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Abstract

The global financial crisis has demonstrated thafinancially open
economy has many areas of vulnerability. Even wdeountry keeps its own
house in order, it remains at the mercy of develamsin external financial
markets. So, one lesson to bear in mind is thatyubkers need to guard
against not just domestic shocks, but also shdwkiseémanate outward from
financial instability elsewhere. To accomplish tiiemplete financial open-
ness is not the best policy. A second lessoreisThrkey’s prevailing growth
strategy can neither be sustained nor generategaremaployment. Therefore,
it would be a mistake for the country to returrthie status quo antand re-
suscitate a model that fails to make adequate fudemestic resources. Most
importantly, Turkey has to learn to live with a uedd reliance on external
borrowing. The paper discusses the needed reatigtarin fiscal and ex-
change-rate policies.
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1. Introduction

Turkey has emerged from yet another financial €risThis one may not
have been its own doing, but that has not lessdreg@ain. In fact, in many
ways, Turkey was hit harder by the global financiasis of 2008-2009 than
by any of the previous instances of a sudden staapital inflows. And this
happened despite the admirable resilience of darrniesbhks and the dramatic
cuts in interest rates that the Central Bank uond&rt Unemployment reached
historic heights, and the drops in GDP and indaistritput were exceptionally
severe.

Macroeconomic instability has long been the ban@wkey’'s economy.
In the past, the culprits were easy to identifyne@ould blame irresponsible
monetary policies, unsustainable fiscal expenditupoor financial regula-
tion, or inconsistent exchange-rate policies.slta the country’s credit that,
as it came out of the 2001 crisis, Turkey succeeaaéiting these traditional
sources of fragility. Monetary policy is nhow puesliwithin an inflation-
targeting framework and governed by an indepen@emtral Bank. Fiscal
policy has been generally restrained, and the pulalbt-to-GDP ratio is stable
or declining. Banks have strong balance sheets regulation and supervi-
sion are much tighter than before. The currendlp#ing. When it comes to
macroeconomic management, Turkey has adoptedealidst practices.

The crisis has demonstrated that a financially opeonomy has many
areas of vulnerability. Even when a country ptssown house in order, it
remains at the mercy of developments in externalrtial markets; crises and
contagion are endemic in an era of financial gliaaébn. So, lesson number
one is that policymakers need to guard againsjusvtdomestic shocks, but
also shocks that emanate outward from financiahbility elsewhere. This
has important implications for those responsibledeciding on the optimal
degree of financial integration to aim for in middhcome countries like
Turkey. In particular, it suggests that completaficial openness is not the
best policy. A counter-cyclical approach to theital account—encouraging
inflows when finance is scarce but discouragingritvehen finance is plenti-
ful—is needed.

A second lesson has to do with Turkey's growthtegy. The Turkish
economy grew at quite rapid rates in the yearsrbettte most recent crisis,
and it has quickly reverted to respectable growates following the rebound.
This can be interpreted as the reward for the solidtro-economic policies
pursued since 2001. However, there are too maggodcerting elements in
this economic picture. In particular, domesticisgs have fallen (instead of
rising, as they should have done in an environn@nincreased macro-



Dani Rodrik 43

stability and confidence), and unemployment hasareeud stubbornly high.
The external deficit has kept on widening. Investimhas remained lower
than required. All of these factors put the susthility of the economic
boom into question. Even if the sub-prime mortgagsis had never taken
place, Turkey's traditional pattern of growth wouldve run into problems.
Therefore, it would be a mistake for the countryréturn to thestatus quo

anteand resuscitate a model that fails to make adequsdeof domestic re-
sources. Most importantly, Turkey has to learfivi® with a reduced reliance
on external borrowing.

| begin this paper by comparing the present ctesithe two previous ones
(in 1994 and 2001) Turkey went through since hauegome financially
globalized. By juxtaposing the trends in the m&oonomic indicators during
these three crises, we can discern common elerasnill as important dif-
ferences. The main point that emerges from thisparison is that Turkey is
exiting the present crisis with a significantly heg level of unemployment
and a greatly overvalued exchange rate in realsterm

Next, | present two growth narratives that differtérms of the constraints
they assume restrict the Turkish economy and tlawe keonflicting implica-
tions for policy. The first narrative views finang as the key constraint,
while the second one emphasizes a profit squeezadables. Depending on
which of these one views as the dominant narrathe resulting approach to
adopt to the external accounts and exchange-rdigy peould take very dif-
ferent forms. Unfortunately, a quick overview bétevidence does not allow
a clear-cut conclusion to be reached, since th&ighuieconomy presents ele-
ments of both types of constraints. Nevertheligss,possible to draw some
broad policy conclusions, and | will close the papgh these.

