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Abstract
This dissertation will assess whether Turkey’s recent “economic success” will lead to a process of sustainable growth. This will be determined by adopting (using) a Kaldorian perspective that emphasises the importance of the manufacturing sector as the source of sustainability. Conducting analyses both on the manufacturing and financial sector this paper uncovers serious fragilities of the current growth strategy and questions whether the “impressive performance” post-2001 will lead to durable success.         

Introduction
The Turkish economy has experienced one of its most outstanding phases of growth in recent years. Following one of the most severe economic crises in 2001, Turkey has followed a process of transforming the economy through structural reforms that have changed the composition of the manufacturing sector. Turkey is adopting an export structure that is highly sophisticated by reducing its dependence on the traditional labour intensive manufacturing commodities. Thus Turkey (and) is seeking to establish comparative advantage in new high-tech commodities, which is essential for achieving high growth equilibrium (Hausmann et al 2007, Hausmann & Rodrik 2003, Rodrik 2006). 

However a closer examination of the tradable sector reveals serious fragilities that undermine the full growth promoting characteristics of the manufacturing sector identified by Kaldor’s theory. 

Thus the originality of this dissertation rests on the application of Kaldor’s dynamic theory to assess the sustainability of growth over the past decade, which is very different from the static neoclassical perspective that solely attempts to measure but not explain growth. Unfortunately the latter perspective has largely influenced much of the debate in economic papers so they have failed to provide anything more than just a rudimentary analysis. 

The dissertation is organised as follows. Chapter one will provide a brief discussion on the theory of growth to establish the theoretical trajectory (narrative) of this dissertation. Chapter two will present a short historical analysis of Turkey’s economic development that will provide deeper insight to the current economic situation. Chapter three will assess whether the changing composition of the manufacturing sector will sustain long-term growth. Chapter four further supplements the discussion by assessing the dynamics of the financial sector, (-) the recent global financial crises reaffirms the non-neutrality of money. The conclusion will summarise the implications for sustainable growth in Turkey.   

1. 
The theory of growth:
For the classical economists Smith, Ricardo, Marx, and Malthus understanding the process of economic growth was a central endeavour. Yet the central and most prominent question ‘what determines economic growth’ remains unresolved and poorly understood. This can be partly attributed to the lack of a generalised or unifying theory. Nevertheless it remains central to understanding why certain countries have successfully achieved economic growth while others have persisted on a low growth equilibrium. Thus it is necessary for the purpose of this paper to briefly discuss the theoretical justification of the determinants of growth. Section 1.d. will provide a collaboration of these different perspectives to highlight the specific theoretical trajectory (narrative) that this paper will adopt to answer the proposed question. 

1.a.
Neoclassical growth theory:

Harrod (1939) put the Keynesian savings - investment equilibrium in a dynamic context by observing that the level of investment, I, gives the growth of capital, K. By dividing the equilibrium condition so that savings (S) is equal to investment (I) by K we obtain the Harrod-Domar model: 

gw<K/K> = sY/vY = s/v

Where s=S/Y (Y is national income) and v=K/Y which is the incremental capital-output ratio, and gw stands for the warranted rate of growth. The higher the savings rate the higher will be the warranted rate of growth, and similarly the lower the capital-output ratio. The natural rate of growth gn is given exogenously by ‘n’ the rate of population growth. The problem with Harrod-Domar steady state balanced growth (SSBG) was that it was possible that gw  gn  that capital or labour will outstrip the other. Hence economic growth is a highly unstable and precarious phenomena standing on a ‘knife-edge’. The neoclassical theory gets around this by allowing the capital-output ratio to vary with higher per capita output with higher per-capita per-worker. 
Solow (1956) maintained constant returns to scale, diminishing returns to capital, and exogenously determined technical progress and labour supply. The implication is that the rate of growth of output is determined by the rate of growth of the labour force. Raising ‘s’ increases the rate of growth of output in the short-run, but in the long run it merely increases ‘v’ in the same proportion so that eventually s/v becomes equal to the rate of growth of labour
. Thus the change in capital stock does not change GDP growth rate since the savings rate only enters the model to determine the capital intensity at which the model is dynamically stable referred to as a ‘level effect’, the slope of the equilibrium growth rate can only be determined by the exogenous labour supply, which is the ‘growth effect’. As a result productivity increase can only be explained as an afterthought exogenous to the model by the rate of technological progress. The term ‘Manna from heaven’ was used in the literature to express the explanatory void within the model. 

1.b.
Kaldor’s theory of growth: 
Kaldor (1957, 1961) presented a far more comprehensive analysis, which was far less ambiguous than neoclassical theory. Kaldor importantly illustrated that economic growth is the consequence of endogenous forces operating within a system that are not the result of coincidence. Kaldor implied the role of externalities and constant returns to capital in the fourth stylised fact of economic growth. The explanation lay in the innovative formulation of the technical progress function to replace the neoclassical production function and its artificial distinction between movements along the function (substitution of capital for labour) and shift in the function (due to technical progress). Hence the growth of output per-capita to the rate of growth of capital per-worker determines the long-run equilibrium growth rate. This means that capital accumulation and technical progress cannot be separated. They are intimately linked. There cannot be capital deepening without some technical progress embodied in the new capital, and most new ideas need capital accumulation for their embodiment (Thirlwall 1987:174).

Thus the growth accounting studies such as Dennison (1967) Maddison (1972) that have attempted to quantify the effects of technical progress on economic growth embodied in the Solow residual is inherently flawed, since it would be impossible to empirically disentangle the affects of capital in all its multitude of manifestations from technical progress. Furthermore the Cambridge capital critique renders the residual invalid. Changes in ‘K’ (capital) are a combination of changes in both the evaluation and the quantity of capital (Fine 2003:206).  

A further determining feature of Kaldor’s presentation was that he focused on “explaining” the determinants of long-run growth within a post-Keynesian framework. This means that the framework combines the ‘demand’ and ‘supply’ regime to create a circular cumulative causation that leads to persistent growth. This is very different from the strictly ‘supply side’ neoclassical perspective that ignores demand constraints on economic growth singing the old mantra ‘supply creates its own demand’. 

