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Capital Flows, Turbulences, and Distribution:
The Case of Turkey

Ozlem Onaran*

This paper presents the mechanism of the boom-bust cycles in the context of do-
mestic and international financial liberalisation in the developing countries,
and the effects of crises and exchange rate volatility on functional income distri-
bution. It is based on the case of Turkey, which has experienced two severe cri-
ses in 1994 and 2001 after the liberalisation of capital flows, and which has also
been hit the hardest during the May-June 2006 turbulences. The paper analy-
ses the recent turbulences in the global economy and their consequences in the
emerging markets as a case study to illustrate the endogenous formation of ex-
pectations. The recovery in Turkey after the turmoil is not based on a solution
to the structural causes of the problem, since it has completely depended on the
reversal of the capital outflows thanks to high interest rate, but the continuity
of this game is far from clear.

JEL classifications: Erz2, E22, Ez25, F32, G32
Keywords: financial fragility, boom-bust cycles, post-Keynesian, distribution,
Turkey

1. Introduction

Many developing countries shared the common destiny of financial crises in the 1990s and
2000s after the liberalisation of capital accounts in spite of the differences in the former
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development policies as well as liberalisation processes. Five years after the latest crises in
Turkey and Argentina in 2001, the emerging markets were affected by the global turbulenc-
es in the world economy in May-June 2006, when the US Federal Reserve Bank increased
the interest rate, and masses of international investors fled out of the emerging markets.
The turmoil calmed down after a few months, but the short-term memory of the inves-
tors, which has recorded the risks involved in the global financial markets, may shape ex-
pectations in the future. The critical question is thus: »can it happen again?«, as Minsky
formulated the question in his seminal paper on the US. The post-Keynesian theory as
well as historical evidence unfortunately suggest that it is not a question of if, but of when
and how deep. This paper addresses this question based on the case of Turkey, which has
experienced two severe crises in 1994 and 2001 after the liberalisation of capital flows, and
which has also been hit the hardest during the 2006 May-June turbulences.

From Latin America to Asia, financial capital flows have generated simultaneously
phases of boom and systemic fragility, which then were typically followed by a bust. The
bust phase has been an endogenous outcome of the boom phase in the sense that the fra-
gility of the economy is a result of the »success« of the system. The length and depth of
both the boom and bust phases may vary depending on the size of the vulnerability and the
shock. But expectations, whose evolution is not easy to forecast, play an important role.

Although the systemic fragility can be prevented by limiting the area of risk taking
behaviour, thus regulating the financial markets, financial liberalisation creates interests
that also prevent the regulation of these markets. In that sense the boom-bust cycles are not
neutral with regard to distribution. The paper addresses the distributional consequences
of the crises for Turkey.

The paper is composed of seven sections including this introductory one. Section 2
describes the hypothesis of systemic financial fragility and the boom-bust cycles in the de-
veloping countries, which have opened up their economies to international capital flows.
Section 3 discusses the historical evidence from Turkey, as a case to illustrate the boom-
bust cycles discussed in Section 2. Section 4 analyses the recent turbulences in the global
economy and their consequences in the emerging markets as a case study to illustrate the
endogenous formation of expectations. Section 5 discusses again the effects of the global
turbulences on Turkey. Section 6 analyses the effects of crises and exchange rate volatility
on functional income distribution in Turkey. Finally, the concluding section comprises
the policy implications of the analysis.

2. Boom-bust Cycles in the Developing Countries

This section presents the mechanism of the boom-bust cycles in the context of domestic
and international financial liberalisation. The underlying theory is an open economy ex-
tension of the post-Keynesian systemic financial fragility and instability hypothesis of
Minsky (1982 and 1986). Based on the analysis of the currency crises since the 1997 Asian
crisis, Arestis/Glickman (2002), Schroeder (2003), Foley (2003), Dymski (1999), Kregel
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(1998), Taylor (1998), and Isik (2004) have presented a Minskyan analysis of the financial
crises in the developing countries.