2. How does the present crisis compare to previouses?

Financial crises in emerging markets may be spalkedarious causes,
but they tend to follow similar scripts. They begiith a sharp turnaround in
financial flows—what Guillermo Calvo has memoraldglled a “sudden
stop.” This drying up of credit, in turn, sets afthain of events: the value of
the domestic currency collapses; domestic bankstarved of liquidity, so
they begin to call in their loans; and firms needdtrench and lay off workers.
The economy needs to generate an external surplgfart order, which
requires a sharp fall in domestic demand. This adds a demand shock to
the initial supply shock, and this further aggraegathe cost to output. Even-
tually the depreciated currency helps revive demfanddomestic tradables,
the panic subsides, and capital begins to movgama
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Turkey has gone through three of these crises diropened up its capital
account in 1989. The first instance was 1994, wdenisguided attempt to
keep domestic interest rates low led to a suddpitatautflow. The second
was in 2001, when a minor political crisis threve tbustainability of an ex-
change-rate-based stabilization program into gorestind led to a massive
withdrawal of funds. And the third happened in @8 a result of the global
flight to safety that the US sub-prime mortgagsisrsparked.

Since the turnaround in capital flows was the gegtr of each of these
crises, it is useful to look at these episodesregdhe backdrop of the events
that were roiling the financial markets. In the@mpanying charts, | plot the
time series for the three crises against a timé stiaplaying calendar quar-
ters when peak amounts of inflowing funds occufredrinancial inflows
reached their peaks in 1993: I, 2000: Il, and 200Q8espectively, so these
guarters are taken as t=0 for the three crises.

Figure 1. Net Financial Flows (% of XGS)
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Figure 1 compares the patterns of financial flowsrd) these three crises.
It clearly shows that Turkey was a large net regipiof financial inflows at
the onset of each crisis. At their pealetinflows amounted to somewhere
between 35 percent and 50 percent of the grossmlf exports of goods

1 See Uygur (2010) for a detailed discussion of Tyikgerformance during the recent crisis,

along with an evaluation of the policies followed.

Unless specified otherwise, all data come from @entral Bank’s online data-retrieval
facility.

2
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and services. The figure also shows the rapiditthe turnaround. In 2001
and 2008, these large inflows not only quickly ewaped, but within two
guarters they had been replaced by sizable ndbastf The first three quar-
ters of the 2001 and 2008 crises, in fact, bearaanny resemblance to each
other.

But thereafter an interesting divergence setdHor the 2001 crisis, it took
roughly two years for financial inflows to turn fpidge once again. In the
current crisis, the resumption of capital inflonappened much more quickly,
and by t=5 (2009: Ill), Turkey had become a sizabt@pient of inflows once
again. Financial inflows continued to increasé fitither, and, within three
years (2010: II, the latest quarter for which werehaata), net inflows had
reached levels that exceeded previous peaks. WAmiened was that the
stabilization of global financial market conditioasd the policy-driven sharp
reduction in interest rates in the advanced ecoesmproduced a resurgence
in capital flows to emerging markets. Turkey wasoag the beneficiaries.
As we shall see, however, this may well turn outea mixed blessing.

When foreign financing dries up, the current-ac¢odeficit has to be
quickly reduced and eliminated. As Figure 2 shoths, Turkish economy
entered all three crises with a large current-actoeficit. And in all three
cases, there was a subsequent major adjustmems icutrent account over a
period of five to six quarters. The current-acddaedance turns positive typi-
cally within a year-and-a-half of peak inflows. tBihe evidence from the
older crises (1994 and 2001) also shows that tfjissement tends to be tem-
porary. Three years after these crises, Turkey agmén running large cur-
rent-account deficits. In the most recent cridlig, widening of the current-
account deficit has been even more spectaculare(ation to the value of
exports). The huge current-account imbalance Hukkas running by the
middle of 2011 is, of course, the counterpart @& targer financial inflows
shown in Figure 1.
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Figure 2. Current Account Balance (% of XGS)
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Figure 3. Real Effective Exchange Rates
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The adjustment in the external balance is achiéwgehrt through a sig-
nificant realignment of the real exchange ratethincrises of 1994 and 2001,
the real exchange rate depreciated on the ord80-&0 percent. A similar
depreciation took place in 2009 as well, but asifegB3 shows, it was much
more short-lived. By the second quarter of 2088, Turkish lira had already
begun to reverse its slide. This was clearly lthke the more rapid resump-
tion of capital inflows after the latest crisis. h&t Figure 3 also reveals is that
Turkey entered this crisis with a stronger lirarthead been the case for either
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of the previous two crises. This rapid currencprapiation is doubly prob-
lematic. | will return to the currency-competithass issue below.

