TURKEY’S POLITICAL ECONOMY IN THE AGE OF
FINANCIAL GLOBALIZATION: THE SIGNIFICANCE OF
THE EU ANCHOR
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Introduction

Turkey’s political economy has been characterized by a pattern of recurrent
significant structural changes with elements of striking continuity. The primarily
agrarian economy of the 1950s has been substantially transformed over the past few
decades in the direction of a maturing industrial economy. Similarly, the inward
oriented industrial structure, which had developed under national developmentalist
strategies of the 1960s and the 1970s, has been exposed to a process of neo-liberal
restructuring during the 1980s and the 1990s. Consequently, the Turkish economy has
become an exporter of manufactured goods and even an exporter of foreign capital.'
At the same time, “populist cycles” involving periods of fiscal expansionism, balance
of payments crises and subsequent encounters with the IMF have been quite frequent
and, indeed, have become more common in the post-1990 era. Also, the Turkish
economy continues to be characterized by a high degree of dualism with elements of
significant inequality across regions as well as social classes. * The recent phase of
neo-liberal restructuring in Turkey following the crisis of February 2001 may

represent a real rupture in the history of the Turkish economy. Our central argument



in this paper is that Turkey has benefited significantly from the presence of a double
external anchor, with both the IMF and the EU playing significant and
complementary roles in the recent transformation process. Especially, the EU has
been an important catalyst for change in the political and economic realms. The
significance of the EU’s influence has increased considerably following the EU’s
Helsinki Summit of December 1999 whereby Turkey has been given a formal
candidate country status. As a result of the Helsinki decision, the key political and
economic actors involved faced a more powerful set of incentives for change and the

implementation of deep-seated institutional reforms.

The economic crisis of February 2001 was a major setback for the Turkish economy.’
A major collapse of output was accompanied by a dramatic increase in
unemployment. The crisis differed from the earlier crises that the Turkish economy
had encountered in the sense that the burden of the crisis fell not only on unskilled
labor or wage earners. All sections of society rich and poor, educated and uneducated
have been affected by the crises in varying degrees. In spite of these negative
ramifications, a positive side-effect of the crisis has been to help to break down
resistance to reform and to improve the hand of key external actors such as the IMF

and the EU in accelerating the momentum of the reform process.

The experience of Turkey is important in illustrating the importance of two general
propositions. First proposition is that for “emerging markets”, which are exposed to
the forces of financial globalization, the regional context within which they find
themselves is a crucial variable in terms of their ability to deal with global forces
effectively. Second, state capacity is also a critical variable that influences the ability
of countries to benefit from a globalizing world economy. These two processes are, to
a certain extent, interdependent. The regional context has important implications for
the development of state capacity. The stronger signals provided by the EU in the
recent era have played an important role in the on-going transformation of the Turkish
state. Similarly, the EU has been a contributor to the development of stronger state
capacity which has also been one of the pivotal elements on the observed

improvement of economic performance.



Indeed, powerful external anchors play an important role in the process of reform
implementation and the development of state capacity. External anchors, such as the
IMF or the EU can help domestic policy-makers to override strong resistance on the
part of domestic interest groups. A good example would be the resistance of domestic
banking lobbies against reform involving tighter regulation of the banking and the
financial system. External anchors can generate greater commitmenbn the part of key
economic agents. They make the reforms more credibleby tying the handsf
governments through conditional agreements. By rendering the reform process more
credible, external anchors can also contribute to the development of strong
constituenciesr public support for the reform process. The impact of external
anchors is not confined to reform implementation in the short-run. They can have a
significant impact on the process of long-term improvements in the institutional
capacitiesof the state.* The critical point, however, is that actors themselves need to
display a high degree of commitmento assist the reform process. For example, if IMF
financial assistance is weak and EU conditionality is not accompanied by the prospect
of full-membership, this will be interpreted as a sign of weak commitment on the part
of key external anchors. This, in turn, will significantly reduce both the incentiveso

undertake reform and the credibility of the reform process itself.

State capacity is about the degree to which ultimate decision-making power is
concentrated in the hands of relatively small number of officials and degree to which
these officials act autonomously. Partial centralization in bureaucracy and its
administrative core, along with increased autonomy of some of this bureaucracy,
contribute to strengthening of state capacity in economic and financial realms. In the
Turkish context, the EU, IMF and World Bank have been external actors pushing
forward for the institutional reforms that would contribute the strengthening of
regulatory capacity in economic governance (e.g., establishment of Competition
Authority and Banking Regulation and Supervision Authority, the central banking
reform of 2001). However, there are limits to relying mainly on external actors. First,
there is a need for convergence of political and bureaucratic will as well as a high
degree of domestic societal mobilization for institutional reforms in the direction of
strengthening state capacity in Turkey. Second, state’s long-term developmentaind

redistributiveroles are insufficiently emphasized in the institutional reforms pressed



by the external anchors.” The primary emphasis remains on developing the regulatory

capacity of the state.

Accordingly, it is too early to state that the Turkish economy has managed to
consolidate a process of sustained and crisis-free growth. The position adopted here is
one of qualified optimism. Indeed, there is strong evidence in recent years which
suggests that Turkey is moving strongly in the direction of achieving high rates of
economic growth not on sporadic but on a sustained basis. However, there also exist
possible weaknesses or danger signals embodied in the recent recovery process. This
should make us rather cautious about ruling out the possibility of future crises and
setbacks at this relatively early stage. The new era of accession negotiations with the
EU which started in October 2005 is likely to be accompanied by new opportunities
as well as significant economic and political challenges. Turkey’s economic
performance will be crucial in achieving a smooth transition to EU membership. Yet
we should not assume that the process will necessarily be a smooth one given the

economic and political challenges involved.

Turkey and the EU in the Context of Financial Globalization

The opening up of the Turkish economy is not a new process. The process effectively
started in January 1980, following the major crisis of the previous model of import-
substituting industrialization in the late 1970s. The first phase of Turkish neo-
liberalism constituted the “de-regulation phase” that involved an attempt to reduce the
weight of the state in economic affairs and elimination of controls over key relative
prices. This phase involved key multilateral actors such as the IMF, the World Bank
and the OECD. It has been, on the whole, more successful than the second phase of
Turkish neo-liberalism during the 1990s which would be classified as the “rhetorical
transition and the institutional crisis” phase (Table 1). “Rhetorical transition” refers to
the fact that regulatory institutions have been set up during this period. However, the
emergence of such institutions as legal entities failed to be translated into effective
implementation. As a consequence, the Turkish state faced an “institutional crisis” in

which the opening up of the economy was not complemented with a parallel



development in the institutional capacities of the state to undertake effective

regulation.

