debt,
the consequences will be a higher rate of borrowing and a higher rate of sustain-
able investment. Similarly, if the marginal product of investment is increased there
will be (in addition to the direct effect on growth), an indirect effect through a
higher rate of investment resulting from a higher rate of foreign borrowing. How-
ever, the effect of higher a and d on the sustainable rate of investment is secondary
as compared to the effect of a higher domestic rate of savings. Thus, the principal
question is whether reform raised the rate of domestic savings.
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We have already explained the limits to which the public sector can increase
forced savings. Tax revenues as a percentage of GNP have proved to be very in-
elastic in Turkey. In addition, reforms in the financial sector effectively reduced
the government's ability to exact the inflation tax. The fundamental requirement
for raising the sustainable rate of investment was therefore to raise the rate of sav-
ings in the private sector.

As Figure 15.4 shows, private savings as a percentage of GNP increased
steadily after 1983. Moreover, the econometric results reported in Chapter 14 sug-
gest that this rise in private savings was attributable to policy reforms after 1980,
especially the lifting of ceilings on nominal interest rates. The impact of rising real
interest rates on private sector savings is illustrated in Figures 15.5 and 15.6. Fig-
ure 15.5 shows the estimated value of the ratio of private domestic savings to pri-
vate permanent disposable income and a simulated value with the real deposit
interest rate fixed at zero. The difference in the two values represents the effect of
deviations of the real interest rate from zero. Figure 15.6 shows the ratio of the two
values and indicates that the removal of the ceiling on real interest rates alone
raised the private savings rate about 40 percent. The liberalization of financial
markets, partial though it was, by promoting a higher rate of private savings can
be credited with raising the rate of sustainable investment and hence long-term
growth. Since economic crisis created the political and economic conditions nec-
essary for liberalization, it can therefore be credited with having raised long-term
growth in Turkey.

Figure 15.5 Private Savings as a Share of Permanent Income: Estimated and
Simulated with a Zero Real Deposit Rate of Interest: 1965-86
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Figure 15.6 Ratio of Estimated to Simulated Savings Rate as Share of
Income: 1965-86

1.2

1.1

1.0

0.9

0.8

0.7

0.6

0.5 I l l l l l l I
1966 1968 1970 1972 1974 1976 1978 1980 1982 1984 1986

Source: State Institute of Statistics; State Planning Organization.

The Impact of Crisis on Investment Quality

The effect of crisis on the quality of investment is more difficult to analyze than
its effect on the quantity of investment. The quantity of investment is at least mea-
surable, but quality is not. The best we can do is offer our own assessment of the
effect, making clear the premises on which our judgments are based.

What determines the quality of investment is the return on investment to so-
ciety. The most commonly used measure of this at the aggregate level is the incre-
mental capital output ratio (ICOR), which is subject to so many well-known
qualifications that it cannot be regarded seriously. A proper measure of the social
return on investment should use shadow prices to compute costs and benefits,
should account for extemal costs and benefits as well as those that occur in the sec-
tor or industry where the investment is made, and should take into account knowl-
edge of the time profile of the return and the social discount rate. None of these,
of course, was available for the broad aggregates of investment in Turkey.

Although we cannot measure the social return on investment, or how it
changed before, during, or after the crisis, we can try to identify changes in the
policy and institutional environment within which investment decisions were
made and suggest how these changes influenced the average social return on in-
vestment on the premise that an improvement (or worsening) in the policy or in-
stitutional environment leads to better (or worse) investment decisions and hence
to higher (or lower) retums.

The changes in policy and the movements in key relative prices which influ-
ence relative profitability and presumably the allocation of investment were re-
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viewed in earlier chapters. We described how, leading up to and during the 1978-
80 crisis, the currency became increasingly overvalued and real interest rates fell
to as low as minus 40 percent. These misalignments in prices naturally led to tight-
er rationing of both foreign exchange and bank credit, as well as of other inputs
whose prices were subject to control. In short, the basis for rational investment de-
cisionmaking steadily deteriorated.

The post-1980 reforms should have helped to improve investment decision-
making. A flexible exchange rate policy, together with the elimination of import
quotas, lessened the tendency toward overvaluation and introduced more unifor-
mity of effective real exchange rates across industries and sectors, although this
outcome was compromised by the application of special levies on imports to fi-
nance the growing number of extra-budgetary funds. Similarly, the elimination of
interest rate ceilings, allowing positive real interest rates for the first time in years,
should have contributed to more rational investment decisionmaking, though this
too is subject to qualification since credit rationing remained prevalent and interest
rate subsidies financed out of extra-budgetary funds became an increasingly im-
portant policy instrument, which favored housing construction and municipal in-
frastructure investments.

Although we do not have evidence to substantiate these observations directly,
it is nonetheless instructive to examine the changing composition of investment
across broad sectors of the economy. A comparison of real gross domestic fixed in-
vestment growth rates in traded and nontraded goods for the public and private sec-
tors separately is shown in Table 15.2. The table shows the magnitude of the
investment boom prior to 1977, which occurred in both the traded and nontraded
goods sectors, with both the public and private sectors participating. Also apparent
is the relatively large adjustment in investment expenditures bome by the private
sector during the crisis, especially in the trade goods sector. However, the most
striking observation is the extraordinary differential in growth rates between traded
and nontraded goods investment after 1984, when parliamentary democracy was re-
stored. Investment in traded goods remained stagnant, while investment in nontrad-
ed goods surged at rates far in excess of those recorded during the boom period.