According to Kaldor the determinants of sustainable economic growth is formulated by three laws, which highlight the unique importance of the manufacturing sector.

(1)            G(gdp) = f1(gm)     f1’ > 0

The first law presents a positive correlation between the growth of manufacturing output ‘gm’ and the growth of GDP. It means that the ‘manufacturing sector is the engine of growth’. This implies that the greater the rate of growth of manufacturing over non-manufacturing sectors the greater will be GDP growth. The main determinant of this is the increasing productivity of the whole economy as resources are pulled out from less productive pursuits into the higher productive manufacturing sector. There is also the existence of increasing returns (IRS) both in static and dynamic terms. Kaldor had taken inspiration from Young’s (1928) inspiring paper. IRS cannot be analysed in isolation since the process entails multiple ramifications It has to be analysed collectively thus ‘Change becomes progressive and propagates itself in a cumulative ways’ (Young 1928:530).

(2)             pm = f2(gm)     f2’ > 0

The second law states that there is a strong correlation between growth of manufacturing output and the growth of productivity in manufacturing. This is also known as Verdoorn’s law. The growth of manufacturing output is ultimately dependent on supply and demand factors and it is the combination of both factors that creates sustainable growth. This is where export-led growth is particularly important since if output and productivity are constrained by domestic demand then international demand could act to alleviate this constraint. Export demand is a major component of autonomous demand, so that the rate of growth of exports will govern the long-run rate of growth of output. 

Kaldor (1970) referred to Harrod’s foreign trade multiplier to emphasise the adjustment of industrial output to international demand, illustrating the balance of payment (BoP) constraint on growth. Thirlwall (1979) presented a formal model, g = x/ where g is growth of output, x is growth of exports, and  is the income elasticity of demand for imports. This is a dynamic extension of the original static Harrod model, it demonstrates that the primary explanation for differences in growth rates between countries is the variance of demand (ibid:52). For countries to achieve high growth rates they have to either increase the composition of exports that command a high-income elasticity of demand or lower . There is strong empirical support for the predictive power of this model (see Bairam 1988, Bairam and Dempster 1991).  

(3)            pnm = f3(gm)     f3’ > 0

The third law states that the faster the rate of growth of manufacturing output, the faster the growth of productivity in the whole economy. The overall productivity is positively related to the growth of output and employment in manufacturing and negatively associated with the growth of employment in non-manufacturing sectors. Since the marginal productivity of labour is negligible in the primary sector a movement of resources out of this sector to the more productive manufacturing sector will simultaneously improve productivity in both sectors. 

Kaldor’s theory on growth was largely ridiculed or ignored by mainstream neoclassical theory for overemphasising the importance of demand while ignoring supply constraints. Nevertheless ironically his technical progress function anticipated the developments in new growth theory.   

1.c. 
New growth theory (NGT).    


Romer’s (1985, 1989) pioneering work laid the foundations of NGT by emphasising endogenous technical progress and refuting the law of diminishing returns to capital. Thus per-capita output can grow without bound so that the rate of investment and the rate of productivity of capital can increase as the stock of capital increases. This seemed to undermine the theoretical foundations of neoclassical economics, and its logical implications on convergence theory. 


Long-run growth is primarily driven by the accumulation of new knowledge by forward-looking profit maximising agents. The focus of knowledge as a form of capital distinguishes this model from the previous ones (Romer 1985:2). Hence the long-run growth is not determined by population growth rate but by the savings and investment rate that increases the speed of accruing new knowledge that benefits the whole economy through externalities, be it through R&D expenditure, technological spillovers, or education. It is the increasing returns to technology and human capital that motivates the migration of people who possess human capital from places of scarcity to where it is abundant (Lucas 1988).  

1.d. 
The theoretical trajectory narrative of this paper:

The absence of widespread agreement is not surprising. It is seldom the case that one finds common agreement within economics (between economisits). Therefore it is important to justify the theoretical trajectory (narrative) that will shape the analysis in latter chapters. Kaldor’s theory in this respect is of central importance -  where NGT had been successful in attracting attention to the determinants of growth it has been less successful in formulating new insight to this discussion. NGT is heavily implicated in supporting and strengthening the microfoundations of neoclassical theory to explain the long run macro-economy (Thirlwall 1987, 2003, Fine 2000, 2003, 2006). Furthermore most NGT is modelled in the context of a closed economy ruling out the role of trade, export growth, and the BoP constraint (Thirlwall 2006). 

Kaldor’s three laws of growth depict the crucial role the industrial sector has on increasing productivity and creating sustainable high-growth. Nevertheless for the purpose of our discussion it is necessary to extend his taxonomy and disaggregate the industrial sector since commodities within manufacturing have many different characteristics and the greater the ‘sophistication’ of the export basket, the greater the potential for attaining high growth rates (Lall 2000). 

Lall et al (2005) provides a new classification of commodities – sophistication – (commodities sophistication) that gives a greater detail of technical characteristics, product differentiation, and fragmentation. This identifies the complexity of modern global value chains and the ‘fragmentability’ of technologically intensive commodities so that it is easy to segregate the knowledge/skill intensive high-value processes from the labour intensive low-value product assembly. Therefore, in some circumstances it may seem that a country is exporting sophisticated commodities but on a disaggregate level it is not. Classifying semiconductors as high technology at an aggregate level will result in classifying the Philippines as having a more sophisticated export structure than the US and Japan (ibid:4). Hence regions with the highest sophistication scores are those that have experienced persistent high growth rates - North America, Western Europe, and East Asia. This judgement has been widely supported within the literature (see Housmann et al 2007, Housmann & Rodrik 2003, Rodrik 2006, Xu 2010, Chang 2003). 

Thus it is not so much the volume of exports that is important but the composition of exports that is a determining factor. For a developing country to achieve high growth equilibrium it has to latch onto highly sophisticated export commodities that command a high-income elasticity of demand in international markets that fuels a circular cumulative process. Developing countries need to produce and export what developed countries produce and export (Rodrik 2006). This paper will precisely evaluate whether Turkey’s economic success over the past decade has been associated with its export specialisation pattern.  This will answer whether Turkey can be considered an emerging star or simply a mirage.  