The critical turning point in Turkish neo-liberalism was the decision taken in August
1989 to open up the capital accounts completely. The decision to move to full
convertibility in 1989 meant that the Turkish economy was fully exposed to the forces
of financial globalization. What became obvious during the context of the 1990s,
however, was that the Turkish economy was ill-equipped to deal with the forces of
financial globalization for two basic reasons. Firstly, the macro-economy was
inherently unstable; the Turkish economy was characterized by a combination of large
fiscal deficits and chronically high rates of inflation. Secondly, the financial system
was not properly regulated. As many commentators agree, the decision to liberalize

the capital accounts fully in the summer of 1989 was a premature decision. °

The consequence of this decision, in the midst of high degree of domestic economic
and political instability, was that the Turkish economy’s performance became heavily
dependent on highly volatile short-term capital flows with costly ramifications. Given
its domestic weaknesses, the Turkish economy has failed to capitalize during this
period on the growing volume of foreign direct investment directed towards emerging
markets. The 1990s as a decade also illustrates how the interplay of politics and
economics has a crucial influence on the performance of the Turkish economy. In
striking contrast to the experience of the 1980s, the Turkish political system during
the 1990s has been characterized by successive weak coalition governments which
lacked the political will and the capacity to impose fiscal discipline and create an
environment conducive to sustained economic growth. The fact that the country has
been going through a costly war against terrorism in the South-East also exercised a
negative impact on the investment as well as constituting a drain on fiscal resources.
Furthermore, leader-dominated political parties whose primary objective was to
distribute patronage resources to their clients as opposed to developing coherent
social and economic policies constituted one of Turkey’s primary “democratic
deficits” during the period. Yet another major element of the democratic deficit
involved the politicization and weakening of the bureaucratic apparatus. These
democratic deficits, in turn, had a significant spill-over on the economy resulting in a

kind of economic structure characterized by pervasive rent-seeking and corruption. ’



Table 1: Three Phases of the Turkish Neo-liberal Experiment

External Actors and Domestic Political Quality of Economic
Their Involvement Context Performance

IMF, World Bank Authoritarian interlude | Significant recovery
and the OECD are followed by transition [ and surge in exports

Phase I heavily involved in | to democracy; during the early
the early 1980s; their | continuity of leadership | 1980s; quality of
“De-regulation Phase” | influence diminishes | under Ozal; strong performance
1980 — 1989 following the executive and firm deteriorates towards

recovery process; EU [ commitment to reform | the end of the decade
is in the background. | at least towards the end | due to growing fiscal

of the decade. instability and rising
inflation.
IMF temporarily Weak coalition Economic
involved after the government unable to | performance is
1994 crisis; EU is impose fiscal generally weak;
Phase 11 weakly involved discipline; lack of growth heavily

through the Customs | commitment to reform | conditional on short-
“Rhetorical Transition and | Union; both the IMF | but go along with the term capital flows;

Institutional Crisis” and the EU became | Customs Union as a fragile, debt led
1989-2001 important in 1999, necessary step to EU growth, associated

however their real membership with three crises in
impact is not less than a decade
immediate. New with devastating
bureaucratic agencies consequences for
were introduced but overall growth,
they have not employment and
emerged as strong income distribution.

and autonomous
players in their

regulatory territory.
Both the IMF and the | Government Significant
EU become powerful [ commitment to reform | improvement in
anchors in the post- | increases considerably, | economic
Phase 111 2001 era, the World | particularly following | performance, too
Bank is also the victory of the AKP. | early to say that
“Re-regulation Phase” important but Majority government sustainable growth
post-2001 era secondary. for the first time for has been fully
over decade conducive | consolidated;
to economic stability elements of fragility

given the continued
importance of short-
term capital inflows
and a large current




account deficit.

One positive development of the period was the reactivation of the Customs Union
(CU) agreement with the EU which became effective at the end of 1995. Turkey,
during the premiership of Turgut Ozal, had applied for full-membership of the
European Community in 1987. However, the outcome of the application was
negative. Instead, a decision was taken to reactive the CU agreement as the natural
corollary of the long-standing Ankara agreement of 1963. For Turkish policy-makers,
the CU signified a natural intermediate step towards EU membership in the long-run;
but there was certainly no serious political support for eventual Turkish membership
in the EU circles.® The CU agreement was important in accelerating and basically
completing the process of trade liberalization which had already started in the early
1980s.” Consequently, Turkish firms have been strongly exposed to external
competition. This helped to engineer a transformative impact on the Turkish industry
with previously inward-oriented sectors such as the manufacture of cars emerging as
important export industries in recent years.'® However, this transformation has been
limited: during the period between 1990 and 2004, the share of agriculture in Gross
National Product decreased to 11.3% from 17.3%, that of industry remained constant
at 25%, whereas the share of services increased from 38.2% to 45.5%."" This partial
transformation had also manifested itself in terms of trade. Turkey runs trade surplus

only in “labor intensive, capital-based” sectors.'?