Table 15.2 Real Gross Domestic Fixed Investment Growth Rates: 1967-87
(average annual percentage)

Traded Goods Non-Traded Goods
Period Total Private Public Total Private Public

1967-77 12.7 11.4 14.0 10.3 10.1 10.5
1978-80 -4.0 -21.8 8.5 -9.6 -9.9 -10.6
1981-83 -6.2 3.2 -10.4 7.8 6.0 9.5
1984-87 4.4 5.3 3.9 26.5 25.9 27.1

Source. State Institute of Statistics.
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The two types of nontraded goods which accounted for the bulk of investment
between 1984 and 1987 were housing construction and transportation, the private
sector dominating in the former and the public sector in the latter. These develop-
ments attest to the importance of extra-budgetary funds and the subsidies they fi-
nance for the pattem of investment. We cannot say with any certainty what the
welfare implications of this shift in investment have been. Public expenditures and
incentives to private investors may be justified if there are significant positive ex-
ternalities in these types of investment. On the other hand, it is worth noting that
these are also sectors in which government largesse is likely to be especially ef-
fective in garnering political support.

The sector which has suffered the most from changes in investment policy
was manufacturing, which enjoyed a favored position in the government's invest-
ment program prior to the 1977-80 crisis. If we accepted the widely held view that
industrial expansion is the key to development, we would be led to the conclusion
that the quality of investment deteriorated after 1980, though it would not neces-
sarily follow that this happened because of the crisis. The econometric results pre-
sented earlier in this chapter suggested no change in the quality of investment
within Turkish manufacturing, and this result is supported by a recent study of the
manufacturing sector which found no significant improvement (or deterioration)
in total factor productivity growth during the period of economic reform (Ozmu-
cur and Esmir 1988).

Conclusion

The relationship between macroeconomic crises and long-term growth is extreme-
ly complex. It was the government's attempts to raise the rate of growth to levels
which proved unsustainable that caused the economic crises in the first place. Had
Turkish governments set lower growth targets, the periodic crises could have been
avoided and the long-term average rate of growth would probably have been no
lower, and might even have been higher, than that actually achieved.

Even though we are not able to quantify the effects, there can be little doubt
that the uncertainty created by Turkey's economic turbulence was detrimental to
growth and other dimensions of economic welfare. Even more serious perhaps
were the costs in terms of lost lives and property, and the unfortunate social con-
sequences of the economic dislocations which accompanied the crises.

Nonetheless, there is evidence that the crises Turkey experienced have served
as a catalyst for political change, which in turn has brought economic benefits. It
does not seem likely that the sweeping economic policy changes introduced since
1980 would have occurred without there having been a crisis of the proportions
Turkey experienced between 1977 and 1980. If these reforms endure, it is con-
ceivable that the 1977-80 crisis may some day be seen a turning point in terms of
the long-term growth and stability of the Turkish economy.



Notes

1. Our understanding of this scheme and its effects owes much to an excellent paper by Dani Rodrik
(1986).

2. This is why the bulk of CTLDs were in the strongest European currencies, the Deutsche mark
and Swiss franc (Rodrik 1986).

3. For a complete story of the politics of the period, see Dodd (1983).
4. For an excellent analysis of this issue, see World Bank (1988).
5. The first derivative of (kH/GNP) = ao + a,P + a1P2 + a3iD is d(kH/GNP)/dP = at + 2a2 P + a3(di&/

dP). Setting the derivative equal to zero and solving for P yields: P=-[aj+a3(diD/dP)V2a2 . The
Laffer curves in Figure 12.3 are based on the estimated coefficients in (4) under two altemative
assumptions: diDJdP = 0 and diD/dP = 1.

6. The simple correlation coefficient between the rate of inflation (P,) and the deviation of the infla-
tion rate from its three-year moving average (DP,) is 0.8, where DP,=((P,- MAP,)2)5', MAP, is a
three-year moving average from t- I to t+ I over the period from 1964 to 1986.
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A Framework of Deficit Finance

Having identified the public sector as the principal source of disequilibrium in the
Turkish economy, we proceed now to examine why the system was unable to ad-
just to excess demand in the public sector without incurring periodic crises.

The key element in the framework is the financial system. Financial market
adjustment to changes in the supply of public sector liabilities is an integral part
of the process of bringing net private savings into balance with the public sector
deficit. The relationship between the financing of public sector deficits and adjust-
ments of private savings and investment is illustrated by a simple accounting
framework presented in this chapter. The framework also indicates how changes
in the financial system in Turkey after 1980 influenced the private sector response
to public sector deficits.

Analytical Framework

The national income accounting identity expressing the ex post balance be-
tween public (g), private (p), and foreign (f) net savings (S-I) is the starting point:

(I) (Sg-lg) + (Sp-lp) + Sf = 0

Since net foreign savings are by definition equal to the change in public and
private net external debt (B*), converted to domestic currency at the nominal ex-
change rate (E). an alternative expression of the national income accounting iden-
tity is:

(2) E( Bg + Bp) = Dg - (Sp-lp)

where D is the conventional measure of the public sector deficit, that is, the dif-
ference lietween public expenditures on goods and services and public disposable
income.