2. 
The Turkish economy in Post-1980 period:
The current period of stable growth in Turkey has to be understood in a historical context, which will provide greater insight into the changing structure of the Turkish economy.

Turkeys’ post-war growth on average had been 4-5% but unfortunately in the long run this has not been sustainable, (growth has been erratic). Periods of high growth were followed by crises. The 2001-crisis was considered to be the most severe. It affected all spectrums of society equally in relative terms. This presented a unique opportunity to adopt an extensive reform package absent from specific interest groups. The ‘Transition to a stronger Turkish economy’ was implemented under the auspices of the Washington institutions (Arpac & Bird 2009, Onis 2009, Alper & Onis 2002, Bakir & Onis 2010). 

The new program did not diverge from previous programmes. It focused on lowering excess absorption, regulating the banking sector by strengthening the Banking regulation and supervision agency (BRSA), implementimg floating exchange rates, and controlling inflation by adopting an autonomous monetary policy through the independence of the Central Bank of Republic of Turkey (CBRT). 

The post-2001 period has been distinctively impressive. It has provided a prolonged period of economic growth - see figure 1.1. The period prior to 2001 is prone to frequent fluctuations - 1986, 1989, 1994, 1998, and 2001, whereas post-2001 the gradient is steeper and continues for a prolonged period until the global financial crisis in 2007-08 where the economy contracted by 4% after which the economy the preceding period once again returns to positive growth with GDP increasing by over 8%.  

Figure 1.1: GDP growth and % change expressed in constant prices: (1980-2010) 
Source: IMF 
The increase in trade-volume has also been more dramatic. Consider figure 1.2 - between 1994-2000 it had increased by 98% however, between 2000-11 it has remarkably increased by 356%. The share of Turkish exports in world trade increased from 0.36% between 1980-1990 to 0.44% in 1991-2000 and then to 0.60% in 2001-05 it currently stands at 1.1%. 

Figure 1.2: Trade volume, Exports, and imports by years: (1994-2011)
Source: TURKSTAT

The increasing discrepancy between imports and exports explains the increasing current account deficit (figure 1.3). The growth of exports has been 645% between 1994-2011 while imports have grown much faster at 934% during the same period. Tthe current account deficit reached nearly 10% of GDP in 2011, astonishing since even during the most profound crisis’s 1994, 2000, 2001 Turkey’s trade deficit never reached such proportions. The trade  deficit is currently at $77 billion. This has been the focal point for many economists assessing the strength of Turkeys’ economic growth. It is widely argued that it creates fragilities that could lead to future instability if macroeconomic fundamentals diminish (worsen) (Yeldan 2004, 2007, 2009, Independent Social Scientists Alliance of Turkey 2006, International Strategic Research Organisation 2008, Rodrik 2009, The Economist 13th issue 2012).   
Figure 1.3: Current account balance %GDP and Billion $: (1980-2011)
Source: IMF
On a positive note there have been macroeconomic successes. The CPI declined from double to single figures between from 1999 to 2011 whereas GDP per capita increased by 163% over the same period. Unemployment has stubbornly remained the fly in the ointment of post-2001 economic success.  

3. 
Structural change in Turkish exports: 

This chapter will analyse the structural composition of trade in order to fully understand the direction and sources of growth. In so doing we can identify whether the manufacturing sector coupled with export growth is capable of sustaining high growth rates described by Kaldor’s three laws. First the recent trend of commodity composition of exports will be investigated by primarily looking at the  commodity concentration ratio, and the change in factor intensity. Subsequent investigation will focus on the import dependency of exports.  

3.a. 
Recent trend in export composition: 

Figures 1 and 2 reveal that the sectoral composition of exports has changed in favour of manufacturing goods. The share of manufacturing has increased from 88.3% in 1996 to 93.3% in 2011 while the share of mining and agriculture has stagnated.   

Figure 3.1: Turkey’s exports structure (1996 $bn) Figure 3.2: Turkey’s exports structure (2011 $bn)
Source: TURKSTAT and authors calculation. 
Furthermore Table 3.1 below reports the list of 10 commodities that have the highest share in Turkish exports from 1982 – 2011. The content of this list changes throughout this period however the mid 1990’s presented a dramatic shift due to the export promotion policies adopted in the preceding decade. The list in 1982, 1985, and 1990 includes only 3, 4, 5 commodities from the 2011 list, respectively. There are only three commodity groups recorded in the top ten list of all selected years, which are 08, 61, and 73. These are essentially labour intensive activities that Turkey traditionally has static comparative advantage. The vast majority of exports are concentrated within the manufacturing sector, which accounts for 96% of total exports. 2007 saw the manufacturing sector break past the $100 billion barrier, in 2011 it had reached $125 billion. 

Table 3.1: Top ten export items of Turkey (1982 – 2010)
	
	  1982
	  1985
	  1990
	  1995
	  2000
	  2006 
	  2011

	1
	    55
	    73
	    61     
	    61
	    61
	    87
	    87

	2
	    08
	    55
	    72
	    62
	    62
	    61
	    84

	3
	    73
	    08
	    62 
	    72
	    85
	    84
	    72 

	4
	    25
	    61
	    08
	    08 
	    72
	    85
	    85

	5
	    01
	    42
	    42
	    85
	    87
	    72
	    61

	6
	    24
	    84
	    52
	    84
	    84
	    62
	    27

	7
	    27
	    27
	    85
	    87
	    08
	    73
	    73

	8
	    07
	    24 
	    24
	    55
	    63
	    39
	    62

	9
	    61   
	    60
	    07
	    63
	    52
	    08
	    39

	10
	    58
	    07
	    25
	    20
	    73
	    63
	    08


	01: Live animals. 
	58: Special woven fabrics.

	07: Edible vegetables.  
	60: Knitted or crocheted fabrics.

	08: Edible fruits and nuts 
	61: Articles of apparel and clothing accessories knitted. 