It should be noted that the CU agreement has also been instrumental in the process of
accomplishing some key regulatory reforms. Important regulatory institutions such as
the Competition Authority have been set up as a response to meet the basic conditions
of the CU agreement."> Although the primary emphasis was on the economic realm,
the CU also included political conditionality relating to the improvement of human
rights practices in Turkey. Nevertheless, the CU per se without the prospect of full
EU membership, failed to exercise a sufficiently powerful transformative influence on

the Turkish economy or democracy. Turkey was clearly in a disadvantageous position




vis-a-vis its Eastern European counterparts. These countries had already lined up for
full membership. Having started the negotiation process in the mid-1990s, they have
been receiving significant EU assistance in the process under the auspices of the
PHARE program. ' In contrast, Turkey failed to receive any financial assistance as
part of the CU agreement due to the Greek veto. There was certainly a credibility and
commitment problem on both sides. Turkish policy makers were not sufficiently
committed to reform, because the incentives provided by the EU appeared to lack
strength and credibility. Similarly, from the EU perspective, Turkey did not seem to
exhibit the kind of commitment necessary to satisfy the conditions for full
membership even in the long-run."” Hence, Turkey in the middle of the 1990s found
itself in a vicious cycle, whereas its East European counterparts like Poland found
themselves in a situation of a virtuous cycle which also enabled them to attract

significant long-term capital in the process.'®

By the end of the decade, in spite of the CU, the Turkish economy was characterized
by considerable instability. A lop-sided pattern of growth had developed which was
heavily dependent on the accumulation of domestic and external debt and inflows of
short-term speculative capital. This pattern of development, in turn, helped to generate
a strong rentier class, whose fortunes became increasingly dependent on lending to
the government at high rates of interest.'” Not surprisingly, the profitability of large
industrial establishments became progressively dependent on their financial rather

than manufacturing activities.'®

In the kind of environment described, Turkey encountered its first crisis of the neo-
liberal era in 1994. The crisis of 1994 was an important setback to the Turkish
economy."” Nevertheless, the fact that crisis was short-lived followed by a rapid
recovery meant that the behavior of policy makers and, hence, the underlying
imbalances in the Turkish economy could not be reversed. Indeed, by the end of the
1990s, with chronic fiscal deficits and high rates of inflation, Turkish economy was
on an unsustainable course. There was growing awareness on the part of both
domestic and external economic actors that Turkey was on an unsustainable
trajectory. This led to the signing of a stand-by agreement with the IMF in December
1999 which involved a combination of measures aimed at fiscal adjustment and

medium-term structural reforms. The agreement was unique in the history of the



Turkish economy in that an agreement with the IMF was signed without actually
experiencing a financial or balance of payments crisis.”’ What was ironic, however, is
that the presence of an IMF program failed to provide sufficient protection. The
Turkish economy remained highly vulnerable given the broad extent of adjustment
and the weak commitment on the part of the coalition government to some of the key
components of the program such as privatization and the regulation of the banking
system. Therefore, it was not surprising that the Turkish economy experienced what is
popularly referred to as the “twin crises” in November 2000 and February 2001. The
IMF was exposed to criticism for these crises due to failures in program design
involving insufficient focus on the problems of the banking sector and the adoption of
a controlled exchange rate system as well as the provision of inadequate financial

assistance.’!

In spite of the CU, the 1990s has been a costly era for the Turkish economy. Turkey
had experienced major crises in the past but occurred rather intermittently. However,
crises became far more frequent in the era of financial globalization with costly
consequences in terms of output, employment and income distribution. Although, the
Turkish economy managed to grow at high rates in certain years, the frequency and
the depth of the crises helped to pull down the average growth rate. This in turn
limited the economy’s ability to converge to the standards of high income economies

within a reasonable time span.

The 2001 Crisis as a Turning Point: The Significance of the Turkey-IMF-
EU Triangle

The crisis of February 2001 was particularly costly in terms of its economic
consequences. From a longer-term perspective, however, the very depth of the crisis
constituted an advantage in the sense that it helped to change the balance of power in
Turkey’s political economy quite radically in favor of the “pro-reform coalition”. This
shift in the balance of power was particularly evident in the IMF’s relations with the
on-going coalition government, which up to the point of the crisis, had been a
reluctant partner in the reform process. The coalition government whose two

dominant members were the left of center, the Democratic Left Party (the DSP) under



the leadership of the Prime Minister Biilent Ecevit, and the right of center, the
Nationalist Action Party (the MHP) under the leadership of Devlet Bahgeli, was quite
nationalistic in outlook. Given that their base of electoral support was primarily
derived from poorer segments of society, they were reluctant to endorse key elements
of the IMF-inspired reform package, the massive cuts in agricultural subsidies being a

good example. *

Following the crisis of February 2001, the resistance of the coalition government to
key components of the reform package was effectively broken and the IMF gained the
upper hand. This shift in the underlying balance of power in the policy-making
process was also, in part, a consequence of the fact that the IMF was willing to
allocate substantial financial resources to help Turkey’s recovery process. Clearly,
geo-political considerations came to the picture in the sense that Turkey was a key
ally of the United States in the Middle East which is a region of critical interest from a
US foreign policy perspective. Argentina which experienced a similar crisis in the
same year of Turkey, for example, was not equally fortunate in eliciting similar

magnitudes of IMF support.”

The increase in the power of the IMF to push the reform process was evident in a
number of different areas and notably in the banking sector.”* A new agency, The
Bank Regulatory and Supervisory Agency, the BRSA, had been established in June
1999 following the ratification of the IMF sponsored Banks Act No. 4389 (IMF,
1999). It took responsibility for banking supervision and regulation from the Treasury
and the Central Bank and became operational in September 2000. BRSA also
incorporated Sworn Bank Auditors and Savings Deposit Insurance Fund (SDIF) in
2001. Further, the regulation and supervision of non-bank financial institutions have
been transferred from the Treasury to the BRSA in 2005. However, in the pre-crisis
period, there was no natural constituency pressuring for the establishment of an
agency like the BRSA and there was lack of political and bureaucratic will as well as
fierce resistance from powerful banking lobbies. As a result, the BRSA was unable to
perform a proper regulatory role in such a way as to prevent the twin crises which
essentially stemmed from the malfunctioning and under-regulation of both the private
and the public components of the banking system. Following the February crisis,

however, the BRSA was able to obtain, with IMF support in the background, the
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partial autonomy from politicians and interest groups involved to press ahead with
tough regulatory measures with some domestic support.”> The BRSA example is a
good illustration of a major characteristic of the new era which we label as the “re-
regulation” phase (Table 1). Re-regulation refers to the development of regulatory
capacities of the state which involves not only the setting up of new institutions but
also a significant increase in their powers of implementation. There is no doubt that
effective measures have been taken in the direction of stronger financial regulation in
Turkey after the 2001 crisis. Turkey is on the way to establishing a regulatory state.
However, “a regulatory state, which can adopt a proactive approach in the financial
services industry by steering and coordinating policy community still does not exist”
in Turkey.? For that reason, significant progress needs to be made in terms of

strengthening regulatory institutions as well as developing a strong state capacity.