"19
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Public expenditure is the sum of public consumption (Cg) and investment
(I ), while public disposable income is total public revenue (Rg) less interest pay-
mJnts on net domestic debt (iB9) and external (Ei*Bg) debt, and other net transfers
(TR) to the private or foreign sector:

(3) Dg = (Cg + Ig) - [Rg - (iBg + Ei*Bg) - TR]

The public deficit is conventionally defined on a cash flow basis and hence is
a measure of the public sector's net borrowing needs. Since the Central Bank is
part of the public sector, it is really only a conduit for financing public sector def-
icits, since its claims on government are matched by its net liabilities to the foreign
and private sector. But it is important to highlight the role of the Central Bank in
financing deficits, because its liabilities to the private sector constitute the money
base (H = currency in circulation, CC, plus bank reserves, BR). A simplified ver-
sion of the Central Bank balance sheet is:

(4) Bg +BP +R=FL+H

where Bg is Central Bank claims on government, BP is Central Bank claims on the
private sector, R is official foreign reserve assets, and FL is Central Bank foreign
liabilities.

Consolidating net external debt of the Central Bank (FL - R) with that of the
rest of the public sector, and netting Central Bank claims on the private sector out
of base money (H'= H - Bp), the public sector deficit defined in terms of its financ-
ing is:

(5) Dg =H'+Bg +EBg

where Bg is net private sector claims on the public sector excluding the Central
Bank, and consisting of government bonds, bills, and bank credits (less govern-
ment bank deposits), and commonly referred to as net domestic debt.

The standard definition of the fiscal deficit is subject to qualification in the
presence of domestic inflation and real devaluation. When there is domestic infla-
tion, a part of the payment of interest on net domestic debt is a compensation for
the fall in the real value of net domestic debt, and as such constitutes return of cap-
ital. An argument can therefore be made, though not without qualifications, that
the inflation premium component of interest payments should be treated as debt
amortization and thus should be netted out of the deficit. (See Tanzi, Blejer and
Teijeiro [ 1987], for a discussion of the arguments for and against the conventional
definition of the deficit.)

Real devaluation also raises problems in that it causes real capital losses on
extemal debt which also contribute to higher interest payments. However, for pur-
poses of setting out a simple analytical framework, these complications are set
aside.

Public and private net savings are linked not only through the net flows of
goods and services, as shown in the national income accounting identity, but also
through the financing of those flows. Net private savings must also be financed. If
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private disposable income (Yp) is greater (less) than desired levels of private con-
sumption (Cp) plus investment (Ip), the private sector will increase (reduce) its de-
mand for either money balances, domestic debt, or foreign assets. Thus, the
calculation of net private savings, defined in terms of its financing, is:

(6) (Sp - ip) = Yp - Cp - Ip = (hH) + Bg - E Bp

where (hH) = MD is the change in demand for money balances, which is linked to
base money (H) by the money multiplier (h), Bg is the change in demand for public
domestic debt, and (-E Bp) is the negative change in private net external debt
(equivalent to the positive change in private net external assets).

Equilibrium obtains when ex ante net savings in the public, private, and for-
eign sectors balance. When this condition holds, it follows that there is a balance
between the desired levels of demand and supply for base money, net domestic
debt, and net external debt. When equilibrium is disturbed-say, by a govemment
decision to run a larger deficit-changes will be required in the price level, interest
rate, and exchange rate, among other variables, to restore the balance between
supply and demand for government financial liabilities. At issue is whether these
changes will lead the economy to stability or put it on the path to crisis.

Before the implications of the different options for deficit financing are
sketched out, it is useful to introduce some simplifying assumptions which seem
justified given the nature of the financial system in Turkey during most of the pe-
riod under review. One simplification is to ignore private net external debt (Bp).
Until very recently, foreign exchange regulations limited the private sector's ac-
cess to international financial markets. Private foreign borrowing under the Con-
vertible Turkish Lira Deposit scheme, which assumed massive proportions in the
mid- 1970s, was done (in effect) on behalf of the Central Bank, which assumed the
foreign exchange liability for the funds raised through the scheme. Consequently,
the private sector share of gross external debt averaged only about 10 percent of
the total. Since 1984, however, domestic residents have been allowed to hold for-
eign exchange deposits in domestic banks, and it is now possible for private asset
holders to substitute among domestic monetary and nonmonetary financial assets
and foreign financial assets. As Turkish financial markets become more integrated
with international financial markets, the government's ability to finance deficits
domestically without increasing external debt will become increasingly con-
strained. For most of the period covered here, however, capital controls effectively
isolated domestic financial markets, thus allowing government to set its current
account target and its borrowing requirement more or less independently.

Another consideration to be taken into account in adapting the above frame-
work is the predominant role of banks in Turkey's financial system. The financial
assets of the nonbank private sector are almost exclusively in the form of either
currency or bank deposits. Virtually all public net domestic debt (Bg), consisting
of government bonds, bills, and bank credits (less deposits) is held by the banking
system. The other principal assets of the banking sector are required reserves (RR)
at the Central Bank and outstanding loans to the nonbank private sector (LNBP),
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the sum of which is matched by the bank deposits of the nonbank private sector.
Thus, a simplified version of the balance sheet of the banking system is:

(7) RR + Bg + LNBP = DEPNBP

The relationship between public sector deficits, their mode of financing, and
the required adjustment of private saving and investment can be illustrated within
the framework of financial accounting identities presented above. Suppose gov-
ernment elects to run a fiscal deficit; it has three financial options. First, it can sell
debt to the rest of the world (assuming the rest of the world agrees to buy it), and
with the proceeds pay for the imported goods it requires in excess of what it can
obtain from its disposable income. In this case, there is no immediate requirement
for adjustment of private saving or investment, nor is there any necessity to change
the supply of H or Bg, other things being equal. Adjustment of net private savings
may be required in the future, however, if the public sector is forced to borrow do-
mestically to pay on its external debt. In that case, it will be necessary not only to
generate net private savings but also to transforn the required increase in net pri-
vate savings into foreign exchange by expanding exports.