	20: Prep. of vegetables, fruits, nuts, and other parts of plants.
	62: Articles of apparel and clothing accessories not knitted. 

	24: Tobacco and manufactured substitutes.
	63: Other make up textile articles.

	25:Salt, sulphur, earths and stone plastering materials.
	72: Iron and steel.

	27: Mineral fuels, mineral oils and production of their distillation. 
	73: Articles of iron and steel.

	39: Plastic and articles thereof.
	84: Nuclear reactors, boilers, machinery and mechanical appliances.

	42: Articles of leather.
	85: Electrical machinery and equipment.

	52: Cotton, cotton yarn and cotton fabrics.
	87: Vehicles other than railway or tramway rolling stock. 

	55: Man-made staple fibres.
	


Items that are in bold were also in 2011. 

Source: TURKSTAT
The structure of exports not only shifted from the labour intensive ‘traditional’ sectors to manufacturing per se, but more crucially the composition of exports within manufacturing itself has changed. The strong performance of total manufacturing exports has been concentrated on the investment goods sector, which includes highly sophisticated commodities such as electrical machinery equipment, motor vehicles, communication apparatus and television and radio equipment. The average annual increase of exports by investment goods sector reached 22% between 2000 - 11. This is reflected in its share of total exports increasing from 24% to 44% in 2000 and 2011 respectively. The intermediate goods sector has also increased its share of total exports from 24% to 32% over the same period, reporting an average annual increase of 19%. In stark contrast the consumption goods sector has stagnated its share of total exports and substantially declined from 49% to 21% in 2000 and 2011 respectively. For detailed analyses of the distribution of exports among subsectors please refer to appendix A, table 3.3 and subsequent discussion.

The concentration of exports within the investment goods sector is crucial for countries pursuing high growth equilibrium because it is considered to be the most dynamic and influential sector due to the potential positive externalities that emanates from the high value inputs. Intermediate goods operate on a higher productivity plane leading to higher profit margins. The commodities also command a high-income elasticity of demand in global markets thus increasing the potential for circular cumulative causation according to Kaldorian theory. Gonenc & Yilmaz (2007) comment that more profitable sectors produce, export and create more employment than other sectors, which is primarily driven by productivity increases. 

Analysing the net-export balance of commodities provides a far more sober interpretation of Turley’s trade structure. There are many approaches to measure comparative advantage. The most direct way is to rank commodities according to their net exports. This will illustrate whether Turkey has been successful in attaining dynamic comparative advantage in the new rising star commodities - see Table 3.4 below.

Table 3.4: Trade balance of certain ISIC Rev. 3 commodities 2000-11:

	
	T. Balance/T. Volume1.
	Avg. export growth. (%)
	Export share.

	(08) Edible fruit and nuts: Peel of melons or citrus fruit.
	0.99
	14.2
	3.1

	(02) Meat and edible meat offal’s.
	0.98
	-42.9
	0.06

	(20) Prep. of vegetables and other plants. 
	0.92
	13.0
	0.017

	(61) Articles of apparel and clothing knitted. 
	0.84
	8.4
	6.7

	(62) Articles of apparel not knitted. 
	0.70
	7.4
	8.7

	(87) Vehicles other than railway or tramway rolling stock parts thereof. 
	-0.67
	25.7
	2.2

	(84) Manufacture boilers, machinery and mechanical appliances. 
	-0.47
	23.3
	2.9

	(82) Manufacture of radio, television and communication equipment. 
	-0.42
	8.1
	2.4

	(85) Manufacture of electrical machinery and equipment. 
	-0.24
	16.1
	8.9


(1) Net balance (x) /total exports(x) + total imports(x). 

Source: TURKSTAT and authors calculation.
It is clearly notable that the commodities that generate the highest trade surplus are traditional export commodities that Turkey has static comparative advantage in. However these commodities do not provide the necessary requirements for achieving high economic growth. In terms of Kaldor's third law the potential for positive externalities such as increasing productivity in the whole economy is minimal because they also do not command a high-income elasticity of demand. The capital/skill intensive commodities that have taken priority in this process of transformation (refer to table 3.1) are precisely the ones that are causing a trade deficit. The trade balance/trade volume indicator illustrates that commodities [87], [84], [85] with a high export share 2.2, 2.9, and 8.9 respectively are simultaneously aiding the deterioration of the current account deficit. 

3.b. 
Factor intensity of manufactured exports: 

Among the multitude of variables that affect export performance higher technological intensity is often mentioned to be more conducive to attain high growth equilibrium (Lall 1998, 2000, Lall et al 2005, Onis & Bayram 2011, Onis 2006, 2008). Hence there is a close correlation between technological composition of manufacturing value added and income level.  

Developed and developing regions have increased their share of medium-high technology (MHT) products over 1995 - 09 with the global share rising from 41.3% to 55.8%. Regionally, East Asia and the Pacific is one of the leading regions specialising in MHT commodities. Considering that the region has achieved and retained high growth rates over the past three decades this is not surprising. Looking at the income level and technology distribution, the data confirms the common judgement that the technological composition of manufacturing value-added is central to attaining high growth rates. Hence it is necessary for developing countries to latch onto high technology, high-value added commodities. 

Figure 3.3 below illustrates the technological composition of manufacturing value added in Turkey. According to these indicators it is evident that there has been an increase in the value added of low technology commodities after 2000 where previously it had been steadily decreasing. The high technology group on the other hand has been disappointing, remaining below 5% during the same period. On a positive note the medium high technology category has been steadily increasing reaching 28% in 2004 while the medium low technology has been decreasing over the period showing a slight resurgence in 2004. According to the TUSAID (2008) study Turkey has surpassed Argentina in terms of technological sophistication and is fast approaching Spain’s level.   

Figure 3.3: Technology composition of manufacturing value added: (1985-2004)
Source: Turk Sanayiciler ve isadamlari dernegi (TUSAID) Turkiye sanayiine sectoral bakis (2008:69)

The technological density in terms of manufacturing production and exports provides further insight. Note figure 3.4 and 3.5 below. 