The boom and bust cycles are based on the linkages between financial and real vari-
ables, and develop endogenously out of the normal functioning of the economy. If good
performance persists, lenders become more optimistic and are willing to hold more risky
assets or firms, which plan investment in physical capital, accept higher debt levels. The
debt/equity ratios increase and firms engage in speculative financing patterns based on
short-term financing of long-term investment projects. The asset price booms during such
episodes lead to an increase in the value of the collaterals and make it easier to borrow.
However, this process makes the firms vulnerable to credit availability and interest rate
shocks, which leads to financial instability. In times, when there is a negative shock, and
expectations evolve in a pessimistic direction, this fragility leads to a crisis through cred-
it crunch, debt crisis, and bankruptcies. The fragility is latent, but a shock turns it into a
crisis. The source of the shock, which causes the crash, is not important. It is the built-in
vulnerability that leads to a significant effect of the shock.

Four properties of expectation formation play an important role in this process. First,
expectations are formed under fundamental uncertainty and, therefore, agents are influ-
enced by conventional wisdom, such that every investor — dealers as well as firms — in the
economy is trying to guess what the other agents will guess. What is crucial is investor sen-
timent, not fundamentals. Second, competitive pressures among firms or fund managers
push them to take similar risks, even when they would rather like to be more conservative.
Thus conventional wisdom, i.e. expectations, is also competition-coerced (Crotty 1993).
Third, expectations are self-fulfilling. A phase of optimism leads to gradually more boom-
euphoric expectations, increasing the risk appetite of the financial investors as well as firms
planning investment in physical capital. Fourth, expectations are endogenously evolving,
and not static. Thus evaluations about what is reasonable change. Good times lead to a
self-propelling adventurism and as expected profits are realised, investors become more
self-confident in taking risks. But the opposite mechanism also works. Over-optimism in-
creases financial fragility, and finally, when an adverse shock comes, this fragility becomes
visible to the investors. The shift to over-pessimism makes an expected crisis come true.
After the crash and crisis, the investors will be cautious for a while, but eventually, after
enough time has passed, competitive pressures and new search for profitable investment
will start a new endogenous cycle of stability, to be followed by instability again.

In the developing countries, the boom-bust cycles were triggered by both domestic
and international financial liberalisation. First the domestic financial markets were lib-
eralised. The increases in the real deposit and loan interest rates and the deregulation of
financial institutions set the initial conditions for the formation of fragility. Riskier credit
supply by the banks, a shift to financial investments at the expense of physical investments
by the investors, short-termism, and an adverse-selection towards riskier projects with a
higher expected return have been the outcome (Grabel 1995).

When the international capital flows were liberalised at a later stage, high domestic
interest rates attracted high capital inflows, thanks to a high financial arbitrage between
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the interest rate and exchange rate due to initially low expected depreciation. Most of
these capital flows to developing countries have been portfolio investments or short-term
credit. As capital inflows trigger growth in a country, boom-euphoric expectations and
competitive international pressures lead to further capital inflows. However, this leads to
the appreciation of the local currency, which in turn results in an increasing foreign trade
deficit. In the meantime, in addition to the maturity imbalances of an economy without
international capital flows, currency mismatches in the firms’ balance sheets, which bor-
row in foreign currency and invest in domestic currency, create new sources of fragility.
The high domestic interest rates compared to the foreign currency interest rates and the
low expected depreciation rate of the currency is the motivation behind this financing pat-
tern. The public sector may also be highly indebted as was the case in Turkey, but this has
not been the situation in many other cases, like the Asian countries. As risks build up and,
in particular, currency appreciation and the consequent current account deficit increase
beyond a critical point, international investors become slowly aware of the problems. How-
ever, this critical point also may change endogenously. The combination of some adverse
shocks like the bankruptcy of a firm or a bank, or problems in the export markets, neigh-
bour countries, world economy, or in the domestic political arena may turn this aware-
ness into a speculation about a possible devaluation. The central bank may increase the
interest rate in order to avoid capital outflow and to satisfy higher risk perceptions regard-
ing expected depreciations. However, this intensifies the debt problem in the meantime.
Finally, the conventional wisdom starts to evolve towards pessimism and investors decide
to leave the country before everybody else does. In the end, an expected depreciation be-
comes a self-fulfilling prophecy. Imported input costs increase due to depreciation with
a pass-through effect on inflation. This cost shock and high interest rates lead to bank-
ruptcies, credit crunch, and recession. The debt problem becomes magnified by economic
recession and depreciation.