Another interesting aspect of the economic governance in the post-crisis period

LQYROYHG WKH DSSRLQWPHQW RI .HPDO '"HUYLU DV WKH C
Treasury inthe cRDOLWLRQ JRYHUQPHQW 'HUYLO ZLWK D GLVWL
Bank, was brought into government by Prime Minister Ecevit to help the process of

Turkey’s economic recovery through the implementation of “The Strong Economy
Program”. What is interesting in the context is that, DOWKRXJK '"HUYLU ZDV IRUPCL
member of the coalition government with strong affinities to Ecevit’s DSP, he was an

above politics figure at the same time. His role was a kind of technocrat who was
brought into office not as an elected politician or a party member. On the contrary, he
was appointed as part of a top-down process of restructuring because he benefits from
being a kind of transnational policy actor through his close links to multilateral
financial institutions. Thus, the changing balance of power involved not only a shift in
the powers of the IMF with respect to the incumbent government, but also a shift in
the powers and autonomy of the team of technocrats assembled around the personality

RI "HUYLUGO ZRUN L-pcratio witiOlie WHF akdRhe World Bank. The

VWURQJ FUHGHQWLDOV RI '"HUYLU DUJXDEO\ SURYLGHG D
which would otherwise have been missing if the program was portrayed simply as an
externally imposed set of disciplines. He was an influential actor with joint
memberships of the domestic and transnational policy communities. He performed the
function of “mediator” to effectively administer the government’s relations with the

twin organizations (The IMF and the WB).?’ Similarly, the twin organizations also
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needed him not only because he would effectively translate policy ideas and policy
paradigms into domestic policy but also he would facilitate policy formulationand
implementation.This would, in return, prevent both a debtor moral hazard and a road
accident similar to one that happened in the design and implementation of the
previous program imposed by the twin organizations for Turkey. Arguably, without
such a “policy entrepreneur” Turkey could not develop a kind of trust on the part of
external anchors which was necessary to attain large scale financial assistance.
Without such assistance it would have been very difficult to generate a successful

restructuring process.

One of the ironies of the Turkish experience is that the twin crises did not generate a
massive wave of protests against the IMF.”® A key explanation of this paradox was
the widespread feeling that it was the malfunctioning of the domestic political system
that was ultimately responsible for the country’s long-standing economic problems
culminating with the collapse of 2001. This approach makes a total contrast with the
Latin American dependency tradition that typically associates failure with powerful
external actors. Indeed, the early elections of November 2002 effectively punished all
the coalition partners with the outcome that none of these three political parties were
able to pass the ten percent electoral threshold necessary to be represented in the new
Parliament. In effect, the crisis of 2001 emerged as a key contributor to the complete
rupture with the past not only in the economic realm but also in the political realm
effectively. The crisis forced through a process whereby the major political parties of
the center-right and center-left represented in parliament during the 1999-2002 era

were eliminated from the political scene.

Following the Helsinki decision of 1999, the EU became a far more powerful actor in
the Turkish setting in facilitating the process of fundamental economic and political
reforms. Nevertheless, the early focus of the EU was much more on the political side
of the reform process; specifically in the realm of civil and human rights. Economic
reforms which are integral component of the Copenhagen criteria were not the
immediate concern of the EU. The fact that there was an-ongoing IMF program
implicitly entailed a certain division of responsibility with the IMF taking care of the

economic side and the EU more actively involved on the political side.
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This pattern, however, changed quite radically, in the post-crisis era with the EU
emerging as a critical element of the pro-reform coalition in the economic sphere. The
material hardships associated with the 2001 crisis have rendered the potential
economic benefits of EU membership all the more attractive. The opinion polls taken
in 2002 suggested that there was a strong broad-based support for EU membership
with 74 percent of Turkish public supporting full-membership.”’ What was also
crucial was that economic actors, both domestic and foreign, recognized the
importance of the EU as a kind of long-term and permanent external anchor. The
IMF, by its very nature, could not fulfill this role due to its temporary role whose
responsibility is confined to the completion of the recovery process. The recovery
process is deemed to be complete. In other words, the redefinition of Turkey’s
relations with the EU after December 1999 was instrumental in implementing the
difficult economic reform process and helped the IMF in breaking the resistance of
anti-reform forces. This has been the powerful new element of a double external
anchor. Arguably, if the EU had not been actively involved and Turkey had
confronted primarily the IMF and the World Bank, as it was the case with Argentina
after 2001, the process of reform implementation would have been far more

problematic.*

The context within which Turkey has found itself after 2001 helped to generate a kind
of virtuous cycle whereby economic and democratization reforms could go hand in
hand. Market participants which were the principal actors promoting economic reform
also became strong supporters of EU conditionality, primarily for its economic
benefits. As a consequence, the coalition government in power was not able to resist
the kind of far-reaching democratization reforms implemented during the summer of
2002. This was due to the fact that the failure to implement such reforms would mean
a loss of trust on the part of the market participants in the government’s ability to
maintain the momentum of the economic recovery process. Markets, in a way,
became an instrument of political reform. Political reforms, in turn, helped to generate
greater confidence in Turkey’s ability to create a favorable climate for domestic and
foreign investment. Indeed, it is interesting to refer the reports of transnational private
financial actors such as rating agencies and transnational banks who monitored the
EU related political reforms quite closely in their assessments concerning the future

performance of the Turkish economy.?' These transnational financial actors were not
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interested in political reforms such as democratization, human rights or the resolution
of Cyprus issue per se. However, they conceived the accomplishments of these
political reforms as a necessary step for stabilizing the economy and consolidation of

economic reforms.