Figure 3.4: Technology density of manufacturing industry production (%)
Source: Republic of Turkey: Ministry of industry and trade: Turkish industrial strategy document 2011-2014
According to figure 3.4 the technological density of manufacturing exports have increased both in the high, and medium high categories whereas it has regressed in the medium low, and low group. 

Figure 3.5: Technological density of manufacturing industry exports (%)
Source: (ibid)
Figure 3.5 suggests that Turkey has successfully transformed its manufacturing exports away from the low technology commodities to the high and medium high technology goods. Exports of high technology commodities accounted for only 6.2% of total manufactured exports in 2002. By 2008 this increased to 21.6%. The medium high technology group also increased from 24.3% to 41.1%. 

Turkey seems to have succeeded in transforming its production and exports towards high technology dense commodities, however it is unable to gain high levels of value added in these commodities since Turkey continues to occupy a low level position on the global value chain. This is reinforced by the increasing fragmentation of high technology supply chains within a globalised economy, exemplified by the note on the back of the iphone ‘designed in California assembled in China’. Turkey needs to climb up the global value chain by producing the high-tech components itself.  Unfortunately this is not happening. Instead Turkey is increasing its import dependency of intermediate goods.  

3.c. 
Import dependency of exports:
To provide a true measurement of dependency it is not sufficient merely to analyse the high amounts of export/total production rates since the dependency is multidimensional that emanates both from foreign and domestic markets. Hence it is necessary to analyse export/total production along with exports/total supply rate to assess dependency properly (Yukseler & Turkan 2008:31). Inancli & Konak (2012) adopt this method to investigate Turkey’s main export sectors table 3.6 is reproduced below. 

Table 3.6: Dependency ratios in manufacturing subsectors (import/production) – (Export/supply)

	Dependency level
	2002
	2003
	2004
	2005
	2006
	2007
	2008
	2009
	2010
	O.I

	Food products & Beverage
	100
	0.32
	0.35
	0.44
	0.48
	0.42
	0.43
	0.44
	0.45
	

	Tobacco products
	
	0.18
	0.24
	0.29
	0.35
	0.29
	0.42
	0.37
	0.50
	

	Textile products
	
	2.63
	3.16
	4.23
	4.40
	5.42
	6.11
	6.07
	6.62
	9

	Tanned leather, luggage, handbags etc
	
	1.84
	1.77
	2.94
	3.06
	4.04
	4.55
	4.06
	4.44
	

	Wood and cork products 
	
	1.35
	1.91
	2.11
	1.79
	2.00
	1.67
	1.59
	1.66
	

	Coke, refined petroleum products and nuclear fuel 
	
	6.49
	7.11
	11.90
	14.09
	19.15
	22.37
	29.86
	24.12
	2

	Chemicals and chemical products 
	
	5.18
	5.32
	5.38
	5.69
	5.69
	6.08
	5.70
	6.88
	8

	Rubber and Plastic products 
	
	3.40
	4.04
	3.47
	4.04
	4.45
	5.11
	4.75
	5.08
	10

	Other non-methallic mineral products 
	
	1.32
	1.57
	1.83
	1.94
	2.05
	2.27
	2.31
	2.55
	

	Basic metal manufacture
	
	11.84
	12.49
	12.59
	12.59
	13.13
	16.57
	19.80
	14.77
	6

	Metal products (except machinery and equipment)
	
	4.79
	5.99
	4.43
	4.68
	4.79
	6.72
	7.41
	7.11
	7

	NEC machinery & equipment
	
	11.75
	9.64
	12.33
	13.06
	14.94
	17.12
	16.00
	15.03
	5

	NEC electrical machinery & apparatus 
	
	9.06
	13.90
	14.64
	15.77
	17.66
	20.22
	20.64
	17.65
	4

	Radio, television, communication equipment and apparatus
	
	23.21
	26.05
	33.74
	55.64
	73.68
	79.61
	86.15
	77.59
	1

	Motor vehicles & trailers 
	
	15.37
	15.65
	15.90
	16.69
	18.42
	17.29
	17.47
	17.88
	3

	Furniture and NEC other products
	
	7.91
	11.05
	7.02
	5.89
	4.16
	3.46
	2.45
	2.41
	


(1) 2002=100

(2) O.I = order of importance.

(3) Total production values which are in the 2002 input-output table define total products with basic prices.

Source: Inancli & Konak (2012: 166)
The indicators are consistent with the previous assessment (refer to table 3.4). The most import dependent sectors are concentrated within the technologically sophisticated rising star sectors. Hence Turkey may have successfully transformed its export structure towards more sophisticated commodities but these sectors are the ones that are most import dependent, This is a widely confirmed judgement (Yukseler & Turkan 2008, Aydin et al 2007, Saygili & Saygili 2011, Aysan & Bektas 2007, Ministry of industry and trade report 2010). 

This essentially undermines the positive contribution of these sectors on creating a conducive environment for attaining high growth equilibrium since they fundamentally undermine Kaldor’s theory. The link between the growth of manufacturing and GDP becomes weak since manufacturing has increasingly become import dependent and does not provide dynamic IRS that is obtained through learning by doing or the backward/forward linkages. Thus Turkey’s manufacturing value added (MVA) ratio in the high sophisticated commodities is very low as illustrated in figure 3.3 whereas the low technological commodities do much better. Figure 3.6 below provides an international comparison of Turkeys MVA. 

Figure 3.6: International comparison of Turkey’s MVA Average annul real growth rate (%)
Source: UNIDO 
It is evident that Turkeys MVA ratio had surpassed developing countries excluding China between 2000 - 05 but it then regressed during the 2005 - 10 period. The initial high increase in productivity was achieved by keeping real wages low not by increasing the productive capacity of industry, which has stayed stagnant since the ISI period of the 1970’s (Gonenc & Yilmaz 2007, Yeldan 2007). However in the latter period the productivity rises were equalled by the increasing imported inputs lowering the overall level of value added. 

The proportion of processed materials used in industry increased making up a large proportion of total intermediate imports. The imports of transportation equipment have increased by 461% indicating that the impressive performance of exports has been in conjunction with imported inputs. Also the 212% increase in parts of investment goods further clarifies this point. The share of imported intermediary, and investment goods used in total production was 43% as of 2011.