A second option for financing the deficit, and one used in Turkey, is to issue
domestic debt to the banking system. This requires an immediate upward adjust-
ment in net private saving, but the extent to which that will be achieved by an in-
crease in savings or a decrease in investment is uncertain, and depends very much
on the nature of government regulation of the banking system. Until 1981 nominal
deposit and lending rates of interest in Turkey were subject to ceilings set consis-
tently below the rate of inflation. Given these negative real interest rates, credit
was naturally subject to rationing, with government and state enterprises making
the first claim. The more credit allocated to the public sector, the less is available
to the private sector, and hence, there is a lower level of private sector expenditure.
In Turkey, this reduction fell mainly on investment. since consumer credit is in-
significant.

Interest rates in Turkey became more flexible after 1981, and real rates actu-
ally became positive for the first time in decades. Although interest rates are not
market-determined, they are now set more or less in accordance with prevailing
market conditions. Under these circumstances, the primary effect of increases in
public sector borrowing is to raise real interest rates, which has the effect of low-
ering private expenditures. In this case, however, it is more likely that less of the
reduction in private expenditures will fall on investment and more will fall on con-
sumption, assuming households respond positively to a higher return on savings.

The third option is to finance the deficit by expanding the supply of base mon-
ey. When this occurs, there must be a corresponding increase in the demand for
base money. According to conventional monetary theory, the demand for money
is a positive function of the level of real income and the price level, and a negative
function of the opportunity cost of holding money, which in an economy like Tur-
key's depends mainly on the deposit interest rate and the expected rate of inflation.
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The theory implies that the demand for base money expands naturally at a rate
proportional to the rate of real growth of the economy. This gives the public sector
the opportunity to increase its claim on real output by increasing the supply of base
money to finance deficits proportional to real output growth. If, however, deficit
finance requires that base money grow faster than demand, the price level will rise.
A rise in the price level, in turn, lowers real money balances, a loss which the pri-
vate sector attempts to restore by reducing expenditures relative to disposable in-
come, thereby bringing private net savings into balance with a larger public sector
deficit. The price level increase, therefore, acts like a tax on money balances;
hence its name, "the inflation tax."

As with all taxes, there are limits to the inflation tax. Inflation raises the op-
portunity cost of holding money, thereby diminishing demand for it, other things
equal. As a result, inflation erodes the base on which the inflation tax is levied. In-
flationary financing of fiscal deficits is therefore particularly prone to creating a
vicious circle that eventually leads to an inflationary crisis. In addition, high and
variable inflation increases uncertainty, thus causing increases in real interest rates
and putting additional strain on the public sector deficit. Rising inflation can also
undermine a country's creditworthiness in international financial markets.



Bibliography

The word "processed" describes informally reproduced works that may not be
commonly available thl-ough libraries.

Ahmad, Feroz. 1977. The Turkish Experiment in Democracy 1950-1975. Boulder,
CO: Westview Press.

1985. "The Transition to Democracy in Turkey." Third World Quarterly
7(2):211-26.

Anand, Ritu, Ajay Chhibber and Sweder van Wijnbergen. 1990. "External Bal-
ance and Growth in Turkey: Can They Be Reconciled?" In The Political Econ-
omy of Turkey: Debt, Adjustment and Sustainabilitv, T. Aricanli and D. Rodrik,
eds. London: Macmillan.

Association of Turkish Banks. Annual Report. (Various issues). Ankara, Turkey:
Association of Turkish Banks.

Balassa, Bela. 1981a. "Policies for Stable Economic Growth in Turkey." In B.
Balassa, The Newly Industrializing Countries in the World Economy, New
York: Pergamon Press.

- 1981 b. "The Policy Experience of Newly Industrializing Economies after
1973 and the Case of Turkey." In The Role of Exchange Rate Policy in Achiev-
ing the Outward Orientation of the Turkish Economy. Istanbul.

. 1983. "Outward Orientation and Exchange Rate Policy in Developing
Countries: The Turkish Experience." Middle East Journal 37(3):429-47.

Barchard, David. 1985. Turkey and the West. Chatham House Papers. No. 27.
London: Routledge & Kegan Paul for the Royal Institute of International Af-
fairs.

Barkey, Henri. 1984. "Crises of the Turkish Political Economy: 1960-1980." In
Modern Turkey. Continuity and Change, ed. Ahmet Evin. Opladen: Leske Ver-
lag + Budrich GmbH.

Baysan, Tercan. 1985. "'Domestic Resource Costs and Effective Protection Rates
in the Turkish Agriculture and Manufacturing Industries." Cited in T. Baysan

124



Bibliography 125

and C. Blitzer, "The Timing and Sequencing of Trade Liberalization Policy,
The Case of Turkey." Processed.

Berberoglu, Berch. 1980. "State Capitalism and National Industrialization in Tur-
key." Development and Change 1 1(1):97-121.

Bianchi, Robert. 1984. Interest Groups and Political Development in Turkey.
Princeton, NJ: Princeton University Press.

Celdsun, Merih. 1980. "Real and Monetary Aspects in the Turkish Economic
Planning." METU Studies in Development 7(1/2):1-36.

- . 1983. "Sources of Industrial Growth and Structural Change: The Case of
Turkey." World Bank Staff Papers 614. Washington, D.C.

. 1986a. "A General Equilibrium Model of the Turkish Economy, Simlog-
1." METU Studies in Development 13(1,2):29-94.

. 1986b. "Income Distribution and Domestic Terms of Trade in Turkey,
1978-1983." METU Studies in Development 13(1,2): 193-216.