The process of reform implementation has taken a new and positive shape following
the victory of the Justice and Development Party (the AKP) in the elections of
November 2002. In the early days of the government, there were mixed feelings
concerning the electoral success of this particular political party. On the one hand, the
ability to form a single majority government was welcomed by domestic business and
transnational financial community, given that Turkey had suffered from weak
coalition governments both in the late 1970s and throughout the 1990s. On the other
hand, the Islamist roots of the new party and its lack of experience in office were
causes of concern. There were also fears that, given its broad-based electoral support,
the new government might be tempted to indulge in a new round of populist
expansionism. These fears appear to have been unfounded. The AKP government has
demonstrated its commitment to economic reforms and EU membership. Its attitude
made a sharp contrast with the reluctant and lukewarm approach to economic reforms
and EU conditionality displayed by the previous coalition government, barring its
minor partner, the ANAP. Capitalizing on its broad-based political support, the new
government was able to accelerate the pace of economic and political reforms, with
mutually reinforcing consequences. As a result, a more favorable environment
conducive to economic reforms was created as Turkey came progressively close to the
EU. The key steps in this process were the Copenhagen Summit of 2002, the historic
decision of the EU Council in December 2004 to initiate accession negotiations and
finally October 2005 decision confirming the initiation of the negotiation process.
Hence a combination of powerful external pressures and the display of political
leadership and will at home helped to produce an economic environment which by the
late 2005 sharply differed from the situation that Turkey had found itself in February
2001.
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Has Sustainable Growth been Consolidated in the 2001-2004 Era? A

Critical Evaluation

The “Strong Economy Program”, which was put into practice in the aftermath of the
2001 crisis, has continued to be implemented in an uninterrupted fashion during the
early years of the AKP government. The outcome judged by the principal
macroeconomic indicators has been rather impressive. Turkey has been able to
accomplish tight fiscal discipline. Inflation, for the first time over a period of three
decades, has been stabilized at single digit levels. The dramatic fall in inflation rates
has been accompanied by a strong surge in economic growth. Indeed, Turkey has
managed to achieve a record growth rate in real GNP of 9.9 percent in 2004. The
combination of falling inflation and high rates of economic growth suggests that the
prospects of achieving sustained growth as opposed to temporary spurts are higher
than at any time in the course of the post-1980 neo-liberal era. Admittedly, inflation
had come down from a peak of 100 percent to 35 percent in the early years of the
1980s. However, Turkey had failed to achieve complete fiscal stabilization during that
period and macroeconomic instability increased steadily during the second half of the
1980s. Another striking improvement concerns the reduction in the country’s debt
burden. The debt-GNP ratio has been falling steadily from the record level that it
reached during the crisis period due to a combination of sharp fiscal adjustment and
high rates of economic growth. Central Bank reserves have been increasing which
suggests that the balance of payments situation is in a comparatively healthy situation.
Interest rates have been falling steadily which is a clear sign that market actors find
government policies much more credible compared to the pre-crises era.>” Falling
interest rates is a sign of rising trust and investor confidence. The reports of key
multilateral institutions as well as private financial actors clearly endorse this
optimistic picture and point towards a durable improvement in Turkey’s economic

performance.”
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Table 2: Macroeconomic Performance of the Turkish Economy (%), 2000-2005

. Average of 2003-
Indicator Average of 2000-2002 November 2005 As of December 2005
GNP Growth 1.6 6.9 5.5%*
Unemployment Rate 8.4 10.1 9.3
Inflation (CPI) 44.7 11.7 7.7
1 USD=YTL 1.1 1.4 1.34
Treasury Interest Rate 499 25 16.3
(annual, compounded)
Budget deficit/GNP -13.7 -7.4 -2
Current Account
Deficit/GNP 12 49 62
Foreign Exchange
Deposits/ Total Bank 55.3 40.8 333
Deposits
Credlt/.Total Bank 36.5 448 63.8
Deposits

Sources: The Central Bank of Turkey & Anka Bulletin
*2005-3 quarters

Table 2 shows major macroeconomic developments in the Turkish economy between
2000 and November 2005. It aims to compare the AKP government’s performance
with the recent past. The AKP government’s commitment to the IMF stabilization
plan produced positive results as single digit inflation, reduced real interest rates,
economic growth, declining PSBR, confidence in Turkish lira (reversed currency
substitution), and commercial banks’ increasing engagement in productive lending.
However, the major economic challenges include failure to reduce the unemployment
rate and worsening of the current account deficit due to heavy import dependence and

appreciation of the Turkish lira.

The favorable investment climate has also been accompanied by a noticeable increase
in inflows of foreign direct investment (Table 3). In addition to the overall
improvement in the political and macroeconomic environment, the AKP government

has made a serious effort during the course of 2003 to improve the investment climate
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by eliminating legal, institutional and bureaucratic obstacles to FDI through new

legislation. ** The absolute improvement in investment climate in itself is not a

sufficient indicator of the amount of FDI inflows. Turkey managed to attract only

0.4% of the world FDI and 2.6% of total FDI in West Asia in 2004.%> How much FDI

a country will attract primarily depends on the relative attractiveness of particular

national sites in comparison with other emerging markets. In spite of the inherent

uncertainties involved, the expectations are that Turkey will be able to attract a sizable

amount of FDI over the course of the next few years.’® Another important parallel

development which leads to a certain degree of optimism concerning FDI is that the

momentum of privatization, which has been a slow and protracted affair over a period

of twenty years, has been picking up during the recent period. Indeed, there has been a

striking increase in privation revenues during the early months of 2005 following a

major wave of privatization including that of Turkish Telecom. *’

Table 3: FDI inflows to Turkey by sectors and countries, 2003-2004 (Million USD)

Year end January-August
Distribution by Sectors 2003 2004 2004 2005
Agriculture 0 4 1 4
Mining 12 72 13 26
Manufacturing 451 220 130 404
Services 196 929 712 2139
Total 659 1225 856 2573
Distribution by Countries
EU 539 974 784 2234
Other OECD Countries 117 205 70 68
Middle-East Countries 0 46 2 264
African Countries 0 0 0 2
Other Countries 3 0 0 5
Total 659 1225 856 2573

Source: Official Gazette2 November 2005, No: 25984, tables: 11. 31 & 32, p.40.

What is also striking is that the recent recovery process has been based primarily on

improvements in productivity (Table 4). This might again be interpreted as a sign of a

rupture with the preceding patterns of the Turkish economy.
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Table 4: Sources of Economic Growth.