Aysan et al (2007) calculated the import dependency of the Czech Republic, Hungary, Poland, Slovakia, and Turkey. The authors note that although Turkish exports have become increasingly dependent on imports this is not unique. It equally applies to the developing EU countries. ‘The import dependency of exports in the Czech Republic, Hungary, Poland, and Slovakia increased more than that of Turkey’ (p.28). The study reports that overall Slovakia and the Czech Republic have the highest import dependent manufacturing sectors while Turkey has the highest dependency in machinery & equipment, electrical machinery & apparatus, and motor vehicles. This is not surprising considering the low gross domestic expenditure on R&D as a percentage of GDP note figure 3.7. The data illustrates that Turkey is towards the end of the list with newly integrated eastern European countries spending more.

Figure 3.7: Gross domestic expenditure on R&D (GERD) as a % of GDP.
Source: Eurostat 2012

Although Turkey is far below the EU average it is fast catching up. In 2009 business expenditure on R&D increased by 6.1%. Increased expenditure on R&D is necessary, but it has to be coupled with an increase in human capital stock (Onis & Bayram 2011). Turkey's public expenditure on education has steadily increased over the years - table 3.8. In comparative terms it is far below the OECD average in per student expenditure but in terms of per-capita income the discrepancy is not so wide. Turkey's spending is actually consistent with expectations.  

Table 3.8: Overall public education expenditure (1997-2006) 
	Million (YTL)
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005
	2006

	General government total:
	1.108
	2.198
	3.506
	5.354
	7.606
	11.903
	15.056
	17.275
	19.296
	22.598

	As a share of GNP (%)

	General government spending:
	3.77
	4.11
	4.48
	4.26
	4.31
	4.33
	4.22
	4.03
	4.11
	4.19


Source: World Bank country review (2006)
3.d. 
Chapter summary: 

The subject of this chapter has been to highlight the dramatic change in the composition of Turkish exports over the past decade and whether this has resulted in creating a sustainable growth-promoting environment according to Kaldorian theory. It is not only important that manufacturing constitutes a higher proportion of total exports, but the subsectors that have prospered are a fundamental component for long-term growth. The concentration of capital/knowledge intensive commodities in total exports has increased. However there are problems in the trade structure, the rising star sectors are increasingly aiding the huge trade deficit since they are increasingly dependent on imported inputs. This is reflected in the poor MVA ratios compared to developing countries. Although Turkish production and exports have high factor intensity this does not take into account that the production of these commodities are increasingly dependent on imported inputs. Turkey thus far has not developed a domestic manufacturing cluster to produce the essential high - tech intermediate components. This should be an area of concern especially since the high growth rates have failed to provide employment opportunities leading many to claim that in fact it is ‘jobless growth’ (Yeldan 2004, 2006, 2009, Yeldan et al 2009, Rodrik 2009, Onis & Byram 2011).  

4. 
The changing composition of the financial sector.
The development of the public finances along sound principles has important implications for the sustainability of economic growth. The recent global financial crisis 07/08 including Mexico 1994, East Asia 1997, Russia 1998, Turkey 2001, Argentina 2002 illustrated the dire economic consequences that a precarious current and financial account could precipitate, far more important than conventional mainstream economic theory would have us believe (Mishkin 2006). The deterioration of the BoP both in size and in terms of financing has the potential to plunge the country into an economic crisis. The example of Mexico and Korea are illustrative in this respect, they both had sound macroeconomic fundamentals but due to the specifics of their trade policy, which encouraged a deterioration of the BoP eventually led to an economic meltdown. Thus this chapter will analyse the changing structure of Turkey’s public finances to highlight potential BoP constraints on sustaining economic growth. 

4.a. 
Foreign debt:

An examination of the foreign debt stock reveals that it has increased substantially between 2000 – 11/ Consider figure 4.1 below.   

Figure 4.1: Total external debt stock 2000-11 ($ million)
Source: World Bank: World Development indicators (WDI).

It has increased from $118.5 billion in 2000 to $293.6 billion in 2011 - an increase of 144%. The private sector accounted for 65% of the gross external debt. It increased from $43.056 billion in 2002 to $207.642 billion in 2012- an increase of 382%. The public sector accounted for 31% of the gross debt while it recorded an increase of 56% over the same period. The proportion of debt by the Central Bank fell by 56% from $22,003 to 9,694 billion. There have been important developments in the external debt stock. The maturity of debt obligations have increased constituting 71% of the total debt obligations. The public sectors short-term exposure has increased recently but remains at 10% of the sectors debt liabilities. The private sector is more precarious in this respect. The short-term debt obligations make up 37% of total liabilities, an increase from 32% in 2002. 

A positive development has been the reduction of external debt to GDP ratio. In 2002 the ratio stood at 56.2% whereas in 2011 it has declined to 39.7%, a reduction of 29.3%. Furthermore the external debt stock as percentage of exports has also declined from 219% in 2000 to 184% in 2010. However according to Yeldan (2007) the fall is due to the rapid expansion of the GNP and the appreciation of the TRY. The appreciation of the TRY disguises much of the fragility of external debt financing economy, ‘a simple PPP correction of the real exchange rate, for instance, would increase the burden of external debt to 76% of GNP in 2005, higher than the 2001 pre crisis level’ (p.9).    
4.b.
The changing composition of financing the productive sector:






Dissecting the data further reveals that the majority borrowers in the private sector are the non-financial institutions highlighting the changing structure of financing the productive sector. The drive to improve international competitiveness in the productive sector through upgrading the factors of production increased their exposure to foreign debt. The turn to foreign lenders has been facilitated by the policy of high domestic interest rates and a strong exchange rate as part of the explicit inflation targeting policy by the CBRT. This is reflected in the data in 2002 - $30,809 billion - far lower than the public sector but in 2012 it had reached $109,939 billion - higher than the total public debt and an increase of 256% accounting for 52% of the total private sector debt. 