Another distinguishing feature of the most recettti is that the adverse
effects on the real economy were deeper and fetthnaooner than in the
earlier crises. Figures 4, 5, and 6 depict thepavative outcomes in industrial

production, real GDP, and unemployment. Both @&@aP and industrial pro-

duction took a severe tumble as soon as finanmalsf turned around, and
their fall was more pronounced than anything seetate. The decline in real
GDP during the first quarter of 2009 was the worstecord since 1945. But

the recovery in economic activity has also beengamatively rapid. By the
end of 2009, even though the Turkish economy stmyiderably below its

previous growth path, the worst was clearly ovss.Figure 4 shows, industrial

production has followed the path of the 2001 criaidy closely in bouncing
back, even though the initial downturn was moressev

Figure 4. Industrial Production (peak inflows quarter=100)

150

140

130

120

100

110 / /\
S N
N

—-1994
—=-2001
===2009

% A\
\\./' 4

80

70

po———
0o 1 2 3 4 5 6 7

8

9

10 11 12 13 14 15 16

quarter from peak inflows




48 Ekonomi-tek Volume / Cilt: 1 No: 1 January / O@4K 2

Figure 5. GDP Growth Rate (%)
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However, it is more difficult to justify optimism lwen considering the un-
employment front (Figure 6). The rate has comerdsamewhat since having
reached a record-breaking level, nearly 16 peréer2009:1. Nevertheless,
the fact remains that joblessness was alreadyspiagsiat much higher levels
at the onset of the 2008-09 crisis than in theaqulieg crises. Unemployment
has remained stubbornly high—above 10 percent—tesgpid growth since
2001, and this is one of the blemishes on Turkescent performance. Going
forward, any sensible growth strategy will havertake employment creation
a central plank.
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Figure 6. Unemployment Rate (%)

18.00

16.00

14.00 / \_/‘

T/ AN\

10.00

—*=1994

~ . —*-2001

8.00 /:/Av\ \_\_‘\A —1009
- & )

6.00 ~=

4.00

2.00

0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16
quarter from peak inflows

A final dissimilarity between the most recent @isind its predecessors
relates to export performance (Figure 7). In thstpa key driver of recovery
had been a rapid run-up in exports, largely givepdtus by a competitive
currency. As Figure 7 shows, exports took a veffemrnt path during the
2008-09 crisis. Export volume fell until early ZD@nd has recovered very
slowly — much more sluggishly than in the othertpwisis periods. This
fairly weak export response has been due, in tisé ifistance, to the fall in
global demand, which resulted in a worldwide cakapn trade. This pre-
vented external demand from operating as an ad@mtmechanism for Tur-
key and other emerging markets. At the same tingeshort-lived real depre-
ciation of the Turkish lira must be seen as a dawes@actor. As the lira be-
gan to appreciate again in 2009, it undercut comagaimcentives to export.
For both sets of reasons, exports have not cotddbmuch momentum to
economic activity in the aftermath of the latessisr
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Figure 7. Export Quantum (peak inflows quarter=100)
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These comparisons and quick overview reveal thagpite its many
strengths, the Turkish economy has emerged fromuhent crisis with some
serious weaknesses. On the plus side, the ressampticapital inflows is
indicative of a renewed vote of confidence on the pf financial markets in
the underlying health of the Turkish economy. héek rebound in economic
activity likewise suggests remarkable flexibility the economy. However, on
the negative side, unemployment is still high bykish standards, and the
real exchange rate remains overvalued. How alaymie these dark spots in
the picture of economic recovery? The answer dégpénlarge part on what
we think is an appropriate growth model for Turkey.