Celasun, Merih, and Dani Rodrik. 1988. "Turkish Experience with Debt: Macr-
oeconomic Policy and Performance." Processed. Cambridge, MA: National
Bureau of Economic Research.

. 1989. "Debt, Adjustment and Growth: Turkey." In Developing Country
Debt and Economic Performance: Country Studies, Jeffrey D. Sachs and Susan
M. Collins, eds. Chicago: University of Chicago Press for National Bureau of
Economic Research.

Central Bank. Annual Report. (Various dates). Ankara, Turkey: Government of
Turkey.

Ceyhun, F. 1983. "Economic Development in Turkey Since 1960: A Critique."
Economic Forum 14(1):57-77.

Conway, Patrick. 1986. "Decomposing the Determinants of Trade Deficits: Tur-
key in the 1970s." Journal of Development Economics 21(2):235-58.

Cosan, Fatih, and Hasan Ersel. 1986. Turkish Financial System: Its Evolution and
Performance 1980-1986. Ankara, Turkey: Capital Market Board.

Courakis, Antony S. 1984. "Constraints on Bank Choices and Financial Repres-
sion in Less Developed Countries." Oxford Bulletin of Economics and Statis-
tics 46:341-70.

Deaton, A. S. 1977. "Involuntary Savings Through Unanticipated Inflation."
American Economic Review 67:899-9 10.

Dervis, Kemal, Jaime de Melo, and Sherman Robinson. 1981. "A General Equi-
librium Analysis of Foreign Exchange Shortages in a Developing Economy."
Economic Journal 91:891-906.

Dervis, Kemal, and Sherman Robinson. 1982. "A General Equilibrium Analysis
of the Causes of Foreign Exchange Crisis: The Case of Turkey." Weltwirt-
schaftliches Archiv 2:259-79.

Dervis, Kemal, Sherman Robinson. and Jaime de Melo. 1982. General Equilibri-
um Models for Development Policy. Cambridge: Cambridge University Press.

Diaz-Alejandro, Carlos. 1985. "Good-bye Financial Repression, Hello Financial
Crash." Journal of Development Economics 19(1-2): 1-24.



126 Bibliography

Dodd, Clement H. 1969. Politics and Government in Turkey. Berkeley: University
of California Press.

. 1979. Democracy and Development in Turkey. London: Eothen Press.

. 1983. The Crisis of Turkish Democracy. London: Eothen Press.
Ebiri, Kutlay. 1980. "Turkish Apertura." METU Studies in Development 7(3/

4):209-54.
Economist Intelligence Unit. 1983. Turkey. London: The Economist.
Eken, Sena. 1988. "Turkey: Economic Developments, Policies and Prospects."

Report jointly prepared by the Undersecreteriat of Treasury and Foreign Trade,
Central Bank, and the State Planning Organization. Ankara, Turkey.

Eren, Nuri. 1966. "Financial Aspects of Turkish Planning." Middle East Journal
20(2): 187-96.

Ertuna, zer. 1987. Financial Markets in Turkey: Problems and Solutions. (In
Turkish). Istanbul: Istanbul Chamber of Commerce.

Evin, Ahmet. 1984. Modern Turkey Continuity and Change. Opladen: Leske Ver-
lag & Budrich Gmbh, Schriften des Deutschen Orient-Instituts.

Finefrock, Michael M. 1981. "Laissez-Faire, The 1923 Izmir Economic Con-
gress." Middle Eastern Studies 17(3):375-92.

Fry, Maxwell J. 1971. "Turkey's First Five Year Development Plan: An Assess-
ment." Economic Journal 81(322):306-26.

1972. Finance and Development Planning in Turkey. Leiden: E.J. Brill.
1978. "The Money Supply Mechanism in Turkey." METU Studies in De-

velopment 21:49-59.
. 1980. "Money, Interest, Inflation and Growth in Turkey." Journal of

Monetary Economics 6:535-45.
Fry, Maxwell, and M. Rodrik Fahri. 1979. Money and Banking in Turkey. Istan-

bul: Bogazici University.
Gazioglu, Saziye. 1986. "Government Deficits, Consumption and Inflation in

Turkey." METU Studies in Development 13(1,2): 117-34.
General Agreement on Tariffs and Trade (GATT). Annual Report. 1982/83. Ge-

neva: GATT.
Gylfason, Thorvaldur. 1981. "Interest Rates, Inflation and the Aggregate Con-

sumption Function." The Review of Economics and Statistics 63(2):233-45.
Hale, William M. 1981. The Political and Economic Development of Turkey. New

York: St. Martin's Press.
Hansen, Bent. 1988. The Political Economy of Poverty, Equity and Growth..

Egypt and Turkey. Washington, D.C.: World Bank
Hanson, James, and C. Neal. 1986. "Interest Rate Policies in Selected Developing

Countries, 1970- 1982." World Bank Industry and Finance Series 14. Wash-
ington, D.C.

Hanson, James, and Roberto de-Rezende Rocha. 1986. "High Interest Rates,
Spreads and the Cost of Intermediation." World Bank Industry and Finance
Series 18. Washington, D.C.

Heper, Metin. 1985. The State Tradition in Turkey. London: Methuen Press.



Bibliography 127

Hershlag, Zvi Y. 1968. Turkey: The Challenge of Growth. 2nd edition. Leiden: E.
J. Brill.

Hic, Mukerrem, and Manoucher Parvin. 1984. "Land Reform versus Agricultural
Reform: Turkish Miracle or Catastrophe Delayed." International Journal of
Middle East Studies 16(2):207-32.