Focusing on the non-financial institutions long-term debt obligations on a disaggregate level provides further insight to the discussion. It is evident that not only the exposure to foreign debt is increasing but also it is concentrated both in the non-traditional and traditional sectors the precise sectors that have recently increased their volume of exports during the high growth period (refer to table 3.1). 

The increase in foreign debt exposure of the private financial institutions increased by 644% over the same period further increasong the risk of instability emanating from currency volatility. This places enormous pressure on the Central Bank to maintain stable macroeconomic fundamentals and sustain the high inflow of foreign capital to keep the TRY strong thus fuelling the cycle of foreign debt-led growth (Yeldan 2004, 2007, 2009, Pamukcu and Yeldan 2006). This is supported by the increasing net foreign exchange position. It is evident that the deficit has increased over time with a slight decrease in 2009, but then reaching $ 125,655 - a 581% increase.  Figure 4.2 supports this judgement. It is clearly noticeable that as the net foreign exchange position of the non-financial institutions deteriorate the volume of trade and GDP increase and vice versa. Note 08 - 09 where this is particularly evident. Thus Turkey’s economic growth is increasingly dependent on foreign debt. It also illustrates that the pattern of growth can be best described as ‘extensive’ rather than ‘intensive’ growth - the latter being more important for sustainability. 
Figure 4.2: Foreign debt led growth
Source: CBRT, TURKSTAT, World Bank (WDI)
Furthermore considering that the composition of foreign debt is largely denominated in US$ - accounting for 52% of the gross debt in 2012 - it becomes paramount for macro stability and sustainability of growth that the CBRT keeps the exchange rate US$/TRY low by keeping inflation stable. However looking at figure 4.3 it is both evident that the exchange rate is increasingly volatile and unstable and more importantly the TRY has recently depreciated against the US$, which increases the value of the external debt and makes the debt more difficult to service. It lowers production, investment, and employment thus undermining the engine of growth in terms of Kaldor’s perspective. 

Figure 4.3: Nominal exchange rate USD/TRY 2002-12
Source: CBRT
Meanwhile the interest payments on total external debt as a percentage of exports have decreased from 13% in 2000 to 7% in 2010
.  However in nominal terms the interest payments have actually increased. In 2010 it cost Turkey $11,501 billion - more than the collective exports of the agriculture, forestry, mining, and quarrying sector, which was $7.777 billion. Considering that these sectors employ 25% of the total labour force
 growth through deficit financing is clearly undermining the sustainability of economic growth. 

Furthermore it is often mentioned that the maturity of external debt has improved indeed this is correct on average it increased from 16  - 24 months to 25 - 36 months
, However the intrinsic problem is not the length of debt maturity, although this is important. The problem is that majority of long-term debt - 60% - is subject to variable interest rates. This figure is higher for the non-financial sector reaching 63%. This ultimately increases the risk of instability if macroeconomic fundamentals were to worsen,  Thos could result in dire economic turmoil as witnessed in 2001. 

The very nature of private financing has been fiercely debated between government officials and private sector leaders. The following quote by Rifat Hasarciklioglu who is the current president of the Union of Chambers of Commerce and commodity exchanges in Turkey (TOBB) exemplifies the precarious nature of foreign debt led growth. ‘Someone (referring to the Prime Minister Mr. Recep Tayip Erdogan) is saying that the government is not indebted. Who told you to become indebted in foreign currency? You became involved in this debt on your own. I am asking you, is there someone giving long-term credit in Turkish Lira and we have not taken advantage of it? There are no savings in Turkey. We are using the savings of others’. (Hurriyet 29th October 2008). 

Hisarciklioglu is fundamentally correct Turkey has a low savings rate, which not only constrains fixed capital investment and the economy constantly shows a savings  - investment gap, and the private sector has attempted to fill this gap by relying on foreign funds (savings). Formally expressed as S + (T – G) - NX = I if national savings is low S + (T – G) then foreign borrowing has to be large to sustain investment. This leads the economy into a narrow bottleneck, the need for foreign savings drives up the current account deficit, which in turn seeks more foreign capital to finance the deficit thus creating a cycle of foreign debt dependency. This very process of foreign financing explicitly confirms the conclusion of the dynamic Harrod trade multiplier.  Turkey is attempting to mitigate the BoP constraint on growth but is actually exacerbating it. 

Turkey’s savings rate is comparatively low to other developing countries - note figure 4.4. This explains why the current account deficit has recently reached unprecedented levels.  
Figure 4.4: Gross savings rate (% of GDP) 
Source: World Bank 2012 (WDI)

4.c. 
Financing the current account deficit:
The deterioration of the current account deficit noted previously is due to the foreign trade deficit due to the increasing import dependency of the rising star sectors and also the increasing foreign debt liabilities due to inadequate domestic savings. However the financing of the current account deficit has changed dramatically over the past decade, which has important implications for future growth prospects. 

Figure 4.5: Balance of payments: (1999-2011)
Source: TURKSTAT 
Figure 3.5 illustrates that the financial account has been in excess of the current account thus except for the crisis in 2001 and 2007/08 the global balance has been positive - refer to table 3.4. Turkey has nurtured the right environment to attract foreign capital of a certain type. Low inflation coupled with high interest rates have led to high returns for arbitragers attracting ‘hot money’, rather than equity financing capital - the latter being the most desirable form of financing as the investors are making a long term commitment rather than expecting quick returns. 

The financial liberalisation of the 1980’s has meant that deficit financing was made easier, thus there was move from monetisation to securitisation
. This is evidenced as portfolio investment increased by 360% between 1999-2011 - a large proportion of which is made up of debt securities that is highly liquid and can easily be reversed from inflow to an outflow in times of crisis  as in 2001, 2007, 2008. Equity financing accounts for 23% of portfolio investments. This creates a highly volatile and unstable financing structure for the current account balance that opens the possibility of experiencing another crisis on the scale of 2001. 