1990-2000 2002-2004
Increase in Real GDP 4.1 7.5
Contribution of the Increase in Capital Stock 73.2 46.2
Contribution of the Increase in Labor Employment 23.5 2.4
Contribution of Total Factor Productivity 33 51.3

Source: Tiktik (2005)

In retrospect, several factors have been collectively responsible for this quite striking
upturn in economic performance. Clearly, the commitment of the AKP government to
the success of the economic program is important, although one should be careful not
to exaggerate the contribution of the present government considering the important
stepsthat KDG DOUHDG\ EHHQ WDNHQ E\ WKH HFRQRPLF WHDP
the previous coalition government. Turkey has benefited from the presence of a
government which had a comfortable majority in Parliament and from the displayed
firm commitment to the basic ingredients of the program. The fact that Turkey had
two powerful external anchors also constituted a considerable advantage in improving
the investment climate. One may underline the ability of the coalition government, if
somewhat reluctantly, and then of the AKP government, perhaps more willingly, to
accomplish the politically difficult set of democratization reforms. Bringing Turkey
closer to the EU in the process, these political reforms had favorable repercussions in
terms of the perception of economic actors. Similarly, the AKP government’s foreign
policy initiatives involving the promotion of a peaceful settlement to the Cyprus
dispute along the lines of the Annan Plan and the development of friendly relations
with all neighboring countries had positive spin-off effects in the economic sphere.
Important institutional reforms such as the Central Bank Law of 2001 were also
important in creating an environment for legally independent Central Bank which was
among crucial steps in bringing inflation rates to single digit figures.*® Without the
political commitment of government in power and without broad based public support
in favor of stabilization, institutional reforms in themselves might have failed to
generate the desired outcome. One should not forget that the very depth of the crisis

was an important factor in shaping public opinion and helping to generate broad-
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based support, thereby limiting potential resistance to tight fiscal discipline and to

important set of longer-term structural reforms.

Certainly, a two or three year period is too early to judge whether a process of
sustained growth has been fully consolidated. Inevitably, growth accelerates in the
early stages as countries tend to bounce back from the crisis. A similar process of
recovery was also evident in Argentina; however the domestic and external
environment was less conducive to economic recovery. Although inflows of FDI have
been increasing at the moment in Turkey, the real challenge for the Turkish economy
will be whether these flows will accelerate on a sustained basis over time. A cause for
concern in the recent recovery process concerns the co-existence of a large current
account deficit and large inflows of short-term capital (Table 5). In the past, the co-
existence of such forces has been an element which tended to undermine investor
confidence, precipitating speculative attacks and financial crises. In the current
context such an outcome is less likely, given a much more tightly regulated banking
system and a broadly favorable set of expectations on the part of key market actors.
The fact that a flexible exchange rate regime is being implemented in the post-crisis
period is also a source of protection for any possible speculative attack. Nevertheless,
over-optimism could be costly if policy-makers fail to take action in line with these

possible danger signals.
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Table 5: Balance of Payments Structure in Turkey’s Recent Recovery Process

Balance of Payments and Foreign Debt (Millions USS$)

2001

2002

2003

2004

January- September 2005

Exports (fob)

34,373

40,124

51,206

66,896

55,405

Imports (fob)

-38,106

-47,407

-65,216

-90,726

-79,992

Trade Balance

-3,733

-7,283

-14,010

-23,830

-24,587

Current Account Balance

3,390

-1,522

-8,037

-15,451

-16,352

Finance Account Balance

-14,643

1,161

7,091

16,811

25,697

Non-Residents' Portfolio
Investments in Turkey

-3,727

1,503

3,955

9,209

8,458

Residents' Portfolio Investments
Abroad

-788

-2,096

-1,386

-1,139

-1,398

Change in Reserves (-: Increase)

2,694

-6,153

-4,097

-8,24

-9,542

Foreign Debt Stock

113,895

130,353

145,805

153,160

161,991

Short Term Foreign Debt Stock

16,403

16,424

23,013

29,316

33,676

Ratio of Short Term Foreign Debt
Stock to Central Bank Reserves
(%)

Source: Turkish Central Bank

86.8

60.7

68.2

81.4

81

Yet another possible cause of concern is the lop-sided pattern in Turkey’s recent

recovery process. Certainly, the better-off regions or the wealthier and more educated

sections of society have been the principal gainers of this process whereas the rural

poor, in particular, has been feeling the negative effects of the massive cuts in

agricultural subsidies.” Many commentators also argue that although employment has

been expanding in the Turkish economy in the post-crisis period, the unemployment

rates tend to be high. If growth does not sufficiently translate into employment

creating, this could be a serious economic and political problem given

disproportionately young population.*’ Indeed, youth unemployment, which is likely

to be concentrated in poorer regions of the country, could be a source of electoral

support for nationalist parties that could lead to Euro-skepticism and rising threat to

Turkey’s EU aspirations and the continuity of the economic program. One should also

recognize that Turkey’s current tax system, which involves a heavy burden on

employers, discourages formal employment and encourages the use of informal labor
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in the economy where the underground or the informal component reaches serious
magnitudes.*' This brings us to the point that the reform process is incomplete in key
areas such as the tax system and the social security structure. Finally, one should also
be aware of the fact that the increase in FDI outflows has been increasing parallel to
the increase in the inflows of FDI, as many Turkish firms themselves become
transnational.*” This might not be a problem as long as FDI inflows reach significant
magnitudes and FDI outflows create important trade and investment links with
neighboring countries. If, however, inflows failed to match outflows this could exert a

detrimental effect on the future performance of the Turkish economy.

The Political Economy of in the New Era of Accession Negotiations

The decision of the European Council to start off accession negotiations with Turkey
in December 2004 was clearly a favorable development that helped to sustain the
positive investment climate which had developed during the past two or three years. It
was also important in terms of consolidating the position of the AKP government. A
major setback on the EU front in December 2004 possibly could have triggered a
vicious circle of negative reactions in financial markets, leading to a serious economic
down which, in turn, would tend to undermine the comfortable majority on which the
AKP government was based. Clearly, these forces could have operated in a mutually

reinforcing direction in such a way as to reverse the post-crisis recovery process.