3. Two contending growth narratives

In developing countries, growth is driven by sturat change. It requires
moving their resources—predominantly labor—from Jprductivity activi-
ties, such as traditional agriculture and informetupations, to modern and
mostly tradable activities like manufacturing tlaaé high-productivity. The
more rapid this movement, the higher the growth adithe economy. That so
many developing countries remain poor, with the i@t convergence rarely
turning positive, is indicative of the magnitudetibé inherent market failures
that are holding them back, not to mention the guaece issues that bedevil
many Third World societies. Such a poor busineséremment exerts a dis-
proportionate tax on the modern parts of the ecgnopneventing rapid
structural change. This is why growth is neveraatomatic process in the
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developing world; it requires proactive policiesaddition to sound macro-
economic fundamentals.

Among the various constraints that prevent the-tdkef modern tradable
activities, two in particular stand out. First, eeon industrial activities will
be too slow to expand if credit is hard to accesthere is not enough of it.
Second, investments in these activities are oftecodraged by low private
returns, despite the presence of hégigial returns, due to a range of learning
spillovers or institutional shortcomings. Of coeirander-developed countries
do not suffer from just one or two maladies butira whole host of prob-
lems. It is not uncommon for the corporate settidre plagued both by poor
finance and by poor returns. But as desirablé¢ amy appear to be to try to
tackle and resolve all such blockages simultangotisis is neither practical
nor necessary. As the experience of successfultées demonstrates, what
is required is strategic prioritization. If we catentify the leading bottle-
necks, we can address the problems sequentiallypa#t of such a project, it
is of great practical importance to determine whethis poor finance or poor
returns that acts as the most onerous constraiatigidann, Rodrik, and
Velasco, 2008).

Until recently, the mental model that dominated ¢baventional wisdom
about economic growth was based on the presumptiazapital shortage.
This model held that low savings and weak finanaoiarkets at home were
first-order constraints on economic growth and tigw@ent. Thus, greater
access to investable funds from abroad and impréimadcial intermediation
would provide a powerful boost to domestic investtmand growth along
with better smoothing of consumption. As somehefdownsides of financial
globalization became more evident, proponents isf itew began to recog-
nize the potential for financial instability ands@s. But the conclusion that
they drew was that sufficiently vigilant regulati@nd supervision would
eliminate the attendant risks. Given the presuingabrtance of access to
international financing, the model required thaiaral policymakers give the
utmost priority to implementing appropriate regafgt structures in their fi-
nancial markets.

We can restate this argument in the form of a threaged syllogism: (1)
Developing nations are constrained by financingtsiges and therefore need
foreign capital to grow. (2) But foreign capitalrcbe put at risk if prudent
macroeconomic policies and appropriate prudenggulation are not pur-
sued. (3) So developing countries must become gwme committed to
erecting appropriate safeguards as they open thesssep to capital flows.
This syllogism remains at the core of the casefifancial globalization
(Rodrik and Subramanian, 2009).
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Recent evidence has thrown some cold water on éhg premise of this
syllogism. The cross-country evidence of the glhowenefits of capital-
account openness turns out to be inconclusive.n Bvere damaging, it ap-
pears that the countries that have grown most Isapidrecent decades are
those that have relied less—not more—on foreigntalapin addition, finan-
cially globalized developing countries have experad less, not more, con-
sumption smoothing. These results are at variavite the presupposition
that poorer nations need foreign financing in otdedevelop. To make sense
of what is going on, we need a different mental etod

The alternative narrative goes as follows. Whilenemations may be se-
verely constrained by inadequate access to fingnathers—and perhaps a
majority—are constrained primarily by poor returghe inadequate appetite
for investment, due either to low social returngamlow private appropriabil-
ity of social returns, is particularly acute indedoles, which are the essential
source of growth. In such settings, capital inBo@xacerbate the investment
constraint through their effect on the real excleangte. The real upward
movement of the home currency that accompaniesatapilows reduces the
profitability of investment in tradables and depes the private sector’s
willingness to invest. It thereby reduces econograwth. So openness to
foreign financing ends up being a handicap rathen an advantage.