3. Boom-bust Cycles in Turkey: 19892005

Turkey liberalised its capital account in 1989 as the second stage of its integration into the
world economy, which was initiated in 1980 via an orthodox structural adjustment pro-
gram. The earlier stages had included liberalisation in domestic financial markets along
with foreign trade liberalisation, goods and labour market de-regulation. The capital flows
consisted mostly of volatile portfolio investments and short-term credit, with the share
of Foreign Direct Investment (FDI) in total financial account being limited to a range of
10—20 percent apart from a couple of exceptional years of FDI, like 1989, 2002, and final-
ly 2006. The first wave of capital inflows' reached an annual level of 3.7 percent of GNP
in 1993, accompanied by an appreciation of the currency by a cumulative rate of 47.4 per-
cent in real terms in five years as of 1993 compared to 1988, and a current account deficit

1 Financial account plus net errors and omissions, the latter represents unrecorded capital flows.
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of 3.5 percent of GNP. Figure 1 below portrays the boom-bust cycles in Turkey by illustrat-
ing the capital inflows/GNP ratio, the current account balance/GNP ratio, and growth
of GNP. Figure 2 (p. 358) shows the annual percent change in the real trade weighted ef-
fective exchange rate (deflated by the Consumer Price Index [CPI]).

Figure 1: The Boom-bust Cycles in Turkey, 1984—2006"
15
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-15
—il— Capital inflows/GNP (%) —&— Growth (%) —O— Current Account balance/GNP (%)

* 2006: The cumulative values of the last 12 months where data is available,

i.e. October 2005—September 2006.

Source: Own calculations based on dara supplied by the Central Bank of Turkey,
Electronic Data Distribution System.

The accumulated risks associated with an appreciated currency, high current account defi-
cit, combined with the mismanagement of the domestic borrowing policy by the govern-
ment, who had the infeasible obsession to try to reduce the interest rates in the eve of the
elections, ended up triggering a massive capital outflow in 1994.* This first currency cri-
sis after the liberalisation of the capital account led to a depreciation of the currency by
23.9 percent in one year and a severe recession with GNP declining by 6.1 percent.

2 See Yenurk (1999) for a more detailed discussion of this period.
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Figure 2: Real Exchange Rate Index (Annual Change in %, Trade Weighted Effective,

Deflated by CPI, 1989—2006")
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* To indicate the May-June shock the change in % both in June and December 2006
are shown with respect to December 2005s.
Note: 1995 =100, a decline indicates depreciation.

Source: The Central Bank of Turkey, Electronic Data Distribution System.

It did not take long until the international investors started to enjoy the deflated asset pric-
es in the stock and bond markets and the security that came with the already depreciated
currency. The ratio of capital flows to GNP reached a level of 4.1 percent in 1995 and re-
mained mostly high during thergg9s—2000 period. In the meantime, Turkey enjoyed high
growth rates except for the year of the real (not financial) earthquake of 1999. However,
the hike in the inflation rate (in CPI) to a level of 125 percent during the 1994 crisis had
led price increases to stick to a new higher plateau of 78.7 percent average annual infla-
tion in the following years (1995—-1999), compared with a previous average of 66.6 per-
cent (1989-1993). At the end of 1999 the government decided to implement an anti-infla-
tion program within the context of a stand-by agreement with the International Monetary
Fund (IMF). The program was based on a crawling peg exchange rate regime, using the
exchange rate as a nominal anchor to curb inflation.? However, experience in 2000 proved
that the exchange rate as a single nominal anchor was only partially successful to control
inflation, as had also been the case in many other countries, and the decline in inflation was
not enough to prevent a significant real appreciation of the currency, 15.9 percent in one