Whilst we are broadly optimistic concerning the development trajectory of the
Turkish economy in the new era of accession negotiations, we do not automatically
assume that maintaining political and economic stability in this critical transitional era
will be an inevitably smooth process.* If Turkish economy is able to grow at rates of
six to seven percent per annum over the course of next several years, then only this
will help to contain serious distributional conflicts that have been key elements of
Turkey’s political economy. This kind of high growth scenario is based on large
inflows of foreign direct investment and significant improvements in savings,
investment and productivity performance. There is nothing certain that the high FDI-
high growth scenario will persist, especially in an environment of intense international

competition for FDI flows. Similarly, considerable question marks exist concerning

21



Turkey’s ability to generate the kind of solid pre-accession aid that the new East

European members of the EU received during their transition to full-membership.*

A low growth scenario, however, could seriously upset the benign equilibrium with
potentially negative political consequences. The period of lengthy accession
negotiations with the EU is likely to entail costly adjustments in terms of restructuring
the agricultural sector and implementation of tight regulations in line with the EU
norms. In the new era, however, conflicts may emerge between IMF and EU
disciplines especially taking into considerations the EU’s social and environmental

requirements.

In a slow growth environment, the costly nature of the adjustment process may
undermine the enthusiasm of key sections of Turkish society both within and outside
the business community. The outcome could be a radical revitalization of the
nationalistic and Euro-skeptic bloc in Turkey. Indeed, the political contest is likely to
be amongst the different segments of the center right involving the “Muslim
Democrats” and the “nationalists” in an environment where European style social
democracy is largely non-existent. The fact that the electoral contest is already
moving in such direction was already evident during the municipal elections of March
2004 which marked a remarkable improvement in the electoral fortunes of two
nationalistically and Euro-skeptically inclined parties, the MHP (Nationalist
Movement Party) and the DYP (True Path Party).

Rural poverty and unemployment, especially youth unemployment, are the two key
issues which are likely to present a formidable challenge in the new era. In a slow
growth environment, the possibility of growth without employment is likely to be
even stronger. This effectively means that large segments of the society will look out
for alternative venues to express their political grievances. In this environment, the
Euro-skeptic parties will position themselves as the natural alternative for the AKP.
Further strengthening of such parties, in turn, may emerge as a serious threat to the
on-going process of democratic consolidation and economic reforms. Similar
conjectures can be made for the case of small and medium businesses which have
been a major electoral backbone of the AKP. Such enterprises have been less

receptive to the tight IMF disciplines compared to large conglomerates, because IMF

22



disciplines effectively limit their ability to borrow on a substantial scale from the
banking system to finance their operations. If the economy continued on a high
growth path, small business would also be likely to share in the economic benefits and
a possible distributional conflict between small and large business units would be
avoided. In a less dynamic economic environment, however, small and medium sized
businesses may also start to look for alternative avenues for political representation.
All these considerations highlight the fact that the AKP itself is based on a broad
coalition of support. The very success of the “Muslim Democrats” in 2002 and 2004
was based on their ability to forge a broad electoral coalition that brought various
diverse and potentially conflicting elements of Turkish society together. The danger is
that if things start to go wrong in the economy or in external relations a serious
fragmentation of this coalition could result with potentially destabilizing

consequences.

One should not discard the possibility that external developments can play a
disequilibriating role with potentially negative consequences for political and
economic stability. In line with the successful reform process in Turkey, a significant
pro-Turkey coalition has emerged within the EU.* Yet, considerable divisions still
exist in the EU over the question of Turkish membership. Furthermore, the EU has
recently confronted with a serious internal crisis in the context of the Constitutional
debate. As a result, the EU continues to send ambiguous signals making the
implementation of EU-related reforms all the more difficult. Added to this, the Cyprus
dispute continues to be a serious hurdle on the path to EU membership. Given the
asymmetric incentives provided by the EU to the key actors concerned, it is unlikely
to be resolved in a smooth manner in the near future. Finally, the Kurdish question is
tied to the ongoing democratization process at home as well as the instability in
Northern Iraq and deteriorating relations with the United States present formidable
challenges. All these considerations suggest that the recent transformation that Turkey
has been experiencing both in the economic and political spheres could experience
serious setbacks. Given the progress made so far, however, it is highly unlikely that

such setbacks would involve a complete reversal of the reform process.
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Concluding Observations

Turkey has been exposed to the forces of financial globalization with largely negative
consequences during the course of the 1990s. The Turkish economy was not
adequately prepared for full scale capital account liberalization in 1989, given the
depth of domestic macroeconomic and political imbalances and the under-regulated
nature of the financial system. The outcome was a highly fragile and lop-sided pattern
of economic growth fuelled by short-term and speculative capital inflows. This
environment was quite conducive to financial crises and, indeed, Turkey has
experienced three consecutive financial crises with costly ramifications within a

period of less than a decade.

Turkey’s relations with the EU during the course of the 1990s took the form of the
Customs Union agreement with the prospect of full-membership. In spite of its
positive repercussions, the Customs Union itself was not a sufficiently powerful
instrument to reverse the negative consequences of Turkey’s exposure to financial
globalization. The EU has emerged as a much more powerful anchor for reform, once
the promise of full-membership was made and a more credible set of incentives was

given to economic and democratic reformers in the post-1999 era.

In retrospect, it was not the Helsinki decision of 1999 but the crisis of 2001 that
represented the real turning point in the trajectory of the Turkish economy. The EU
anchor became much more important in the post-crisis context. The very depth of the
crisis had two important implications. First, it created public support for the reform
process. Secondly, it helped to increase the power of external anchors to push in the
direction of reform. This in turn laid the foundations of a process of sustainable,
inflation-free growth; for the first time over a period of three decades. The fact that
government commitment to reform increased markedly in the post-crisis era has also
contributed to the emergence of a virtuous cycle whereby positive developments on
the economic, democratization and foreign policy fronts had mutually re-enforcing

consequences. The recovery process has gone hand in hand with the deepening of
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Turkey’s relations with the EU illustrating the critical significance of the EU anchor

from which the IMF also benefited.