These two syndromes—poor financing and poor rettieen be differen-
tiated by posing the following hypothetical questito would-be entrepre-
neurs and investors in an economy: if you wereetteive an unexpected
inheritance of $25 million, where would you invé@$t In an economy where
the most challenging constraint is lack of finaggcinhis sudden windfall
serves to relax the constraint and therefore petmitundertaking of invest-
ment projects that would not have been possibleratise. Entrepreneurs in
such an economy are therefore likely to responthéoquestion with a long
wish list of sectors: agribusiness, tourism, caliters, auto parts, pharmaceu-
ticals, and so on. These are all areas wheretgtdi investments could be
made if financing were available at reasonable. cost

On the other hand, when the restrictive constiaitdaw returns, the wind-
fall provides no additional inducement to invest—edst not in the home
economy. In this alternative economy, the responde most likely to fall
into a long silence, scratch his head, and thersemething like: “Can | take
the money to Switzerland instead?”

As real-world counterparts to these two prototypenemies, think of
Brazil and Argentina. In Brazil, private entrepeens have no shortage of
investment ideas, and even with real interest rateuble-digit levels until
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recently, the investment rate stood relatively higivhen the financing
constraint is relaxed in Brazil, either becauserigdt rates fall or foreign fi-
nancing becomes more plentiful, domestic investmiees. In Argentina, on
the other hand, a different case altogether prestsdlf. Here the business
climate is marked by great uncertainty brought alimyuerratic government
policies and constant changes in the rules of &meg Hence, the tendency is
for private investment to remain subdued, even wihirancing is plentiful
and cheap. What fosters private investment inAtieentine economic envi-
ronment is a big boost in the relative profitagilaf tradables, which offsets
the other distortions. So when the government a@s/ely managing the
exchange rate in recent years to maintain an uatlestt peso, the private
sector responded with an investment boom in trasabtespite the continu-
ing lack of confidence in the government’s economéicymaking. The
Argentine economy grew rapidly during this period-efm rapidly, in fact,
than Brazil's.

As these examples suggest, determining desiraloleoatic policies first
requires an assessment of the nature of the maiting constraint on the
economy. If it is financing, we should look favbiy upon capital inflows
and moderately large current-account deficits, ab@ugh they are likely to
yield undesirable currency appreciation to the poihovervaluation. The
costs of such overvaluation are likely to be mbiantoffset by the benefits of
having increased availability of investable fun@®r an economy like Brazil’s,
it is obviously more important to stimulate finartban it is to enhance returns.
But the same set of economic policies would bestlisas in Argentina, where
capital inflows and currency appreciation would sptr domestic investment
(at least not in tradables); they would insteaddiodomestic savings and boost
consumption (as they indeed did in the 1990s).

The question that faces Turkey, then, is essentihis: is Turkey more
like Brazil or more like Argentina? It turns ounat this is not an easy ques-
tion to answer. | will provide a first pass thrbutpe evidence here, leaving a
more detailed analysis for another occasion (opfbers).

3.1 Reading the tea leaves of the Turkish economy

As it came out of the 2001 crisis, Turkey cameetg increasingly on foreign
borrowing to fuel its growth. The widening of tlearrent-account deficit
went along with a sizable real rise in the valugh# lira. What does this
most recent experience tell us about the natutikeo€onstraint that is holding
Turkey back?
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First, consider the evidence that would suggestThekey is, like Brazil, a
financing-constrained economy. Real interest rai@ge tended to be quite
high, at double-digit levels—at least until the et crisis. Among emerging
markets, Turkey's real interest rates are, in faetond only to Brazil's (Kan-
nan, 2008). Such steep rates render the costroést@ financing prohibitive
for all but the most profitable investments. Desphis, however, private in-
vestment has held its own, hovering in the 16-18g# range (in relation to
GDP) prior to the crisis (Figure 8). This is notisipressive when compared to
Asian countries, but it must be considered a deperfbrmance nevertheless,
and indicative of the presence of high returns émegal, given the cost of
capital. The explanation lies in the high levelfafeign borrowing in recent
years, which has clearly helped sustain domestestment and counteracted
somewhat the adverse effects of high interest iat€arkey.

Figure 8. Private and Public Investment (% of GDP)
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Second, the composition of investment has beenngawi the direction of
tradables, and manufacturing in particular (Fig@je which is perhaps an
even more striking factor. In 2000, manufactunngde up a quarter of total
investment; by 2008, this ratio had increased taoat 50 percent! This is a
remarkable transformation, rendered all the moréysthe fact that the real
exchange rate had appreciated by around 20 pearcémt interval. A some-
what similar picture can be seen when we turn f@oss, where significant
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gains in both expansion and diversification wedrded in recent years (see
World Bank, 2008, Chap. 2). Taken together, thengtth of manufacturing
investment and of exports, despite the currendyé&ngth, is another piece of
evidence suggesting private returns are high.