Hirsch, Eva, and Abraham Hirsch. 1966. "Tax Reform and the Burden of Direct
Taxation in Turkey." Public Finance 21(3).

Hirschman, Albert 0. 1987. "The Political Economy of Latin American Develop-
ment." Latin American Research Review 22(3).

International Monetary Fund. International Financial Statistics. (Various issues).
Washington, D.C.

. Balance of Payments Yearbook. (Various issues). Washington, D.C.
Juster, F. Thomas, and P. Wachtel. 1972a. "Inflation and the Consumer." Brook-

ings Papers on Economic Activity 1:71-121.
.1972b. "A Note on Inflation and Saving Rate." Brookings Papers on Eco-

nomic Activity 3:765-78.
Karpat, Kemal H. 1973. Social Change and Politics in Turkey: A Structural-His-

torical Analysis. Leiden: E. J. Brill.
. 1975. Turkey's Foreign Policy in Transition 1950-1974. Leiden: E. J.

Brill.
Kerwin, Robert. 1951. "Private Enterprise in Turkish Development." Middle East

Journal 5(1):21-38.
Keynes, John Maynard. 1936. The General Theory of Employment, Interest and

Money. New York: Harcourt, Brace.
Kopits, George. 1987. "Structural Reformn, Stabilization, and Growth in Turkey."

IMF Occasional Paper 52. Washington, D.C.
Kornai, Janos. 1986. "The Soft Budget Constraint." Kyklos 39(1).
Krueger, Anne 0. 1966. "Some Economic Costs of Exchange Control: The Turk-

ish Case." Journal of Political Economy 74(5):466-8 1.
.1974. Foreign Trade Regimes and Economic Development: Turkey. New

York: Columbia University Press for the National Bureau of Economic Re-
search.

Krueger, Anne 0, and Baran Tuncer. 1979. "Industrial Priorities in Turkey." In
Industrial Priorities in Developing Countries: the Selection Process in Bra-
zil, India, Mexico Republic of Korea and Turkey. New York: United
Nations.

. 1980. "Estimating Total Factor Productivity Growth in a Developing
Country." World Bank Staff Paper 422. Washington, D.C.

. 1982. "Growth of Factor Productivity in Turkish Manufacturing Indus-
tries." Journal of Development Economics 11 (3):307-25.

Landau, Jacob M. 1984. Atatu'rk and the Modernization of Turkey. Boulder, CO:
Westview Press.

Lewis, Bernard. 1968. The Emergence of Modern Turkey. 2nd edition. Oxford:
Oxford University Press.



128 Bibliography

Little, Ian M. D. 1988. "A Jejune Comparison and Survey of Political Economy
of the Seventeen Project Countries plus Korea and Taiwan." Processed. Ox-
ford: Nuffield College.

Lucas, Robert E. 1986. "Principles of Fiscal and Monetary Policy." Journal of
Monetary Economics 17(1):117-34.

Ludington, Nicholas, and James Spain. 1983. "Dateline Turkey: The Case for Pa-
tience." Foreign Policy 50:150-69.

McKinnon, Ronald. 1973. Money and Capital in Economic Development. Wash-
ington, D.C.: Brookings Institution.

Mehmet, Ozay. 1983. "Turkey in Crisis: Some Contradictions in the Kemalist De-
velopment Strategy." International Journal of Middle Eastern Studies
15(1):47-66.

Ministry of Finance. Annual Report. (Various dates). Ankara, Turkey: Govern-
ment of Turkey.

Morris, James A. 1960. "Recent Problems of Economic Development in Turkey."
Middle East Journal 14(l):1-14.

Mumcuoglu, M. (1980). "Political Activities of Trade Unions and Income Distri-
bution." In The Political Economy of Income Distribution in Turkey, E. Oz-
budun and A. Ulusan., eds. New York: Holmes and Meier Publishers Inc.

Organisation for Economic Cooperation and Development (OECD). 1987. Annu-
al Country Report: Turkey. Paris. France.

Okyar, Osman. 1958. "Economic Framework for Industrialization: Turkish Expe-
rience in Retrospect." Middle Eastern Affairs 9(8-9):261-67.

. 1960. "The Turkish Stabilization Experiment - Before and After." Mid-
dle Eastern Affairs 11 (8):238-47.

1965. "The Concept of Etatism." Economic Journal 75(297):98- 111.
1979. "Development Background of the Turkish Economy, 1923-1973."

International Journal of Middle East Studies 10(3):325-44.
Olgun, Hasan, and Sdbidey Togan. 1984. The Integration of the Turkish Economy

Into the World Economy. (In Turkish). Istanbul: Enka Foundation.
Olson, Mancur. 1965. The Logic of Collective Action. Cambridge, MA: Harvard

University Press.
. 1982. The Rise and Decline of Nations. New Haven, CT: Yale Univer-

sity Press.
Onis, Ziya. 1986. "Stabilization and Growth in a Semi-industrial Economy: An

Evaluation of the Recent Turkish Experiment, 1977-1984." METU Studies in
Development 13(1,2):7-28.

-.1987. "Inflation and Import Substitution Industrialization: An Interpreta-
tion of the Turkish Case." Journal of Economic and Administrative Studies
1(1):56-72.

. 1989. "Evolution of Privatization in Turkey: The Institutional Context of
Public Enterprise Reform." Paper presented to the Conference on the Dynam-
ics of States and Societies in the Middle East. Cairo.

Onis, Ziya, and Suleyman Ozmucur. 1988a. "Supply Side Origins of Macroeco-



Bibliography 129

nomic Crises in Turkey." Processed. Department of Economics, Bogazici Uni-
versity, Istanbul.