The high inflows of debt securities tends to create and sustain asset bubbles that become highly volatile in times of capital outflow. This was particularly the case during the recent global financial crisis that was precipitated by the collapse of the US sub-prime mortgage market. The financialisation of the economy over the past three decades wherein monetary values are created without any discourse on production so that M – M’ transpires naturally rather than the normal M – C – M’ due to the endemic structure of capitalism precipitates a gradual progression from stable hedge financing to unstable speculative financing, leading on to ponzi financing (Minsky 1992). 


This explains the paradox of economic growth over the past decade in Turkey where simultaneously it has recorded high GDP growth rates but this has not resulted in employment generation. This is often referred to in the literature as ‘jobless growth’ (Rodrik 2009, Yeldan 2007, 2009, Onis & Guven 2011). To make this assessment clearer figure 4.6 plots the real annual growth rate of GDP and employment. It is evident that in periods of high GDP growth during 2002 - 07 employment growth was far slower. Although this tends to improve during 2010 - 11 the average rate of growth of GDP is 5.45% while growth in employment is only 1.074% during this period.   

Figure 4.6: Annual real rate of change in GDP and aggregate employment (2000-11)
Source: TURKSTAT and authors calculations.
The improvement in FDI has been impressive (refer to figure 4. 7) it has increased by a staggering 1927% between 1999 - 2011. FDI not only makes LDC’s less vulnerable to external shocks but is also provides positive externalities by transferring knowledge, technology, and management skills to emerging markets. Ng (2006) has found that the level of FDI inflows causes technological upturn in selected Asian countries. 

Figure 4.7: FDI annual inflows 1999-2011 
Source: CBRT
However when the composition of FDI in Turkey is scrutinised it provides a far less optimistic perspective
. FDI has tended to concentrate on the service sector - 47% - while the manufacturing sector only accounts for 17% of total FDI inflows. The subsectors that have particularly done well are the financial, transport, and communication sectors.  FDI inflows into the financial sector have been predominantly induced by mergers and acquisitions of the banking sector. The positive externalities of FDI inflows seem to be limited in the Turkish case this is clear when one notices the very low amounts going into professional scientific and technical activities. 

The most important characteristic of these investments is their ‘one time nature’. They do not create employment opportunities by increasing the productive capacity of the manufacturing sectors. They are instead motivated by short-term gain. It is possible for FDI to have positive externalities for economic growth but only in circumstances where this is actively sought after by the central government. China receives a huge proportion of global FDI inflows but it actively seeks to attract FDI that has a high technology transfer. This approach has worked wonders for China, Turkey needs to adopt a similar approach. 

4.d.
Chapter summary:

Turkey’s economic growth has increasingly became dependent on foreign eternal debt, which has increased to unprecedented levels over the past decade calling into the question the sustainability of its growth path. The productive sector has became increasingly embroiled in foreign financing of the short-term variant since the domestic savings rate is inadequate for fixed capital investment. Thus it has exposed the productive sector to pro-cyclical capital movements that exacerbate economic fluctuations. Hence it undermines the potential for sustainable growth along a Kaldorian perspective since manufacturing becomes subject to fluctuations determined by exogenous factors i.e. investor’s perceptions. The current account liberalisation in 1989 has made deficit - financing much easier by adopting securitisation in place of monetisation. This made the current account reach levels that are clearly unsustainable and presents a constraint on economic growth. Appendix C presents a risk matrix, which considers the multiple effects of macro - financial shocks not considered here, which reinforces the non - neutrality of money. It is important both to understand and adopt policies that best mitigate these risks for sustainable growth. 

Conclusion
The central objective of this dissertation has been to confront the question of whether the recent Turkish economic growth experience represents a sustainable process. This was ascertained by adopting a Kaldorian perspective that emphasised the pivotal role the manufacturing sector has on achieving sustainable growth. However the traditional taxonomy between manufacturing and non-manufacturing commodities had to be extended to take account of the increasing complexity of manufactured commodities and their specific role in promoting growth. Thus LDC’s need not only to increase the volume of manufactured commodities but also their sophisticated content, thereby reaching higher up the global value chain.  

Subsequent scrutiny of the manufacturing sector in Turley has revealed serious fragilities. Although the factor intensity of production and exports have both increased, this does not take into account that the production of these sophisticated commodities are dependent on imported high - tech components. This is reflected in the poor MVA ratios compared to other developing countries furthermore the technological composition of MVA revealed that low-technology commodities dominate while high - technology value added remains below 5%. This undermines the potential of the manufacturing sector to promote sustainable growth since it reduces the positive externalities mentioned by Kaldor. Increases in productivity both within manufacturing and wider economy are minimal since dynamic IRS obtained through learning by doing and backward/forward linkages are not developed. Thus the dependence on imported inputs creates an enclaved manufacturing sector that is isolated from the wider economy, which is reflected in the low employment creation of the economy. 

The dependency on imports has also exacerbated the current account deficit, which has not only reached unprecedented levels but also its financing is very precarious. We have often witnessed the dire macroeconomic consequences that a precarious current account could precipitate suggesting the non - neutrality of money. Turkey’s economic growth has become dependent on foreign external debt. The productive sector has increasingly become embroiled in foreign financing of the short-term variant since the domestic savings rate is inadequate for fixed capital investment. Thus the growth potential of the manufacturing sector is dependent on global liquidity conditions, which can easily be reversed as demonstrated during the 07/08 crises. 

Thus the analyses has uncovered serious weaknesses in Turkey’s recent economic ascend, however there are opportunities to amend this. Turkey fundamentally needs to reduce its external dependent growth by increasing the domestic savings rate and for exports to exceed imports leading to a decrease in the current account deficit and vulnerability to external shocks. This can only be a possibility if Turkey reduces its import dependency of its exports, which requires dramatic increase in GERD so that Turkey produces more high - tech components itself, which will increase MVA and profitability. Subsequently the manufacturing sector will become the engine of sustainable growth as described by Kaldor. 

Furthermore Turkey needs to supplement the initial phase of reforms with longer-term development strategy so that it becomes more than just a temporary star. Unfortunately the AKP government is not acting as swiftly as it once did, according to Onis & Bayram (2011) this may be due to the weakening anchor of the European Union as it no longer provides a large enough of a carrot to work towards.         
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