3 See Yeldan (2002), Boratav/ Yeldan (2006), Akyuz/Boratav (2003), Uygur (2001) for a more
detailed discussion of the programme.
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year. At the same time the current account deficit reached to 4.9 percent of GNP, which
was higher than before the 1994 crisis. The guarantee of a low and controlled rate of de-
preciation coupled with high interest rates had attracted capital inflows for the first ten
months of 2000, but the questions regarding the sustainability of the current account def-
icit accompanied by financial risks in the private banking sector invited a series of pessi-
mistic speculative expectations. Finally, an initial outflow of capital in November 2000
after a liquidity crisis related with a bank was followed by a more massive outflow in Feb-
ruary 2001, the latter of which was also triggered by the political conflicts around the is-
sue of banking reform and supervision. The political factor played the role of an exoge-
nous catalyst in a fragile economy, where the investors were already waiting for a signal to
move out. But even in the absence of a political conflict, there could have been another
triggering event, once the fragility is there. The overall capital outflow in 2001 amount-
ed to 11.3 percent of GNP; currency depreciated by 21.2 percent in real terms in one year,
and GNP decreased by a historically high rate of 9.5 percent.

A brief balance sheet of the growth performance of Turkey during this period shows
that the high volatility and crises have also led to a lower GNP growth rate (three percent
annually) during the first decade of international financial liberalisation (1990—2001), com-
pared to the 1980s (four percent per year). It must be also noted that the growth perform-
ance after the implementation of the export-oriented structural adjustment program is in
general lower than in the previous decade of import substituting industrialisation (4.8 per-
cent per year during 1970—1979).

The dramatic financial crisis of 2001 set the conditions for a long postponed restructur-
ing process in the banking sector. This has also been in line with the preferences of the large
scale financial-industrial corporations, which were already competitive in the international
markets and wanted to prevent the systemic fragility created by the weak elements in the
banking sector, which were not able to cope up with the international standards of making
business (Gultekin-Karakas 2006). The Independent Banking Supervision Institution took
over the banks, which had operated without obeying the banking regulations, and restruc-
tured these banks using public funds to eventually sell them. This process also resulted in a
significant entry of international banks into the sector. Through the course of this reform
process, the law for the independence of the central bank was also passed, and the monetary
policy target gradually evolved towards inflation targeting with a flexible exchange rate system.

In the period after 2001, the EU also turned into a more important anchor in partner-
ship with the IMF to determine the direction of change as well as to signal the credibility
of the programs to the international investors (Onis/Bakir 2005, Atac/Griinewald 2006).
The targets of IMF programs and the steps to be taken to fulfil the economic conditions
of membership overlapped. In terms of the international institutions, which audited and
supported the credibility of the economic programs that Turkey implemented until the
2000s, the IMF had been the only anchor. Even after Turkey started the Customs Union
with the EU in 1996, or after the Helsinki Summit in 1999, where Turkey was accepted
as a candidate country, the EU played a role more as a political anchor; and a sort of an
implicit division of labour was made with the IMF for auditing economic restructuring.
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The conditional green light to start accession negotiations in the 2002 Copenhagen sum-
mit has been effective in turning EU to a more extensive anchor.