Figure 9. Composition of Fixed Capital Formation
(at 1998 TRL, in Millions)
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Third, the recent track record of economic growtld andustrial produc-
tivity on the back of foreign borrowing has beenpmssive. Figure 10
summarizes economic outcomes during three seppeateds of Turkey’s
recent history: the 1980s, the 1990s, and 2000-2B808 each period, the
chart displays the growth rates in three measurgeaductivity: GDP per
capita, GDP per worker, and manufacturing valuesddgder worker. The
post-2000 period looks uniformly good, irrespectivke which measure of
productivity growth we focus on. With the exceptiof the growth in MVA
per worker, post-2000 performance outclasses frelt previous periods.
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Figure 10. Performance by Period (annual rates ofrgwth)
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It is clear that recent economic growth has conteeiexpense of widening
current-account deficits and a pushing up of tte exchange rate. But the
indicators reviewed above suggest that this grdwathoverall been healthy in
a number of respects: it has come through highegstment in tradables,
especially in manufacturing, which has exhibitestrang performance despite
some degree of overvaluation of the currency. @pthe picture suggests an
economy that is constrained more by financing uitaitity than by low
returns.

Now consider the other side of the story. Fittsts worth reiterating that
aggregate investment remains low in Turkey, degpigesupport it receives
from foreign investors. At its peak in 2006, greapital formation amounted
to 23 percent of GDP (Figure 11), which is consaddyr lower than the rates
recorded by high-performing Asian economies. Iyrba true that Turkey
invests more than would be expected for a countmgres real interest rates
are so high, but it is equally true that there osstderable upside room for
boosting the investment component of the econofiyere is no reason why
the Turkish economy cannot grow even more rapidiyd( indeed, it will
certainly have to if the excess supply of labaoi®e absorbed in the coming
years).
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Figure 11 shows why industrial investment remaess Ithan it should be,
regardless of the condition of the current accolihe domestic savings rate
fell during the 2000s and still remains quite depesl. The record figure of
23 percent of GDP in 2006 was only achieved thamkssubstantial influx of
funds from abroad, amounting to 6 percent of GOReally, Turkey’'s in-
vestment rate should be closer to 28 percent. Memvas long as it remains
outside the Eurozone, it dare not risk runningeniraccount deficits that are
not sustainable and “safe,” i.e., below 6 percentd:-andeed, even this num-
ber may be too high. Violating this guideline wolddve the country at risk
of sustaining periodic sudden bouts of capitalhflig In other words, with
domestic savings so low, there are inherent linatthe extent to which the
current account can help to provide the financiog domestic investment,
even if we assume that the biggest constraint erettonomy lies on the fi-
nancing side. Regardless of the nature of theti@ng raising growth in the
future will necessitate a dramatic expansion in @ste savings.

Figure 11. Saving and Investment (% of GNP)
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One aspect of Turkey’s economy that fairly cries fou a rethink of eco-
nomic strategy is its dismal record on employmesaton and on unemploy-
ment. As Figure 12 demonstrates, Turkey's unempétmate jumped from
a range of 6-8 percent during the 1990s to a neeal of 9-12 percent fol-
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lowing the 2001 crisis. In the wake of the latessis, unemployment may
well get stuck at even higher levels still. Thisioth an economic and social
problem. On the economic front, it would mean asgrunderutilization of

domestic resources. On the social front, it wdaddhe harbinger of political

tensions and divisions that could worsen if leftasolved. If both scenarios
are to be avoided, any strategy for healthy ecoamrowth will need to fea-

ture job creation at its center. The goal showdbth a higher growth rate
and greater expansion of high-productivity secteih good employment

potential.