The new era of accession negotiations, however, will present a new set of challenges.
The transition period which is likely to take a decade will perhaps be even more
critical to Turkey than the subsequent phase of full-membership in terms of fully
consolidating the political and economic reform process. Setbacks are likely to occur
during this transitional phase and one should not assume that external anchors per se,
a temporary anchor in the case of the IMF and a permanent anchor in the case of the
EU, will provide automatic protection for Turkey against possible crises in the future.
Specifically, Turkey needs to strengthen her capacity to transform economic structure
to deal not only with competitive challenges posed by economic/financial
globalization but also with developmental and redistributional challenges which may
contribute to economic and political instability. If Turkey is able to maintain a broad
social contract in favor of continuation of reform during the critical transition phase,
one may reach the paradoxical conclusion that whether it becomes a member or not in
2015 will not have such a dramatic impact on the quality of its economic performance

and the nature of its democratic regime.

*Professor and Assistant Professor of International Relations, Ko¢ University,
Istanbul, Turkey. An earlier version of this paper was presented at a conference
entitled ‘Europeanization and Transformation: Turkey in the Post-Helsinki Era’
hosted by Koc University on 2-3 December 2005. We would like to thank Ahmet
Faruk Aysan, Basak Kus and conference participants as well as Izzet Nas and Nihat
UHQJ*O IRU WKH L Webvbu@ kllsdliWeMd thai D& efitdr and the
anonymous referees of the Journal for their valuable comments and suggestions.

' On the broad contours of economic performance during neo-liberal era in Turkey VHH gQ LU
and Celasun and Rodrik (1989)

? On the negative aspects of the Turkish neo-liberal experience, see Yeldan (1998)

? For a detailed examination of the trajectory of various economic crises in Turkey and their political
consequences, see Onis (2003).

* For comprehensive discussions of the role of external anchors in the reform process, see Francois
(1997) and Rodrik (1996).
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> There is some redistributive and social component in the EU and the World Bank programs, but funds
provided for this purpose are quite marginal.

® Concerning the premature liberalization of the capital account, see Rodrik (1990).

7 See in this context Eder (2003).

¥ See European Commission (1999).

’See Dutz,Us DQG <O OBR.D]

"See Dutz,Us DQG <O 0OB.D]

! Egilmez (2005).

12 K ése and Oncii (2004).

" Law on the Protection of Competition was enacted on 7 December 1994. The regulatory authority is
the Competition Authority and the decision-making body is the Competition Board.

' See European Commission (1999).

" For a good discussion of the anchor-credibility dilemma that characterized Turkey-EU relations
during the 1990s,see 8 + X U

' For an analysis of the contrasting paths of Poland and Turkey on the path to EU membership, see

g Q [2004).

" For a good discussion of the underlying imbalances during the period, see Yeldan and Kose (1998).
'® For evidence see the annual survey of the Istanbul Chamber of Industry on 500 Largest Industrial
Establishments.

1 See Ozatay (1996).

%% On the nature and contents of the program agreed with the IMF in December 1999, see the Turkish
government’s letter on intent available at www.imf.org/external /np/10i/1999/120999.htm.

*! For detailed discussions of the underlying causes of the twin crises, VHH gQLU DQG M4 ELQ
Akyiiz and Boratav (2003).

** The only exception to this was the minor member of the coalition government, the Motherland Party,
(WKH $1%$3 XQGHU WKH OHDGHUVKLS RIrd WXk sndr@dR D] ZKLFK ZDV PR
receptive towards IMF style reform process being itself the prime representative of the urban
bourgeoisie in the Turkish context. The ANAP also differed from the two dominant coalition partners
in being much more receptive to the kinds of political and economic conditions associated with EU
membership.

2 For an analysis of the contrasting fortunes of Argentina and Turkey in the post- HUD VHH gQLu
(2006, forthcoming).

>4 Bakir (2005a).

»)RU D IXUWKHU HODERUDWLRQ RI WKLV SRLQW VHH $OSHU DQG gQL
%% Bakir (2005a)

*7 Bakir (2005a).

*¥ Protests have taken place such as the shopkeepers’ strike in Ankara. But they were on a relatively
minor scale compared with the kinds of massive waves of social protest which accompanied the
Argentinean crisis during the same year.

% For evidence on the 2002 public opinion survey on EU membership in Turkey see Carkoglu (2003).
' See g Q (2006 forthcoming).

31 A cursory examination of the reports published by financial actors such as Deutsche Bank, Morgan
Stanley, JP Morgan, Goldman and Sachs and Merrill Lynch among others in the post-crisis era clearly
highlight the importance of the EU for the long performance of the Turkish economy and underline the
need to press ahead with both economic and the political components of the Copenhagen criteria. An
example of a typical comment is as follows: “The EU wants to see implementation and not just laws
passed,” says Peter Worthington, Director of Economic Research for Eastern Europe, the Middle East
and Africa at Credit Suisse First Boston (CSFB) in London. “It’s one thing to say that you’ll ban
torture under police custody, and another thing to actually do it, but there are now signs that
implementation is improving as well,” quoted from Fittipaldi (2004).

32 Evidence on falling real rates of interest see the annual reports of the Central Bank.

3 Among others see OECD (2004) and the recent assessment of the IMF available at the IMF web site:
www.imf.org.

* Evidence on changing legislation designed to create a better macro as well as micro-institutional
framework for reform see the report prepared by IEUDKLP dDQDNoO 8QGHUMSFUHWDU\ RI 71
> See United Nations (2005).

*% A good example of such favorable projection concerning FDI flows see ' H U ¥tlal(2004a).

%7 For evidence on recent privatizations, see the report of the Turkish Privatization Administration
available at: http://www.oib.gov.tr/program/uygulamalar/yillara_gore.htm.
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** See Bakir (2005b).

%% See Global Policy Network. (2005).

* See Global Policy Network. (2005).

*I'See OECD (2004).

* For example FDI outflows from Turkey reached US$856.3 million in 2004 from US$410.6 million
in 2003 (Treasury, 2005).

* On the economic challenges confronting Turkey during the era of accession negotiations, see Dervi U
et al(2004a).

* For estimates of how much pre-accession aid will be coming to Turkey V HH 'dtlal20@b). One
can raise the question concerning their prediction that Turkey, based on the fairness principle, will be
receiving around 2-3 Billion Euro per year starting from 2007 onwards.

* For a detailed discussi R Q V H K2098 L G
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