After the crisis of 2001, Turkey enjoyed an uninterrupted and high growth era, with
a 7.5 percent average annual rate of growth in GNP during 2002—2005. High capital in-
flows towards Turkey among other emerging markets have been the determining source
of finance for achieving this growth rate. This is to some extent similar to what had hap-
pened after the 1994 crisis. Thanks to the deflated prices in the asset markets, the depreci-
ation of the currency lowered asset prices once again in terms of foreign currency and also
decreased the likelihood of a depreciation in the coming period, creating the possibility of
an appreciation after the over-shooting of the exchange rate. Additionally, the EU-anchor
was a significant factor in securing the capital flows in the period after 2001. The result was
typically a continuous appreciation in currency; at the end of 2005 the Turkish lira (TL) was
47.4 percent appreciated compared to 2001; and the current account deficit had reached a
historically high level of 6.4 percent of GNP. Nevertheless, talking about the risks associ-
ated with such a high current account deficit seemed to be a complete pessimism at that
time. The market sentiments celebrated this period as a completely new era, where the
EU-anchor was playing an important role in decreasing political risks, and creating the
potential for a higher FDI inflow. The optimists also emphasized that the current account
deficit was financing new private investments, which would eventually improve competi-
tiveness and exports. The government mostly cited the effect of increasing oil prices as an
excuse for the increase in current account deficit, and seemed to be particularly trusting
the corrective capacity of the flexible exchange rate system to tame speculative expectations.

4. 2006 and Global Turbulences

The optimism about the start of a new era in the Turkish economy was disturbed by the
global turbulences in the world economy in May-June 2006. Overall, between May 8 and
June 13, emerging stock markets lost a quarter of their value. Within two weeks time after
the initial international shock in May 11, the Turkish currency depreciated by 7.7 percent
in real terms, and the trend continued in June with a cumulative real depreciation rate
of 17.3 percent at the end of the month compared to April. Between May 10 and June 30,
the Istanbul Stock Exchange Index fell by 32.3 percent in terms of US dollars. During the
same period Hungary, Brazil, and South Africa were also among the emerging markets,
which were hit most severely. But the outflow of capital was not particularly selective or re-
lated to the so-called »macroeconomic fundamentals«, with India, for example, also being
one of the most affected countries in spite of its almost negligible current account deficit.
Among the new member states of Europe, in addition to Hungary with its seriously high
current account deficit, Poland and Slovakia were also affected.*

4 See Onaran (2006a) for an eatly article on the leading indicators of fragility in the Central and
Eastern European new member states and Turkey.
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One could say that the May-June turbulences were single, exceptional, and temporary
events. However, the swings in the mood of investors are worth analysing as an insight-
ful case on how expectations are being formed and what consequences they could have in
the future. The flight of international financial investors out of the emerging markets is
explained mostly by the fear that rising interest rates and the slowdown in the US econ-
omy might ultimately upset the delicate »harmony«of the global economy.’ This expecta-
tion for higher volatility in turn leads to dwindling appetite of investors for risky assets.
The Economist (2006a: 79f.) writes that some analysts ascribe the change of mood to a
»sudden dislike of risky assets, as if investors had woken up on May 11t with pressing need
to dump Brazilian shares or copper futures and buy something safer«. But the fact that the
outflow of capital in May-June did not positively discriminate the bulk of the developing
countries, which have been correcting their budget and current account deficits after years
of painful experiences throughout the Mexican, Asian, and Russian financial crises has even
worried The Economist, the cheerful defender of de-regulated financial markets:

»Indeed, rather than raising doubts about the emerging economies, the stock mar-
ket excesses perhaps raise doubts about the markets themselves [...] [T]his is sim-
ply a sign of the sheer weight of money moving in and out of markets that are still
too thin to bear it comfortably. This makes the flow of foreign money sirrelevant at
best, extremely dangerous at worst, according to one asset manager.« (The Econ-
omist 2006a: 79f.)