. 1988b. "The Role of the Financial System in the Creation and Resolution
of Macroeconomic Crises in Turkey." Processed. Department of Economics,
Bogazici University, Istanbul.

Ozbudun, Ergun, and Aydin Ulusan. 1980. The Political Economy of Income Dis-
tribution in Turkey. New York: Holmes and Meier Publishers Inc.

Ozmucur, Suleyman, and Yilmaz Esmer. 1988. "Total Factor Productivity
Growth in Turkey: A Longitudinal and Comparative Analysis of Growth in
Turkish Manufacturing Industries: 1970-1985." Processed. Department of
Economics, Bogazici University, Istanbul.

Poroy, Ibrahim. 1972. "Planning with a Large Public Sector: Turkey (1963-
1967)." International Journal of Middle East Studies 3(3):348-60.

Riedel, James. 1987. "Macroeconomic Crises and Long-run Growth in Develop-
ing Countries: A Case Study of Turkey: Part L: A Macroeconomic History of
Turkey, 1950 to 1986." Processed.

. 1988. "Macroeconomic Crises and Long-run Growth in Developing
Countries: A Case Study of Turkey: Part 11: Macroeconomic Disequilibrium
and Adjustment in Turkey." Processed.

Rodrik, Dani. 1986. "Macroeconomic Policy and Debt in Turkey During the
1970s: A Tale of Two Policy Phases." Processed.

Scott, Maurice F.G. 1989. A New View of Economic Growth. Oxford: Clarendon
Press.

Senses, Fikret. 1981. "Short Term Stabilization Policies in a Developing Econo-
my: The Turkish Experience in 1980 in Long Term Perspective." METU Stud-
ies in Development 8(1/2):409-53.

Shabon, Anwar M., and Isik Zeytinoglu. 1985. The Political, Economic, and La-
bour Climate in Turkey. Philadelphia, PA: University of Pennsylvania., The
Wharton School, Industrial Research Unit.

Shaw, Edward. 1973. "Financial Deepening and Economic Development." Mid-
dle East Journal 19(2):141-53.

Singer, Morris. 1981. "Turkey in Crisis." Current History 27-40.
1983. "Ataturk's Economic Legacy." Middle Eastern Studies 19(3):301 -

11.
1984. "The Economic Performance of the Turkish Republic." Middle

Eastern Studies 20(4): 155-65.
Skocpol, Theda. 1985. "Bringing the State Back In: Strategies of Analysis in Cur-

rent Research." In Bringing the State Back In, D. Rueschemeyer, P. Evans and
T. Skocpol. eds. Cambridge: Cambridge University Press.

Snyder, Wayne W. 1969. "Turkish Economic Development: The First Five Year
Plan 1963-67." Journal of Development Studies 6(1):58-71.

State Institute of Statistics. Yearbook. (Various dates). Ankara, Turkey: Govern-
ment of Turkey.

State Planning Organization. 1972. The Third Five Year Development Plan, 1973-



130 Bibliography

1983. (In Turkish). Ankara, Turkey.
Stiglitz, Joseph, and Andrew Weiss. 1981. "Credit Rationing in Markets with Im-

perfect Information." American Economic Review 71:1405-26.
Sunar, Ilkay, and Sabri Sayari. 1986. "Democracy in Turkey: Problems and Pros-

pects." In Transitionsfrom Authoritarian Rule: Southern Europe, G. O'Don-
nel, P.C. Schmitter and L. Whitehead. eds. Baltimore, MD: Johns Hopkins
University Press.

Tachau, Frank K. 1984. Turkey: The Politics of Authority Democracy and Devel-
opment. New York: Praeger.

Tanzi, V., M. Blejer, andl M. 0. Teijeiro. 1987. "Inflation and the Measurement of
Fiscal Deficits" IMF Staff Papers 34(4):711-37.

Tekeli, Sirin. 1986. "Elections During the Republican Period." (In Turkish). In the
Encyclopedia, Turkey in the Republican Era 10. Istanbul.

Tusiad. 1988. The Public-Private Balance in the Post-1980 Era. (In Turkish). Is-
tanbul: Turkish Industrialists' and Businessmen's Association.

Ustiunel, Besim. 1967. "Problems of Development Financing: The Turkish Case."
Journal of Development Studies 3(2): 130-54.

Walstedt, Bertil. 1980. State Manufacturing Enterprise in a Mixed Economy: The
Turkish Case. Baltimore, MD: Johns Hopkins University Press for the World
Bank.

Waterbury, John. 1986. "Coalition Building, Export-Led Growth and the Public
Sector in Turkey." Paper presented at the Middle East Association Conference.
Los Angeles, CA.

Weiker, Walter F. 1980. The Modernization of Turkeyfrom Ataturk to the Present
Day. New York: Holmes and Meier Publishers Inc.

Wolff, Peter. 1987. Stabilization Policy and Structural Adjustment in Turkey,
1980-1985, The Role of the IMF and the World Bank in an Externally Support-
ed Adjustment Process. Berlin: German Development Institute.

World Bank. 1989. World Development Report 1989. New York: Oxford Univer-
sity Press.

.EPD Database. Washington, D.C.

.1974. Turkey: Prospects and Problems of an Expanding Economy. Wash-
ington, D.C.

.1982. Turkey: Industrialization and Trade Strategy. Washington, D.C.

.1984. "Turkey: Trade Policy Issues in the Structural Adjustment Proc-
ess." Processed.