Figure 12. Unemployment Rate (%)
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The bottom line is this. Foreign borrowing does tdbote to economic
growth in Turkey, because private returns in trdekalre relatively high and
current-account deficits permit greater investméran would be possible
otherwise (despite the associated reduction in ebitheness). However,
this model places too low a ceiling on the sustamaate of economic growth
and does not permit a rapid enough generationlsf jo prevent unemploy-
ment from rising. Faster growth would require, einthe prevailing strategy,
an unsustainably large external deficit. The aatgrnative is to move to a
model of growth that breaks the link between groath the current-account
deficit. This alternative strategy would requirtoamidable effort to mobilize
domestic savings among the population; at the dames it would have to
ensure that high private returns in tradables waamtained.
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4. Concluding Remarks

We can summarize the story outlined here as folloWwsirkey needsto
grow more rapidly; and itan also grow more rapidly. The country has a
growth potential that its recent performance, sssftg as it may have been,
has not fully exploited.

An economic-development model that relies on fareigvings and large
current-account deficits can generate respectatderth, but it runs into
inherent problems. For one thing, given the presam level of domestic
savings, a substantial rise in domestic investnvemiild push the external
deficits to heights that would clearly be unsusible and dangerous. And
second, even moderate reliance on foreign finan@egve have seen during
the recent crisis, leaves the domestic economyevabie to sudden losses of
confidence abroad that are followed by withdravedl$éunds locally. A com-
parison with Brazil is again instructive here. Brantered the 2008-09 crisis
with a much smaller external imbalance than Turlayd as a result it has
experienced a much shallower recession.

If growth is going to be financed domestically, Key will need a perma-
nently higher savings rate. The government figadicy has a critical role
here. The most direct way to lift domestic saviigg® increase the structural
surplus of the public sector. The medium-term paots of the government
must target a large enough fiscal surplus to leawen for the Central Bank to
move interest rates to a permanently lower platéhe resulting rise in pub-
lic saving will reduce capital inflows, prevent tberrent-account deficit from
worsening, and help sustain a more competitiveeciay. This step is critical
in moving Turkey onto a new growth path.

But more will need to happen for all the piecedalbinto place. A few
numbers can help quantify the nature of the chgbefacing Turkey in
moving to an alternative growth model. First, atainable and safe current-
account deficit for Turkey should not exceed 3 petof GDP, so let's take
that number as the upper limit on the resourcestesrfrom abroad. Second,
a desirable target for the domestic investmentreffould be around 28 per-
cent, to ensure that high enough growth keeps ulvgment in check. This
implies a domestic savings rate of at least 25qmravhich is a whopping 9
percentage points higher than the 16 percent amthiby the Turkish economy
in the years just prior to the 2008-09 crisis (Bagire 11). Obviously, such a
large run-up in savings cannot be achieved thraugabalancing of public-
sector accounts alone. So is this target at alistec?
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The record of fast-growing countries—not just Asesonomies but also
Chile since the mid-1980s—suggests a positive answé# these economies
experienced significant savings transitions atdtiaet of their growth accelera-
tions (Rodrik, 2000). A positive growth dynamig iis fact, a pivotal factor in
sustaining a rapid expansion in private (and esfigccorporate) savings.
Indeed, when economic growth rises in a sustainadner, it also induces
higher savings. For companies, the prospect ofgtearnings growth leads
them to retain a greater share of their earningggciwin turn feeds into higher
investment and growth. A determined fiscal effaigng with a competitive
currency, then, has the potential to foster thegpei savings required to close
the gap.

If a shift in fiscal policy forms the first plank ¢the new growth strategy, a
second could be the signaling of a new policy wdtttowards the exchange
rate. Currently, the official line is that the @eh Bank intervenes in cur-
rency markets only to smooth short-term fluctuationithout taking a stand
on the medium-term level of the lira. This hasbt replaced with a clear
statement of preference for avoiding overvaluatidrhe Central Bank, the
Treasury, and the Finance Ministry would need topevate and coordinate
when capital inflows threatened to push the valughe currency up. Policy-
makers have many policy instruments to resort tortker to stem upward
movement of the currency; a combination of stexdiitervention, prudential
restrictions on inflows, liquidity requirements adhat limiting foreign bor-
rowing, and other fiscal measures are effectiveeployed with sufficient
determination. None of this needs to be incongistéth inflation targeting
as long as the performance of tradables featur@sipently in the Central
Bank’s evaluation of potential growth of the reabeomy, and fiscal policy
allows enough room for monetary policy to be corttstelical with respect to
capital inflows.

The key point is that private-sector saving ancegtment behavior is un-
likely to be transformed unless there is a creddbldt in the policy profile
with regard to both the fiscal stance and the exgbaate.
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