Another insightful description of the reasoning of the investors, as they shift from opti-
mism towards pessimism, is given by Larry Elliott of the Guardian Weekly, writing about
the spill-over effects of an earlier currency crisis in Iceland in March 2006:

»Iceland is a country that rarely makes the business pages. [...] But when the rat-
ing agency Fitch downgraded Iceland’s debt, it sent ripples through the markets.
Hang on, dealers said; didn’t the Asian financial crisis of 1997 start with a balance
of payments problem in a country that previously had barely blipped on to the ra-
dar screen? The lesson of Thailand nine years ago was that the beating of a butter-
fly’s wing can have powerful and costly consequences. As a result traders took one
look at what was happening in Iceland and dumped the currencies of other emerg-
ing markets — Hungary, Brazil, South Africa.« (Elliot 2006: 8)

The May-June 2006 turbulences were short-lived in the sense that the investors soon start-
ed to enjoy the low asset prices even in the riskiest markets like Turkey after the initial
panic. Attracted by the higher interest rates in Turkey compared to elsewhere (in US dol-
lar terms), aggressive risky investment behaviour looked for reasons to explain why the
mechanism will not break down, the coercive competitive pressures led the conventional
wisdom to shift again towards buoyancy. Indeed it was defined as »a bit of profit-taking«
by The Economist (2006b) afterwards, and this did seem to be rational to do in order to

5 For a much earlier paper on the issue before the turbulences, see Goldstein (2005).
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gather the potential profits due to the unforeseen increases in the emerging market share
prices during the last couple of years. The Economist (2006b: 74) also changed its eval-
uation of the financial flows in a month’s time by calling what happened »a drama not a
crisis¢, and writing that this is perhaps

»a measure of the growing maturity of emerging markets that before anyone could
coin a name for (inevitably terming it a >crisis() a recovery of sorts had begun.«

A kind of a consensus also exists that there is only real reason for concern if one believes
that the world is going into a global recession. But until now this is a possibility that the
market professionals have to rule out in order not to shift to overly conservative investment
practices too early in time. Because that would then make them deliver lower profits to
their customers compared to their competitor dealers, who have a higher risk appetite.
Going back to our original question about understanding the formation of expecta-
tions in the international financial markets, we can now assess whether expectations are
rational and based on fundamentals, or whether they are norm determined and swing
along with the ups and downs in the »sentiments« and »appetite« of the investors. It is
already raising doubts about the objectiveness of the expectations, when the descriptions
of the markets in the business press start sounding like a doctor describing a case of psy-
chiatry, using words like »the mood of the markets«, »nervous«, and »tense«. The evalua-
tions are usually not linked to the so-called fundamentals of the economy. And the critical
values for leading indicators of crisis such as the current account deficit/ GDP ratio change
through time, or new sources of fragility like private sector indebtedness are not consid-
ered. But finally, as the optimistic conventional wisdom shifts towards conventional pan-
ic, triggered by an ever changing critical turning point in the risk indicators or a political
conflict or a global event, the endogenous cycles of over-optimism and over-pessimism
generate parallel cycles of stability and instability. What this means for the world economy
and the developing countries in the next years will depend on how quick the global savings
imbalances will be corrected, how deep the accompanying US recession will be, and last but
not least, how the markets will perceive the consequences of it for the developing countries.

s. Turkey Amid Global Turbulences: To Learn or Not to Learn
From History

As discussed in Section 3, Turkey was already in a fragile position in terms of its depend-
ency on the capital flows due to its high current account deficit, and the appreciation of
the currency was at risky levels. However, this position was not shared by most of the an-
alysts. For example, The Economist (2006¢: 78f.) writes that

»when Joseph Quilan, a strategist at the Bank of America Capital Management de-
scribed Turkey in March as >the weak link in the merging market chaine, few in-
vestors listened.
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However, then in the period after May 11, »his words have sounded prophetic. Turkey has
been among the hardest-hit of emerging markets since May 11«. Some analysts perceived
of this shock as »just a correction«, which may help to restore equilibrium. Regarding the
turmoil that followed, many like Sonal Desai, an economist at Dresdner Kleinwort Wass-
erstein, suggested that »what we are seeing in Turkey is pain for investors, not a crisis of
the economy« (reported by Boland 2006a: 7). It was also argued that

»investors might have just wanted to cash in their spectacular profits they had made
from the start of 2006 until then« (The Economist 2006¢: 78f.).