.1987. Fiscal Policy and Tax Reform. Report No. 6374. Washington, D.C.

.1988. External Debt, Fiscal Policy and Sustainable Growth. Report No.
7162. Washington, D.C.

Yagci, Fahrettin. 1981. "Macro Planning in Turkey: A Critical Evaluation."
METU Studies in Development. Special Issue: Two Decades of Planned Devel-
opment in Turkey.

Yaser, Betty, R. Marchesini, and N. Weed. 1986. A Comparison of Selected Fi-
nancial Ratios for the Private Manufacturing Industries in Turkey and the
United States. 1981, 1982. Istanbul: Istanbul Chamber of Industry.



Bibliography 131

. 1988. A Comparison of Selected Financial Ratios for the Private Manu-
facturing Industries in Turkey and the United States, 1983 and 1984. Istanbul:
Istanbul Chamber of Industry.



Index

Adjustment,
structural .................................... 6, 42, 102

Aggregate private savings function .................................... 84-85
Ataturk, Mustafa Kemal .................................... 9-10
Balance of payments .................................... 1, 12, 24, 26, 88
Black market

exchange rate .................................... 15, 25,47
Bozkurt, Mahmut Esat ..................................... 9
Capital Market Law .................................... 71
Central Bank

assets and liabilities .................................... 21, 29, 69, 76
consolidated budget .................................... 51

Convertible Turkish Lira Deposit Scheme (CTLD) .................................... 29, 70
Cumulative current account deficits (CAD) .................................... 55
Currency substitution .................................... 47, 81
Cyprus War .................................... 96
Debt

crisis .................................... 29, 31, 35, 45,56, 70, 79
export ratio .................................... 56
GNP ratio .................................... 56
maturity structure of .................................... 25, 58, 95-96
relief negotiations .................................... 25

Debt crisis .................................... 29, 35, 39
Demirel, Suleyman .................................... 18,39
Democratic Party (DP) .................................... 17
Dirigisme .................................... I I
Disequilibrium,

macroeconomic .................................... 47, 83
Dutch disease .................................... 93

132



86' '*-''''' ' '''''''''''' ' ' '''' *--- Suo f!u fl

£01 'lb' 'L'''''''' ''''' .@'''''9@@ z uoiWezilui3qrl ape'

86-L6 ''''.•'--'!A!13R aN!u1S

66''''''''''''''''''''''''''''''''''UOye!ueWZI JO UEUEI!ld a31US

15 '.7L .'.''''''''....e. I.. . .u. 341 w

ZOI ' Z9 '4'I'£ '£l '£1 'Z...............'(3gS) 3sudnalu3 3iwouoo3 pOuMo aLeIS
89 '6£ '8Z '9Z 'IZ '9l .'''....''''''''''''' ......''''''''''' ......'''' we..oid uoiwzip!qrnS
101 S£'''' ' '''''''''''' 'f'.''''''''''.'''''.'.'.''''.ju3w3oJgu uoiuziITqeIS

01 .................. IlIl"'l"l"Il"Il"Il"'l ...... UOIUfl3IWAOS
6 IWO3 Jwlo,-) l!Os
001 ........................................................................................................' ''' '' asuio!uspa

901 ................. ........ 3oijnuV 'no°oS
96 '81 '01 ........................................................... (ddd) Xpted s,iadoad uuollqnd;a-

S6 'b,9 '9S 'b£E '6Z '9 ' I ..................................... sam,21111u;1

t19 ZgS'6b,'Zb,'I1£'61 .................................... zamnjpu;adx;
98 '6b7 'Zb, ' I £--....................................... '''-- '(HSS) iumwajnbai 2u!msojoq

iloas oilqnd

5£'''''' ................................................................... in2in ' ez

EO I 'Lt¢ .................................................................. SIU ---ss-U!Y
101 '.(dd.) I'lld .......---.-..-..--..-- (df) uIJeor Z3qsnd

101 SbS''''''''''''----- ......................... ................................................

Zb 'I'£ '9Z 't£ E61 '9'.'.'''''''''''....'''''''''''''''''....'iaSIp 'a.pnq 'U3WuWlAoD
Lg .................... ....... japouu 10113131;mor pazTIela aD

6Z*---'''''''''*--'''''''''''' ...... ''' '''''' '''''''*''* '''' * * * * * * * * *--- la ............
Lt '6Z .. . .. slsodSp uaun uS)flo_

Il.•10341~~~~~~~~~~~~sols •lilUefltj

19 '.. '6.. ''' '1£'''' '6''''''''.''. (s.a) spund km!3SpnU mx3

986 '96*'I''' '''''''''''''' ''4 '1.H' d 'UWJ!l3 suyao4sJoqs

L9' ................................................................ 'jo luowuuS d
96 68'19'tbS Sb 8Z ............................. ............ J vo qIM0.12

lqap frUloiXg

88'85, l'£1Z ''''''' ......................................................... [E;a

10135 a2 qnuax

101 - e*-----@'S4'S£.AI!1I
16, '01£'''''' ''' '' '''' £' '£1 ~ -3pn -U WW!e3A

81 9.J. Ouuueld aiJouJ3

. (sX) Ufpu]



















x"i'l8j8;lit,t' --'',',.'.- -- '-..--.l' ,- --- '" I -

-. I

~~~~~~~ ~~~~~~~~~~~n

;>18 >+s ., s.>i9S]) 4 0 U , ;4 qU' . I i qSt

~~ :. ~ fj

~ .*<~i 'f~ECON CRISES &LONG-TERfr

400000008035
~8 9

71-2-1 ~ ~ ~ *.-.