But once those profits were realised, and the short-term memory of the market players
also recorded what might happen when markets act in herd behaviour, the vulnerability
of the economy of Turkey started to receive more attention. So, although not long ago
most analysts had believed that Turkey had opened a new era, they suddenly started to
be more cautious.

Business press started to write about the growing political instability ahead of elec-
tions in 2007, or about the conflicts between the »Muslim Democrat« Government and
the military elite, who thinks of the government as a threat to the regime (e.g. Boland
2006b: 6, The Economist 2006¢: 78f.). The dispute between Turkey and the EU over Cy-
prus also started to become an issue more often in the business press. However as Serhan
Cevik, an economist at Morgan Stanley, says, there is not »any reason why the country’s
political risk should be higher now than it was a year ago« (reported by Boland 2006a: 7).
But then, the more surprising and scary point might be »that investors remained sanguine
for so longe, as The Economist (2006¢: 78f.) more cautiously suggests.

Indeed regarding economic policy the government has followed a solely neo-liberal
program, as also supported by the IMF and the EU (Independent Social Scientists 2006,
Voyvoda/Yeldan 2005, Yeldan 2007). Economic policy in general is a rather conflict-free
area between the government, business circles, and the military elite, despite the politi-
cal conflicts between them.® Even if the IMF raised doubts about the Value Added Tax
(VAT) cuts and its implications for the primary budget surplus during its visit to review a
loan agreement (which unfortunately had also coincided with the most turbulent days in
May), thus a time when more supportive IMF declarations could have been expected in
order not to disturb the credibility of the economic program, the government is expected
to achieve a significantly high primary budget surplus of 6.5 percent of GNP in 2007, and
the same figure for 2006 is expected to be even higher, 7.4 percent (State Planning Organ-
isation 2006). So why were the doubts being raised in spring 2006 but not before? Were
the political risks making the country more fragile than other emerging markets, as ana-
lysts would suggest, who believe that markets would have worked efficiently, if only the

6 'The conflicts about the appointment of the central bank president ealier in 2006 may sound
like conflicts over economic policy. But indeed, rather than being disputes over the content of the
policies, these are power struggles of the government to build its own bureaucratic cadres, which in
turn provokes fears in the old established business circles and the ruling elite.
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politicians were in full harmony? Our explanation would be rather the other way around:
The market analysts ignored both economic and political risks, which had been there for
the past years, under competitive pressures to enjoy the high returns in this risky market.
And by doing so, they have also made aided fragility in terms of higher appreciation rate
and current account deficit. And now, due to the sudden change in conventional wisdom
and risk »appetite« in response to the external shocks coming from the US economy, they
started to spot out the risk factors in Turkey and elsewhere in the emerging markets. Un-
derstanding this process of expectation formation becomes quite relevant, if we look back
to the consequences of the global turbulences in May 2006 in Turkey and the remaining
points of fragility.

The capital inflows, which had reached to historical highs during the first four months
of 2006, were tamed during May-June 2006 due to the outflow of portfolio investments.
However, this outflow was already more than off-set by inflows of FDI and other finan-
cial investment. When the storm was over and the central bank also helped to calm down
the markets by raising the interest rate, portfolio investment flows also recovered. Over-
all total capital inflow remained high in 2006, leading to an inflow more than needed to
finance the 8.2 percent current account deficit of GNP (according to the latest announced
figures of GNP in September 2006; the ratio is estimated to be eight percent at the end
of 2006).

After the May-June turmoil, the initial hike in the exchange rate was slowly, although
not fully, reversed during summer 2006, but Turkey remained fragile to other shocks af-
terwards. During the political turbulence in Hungary and Poland in September, the TL
nominally depreciated by 6.1 percent against the euro in one week (September 19—25),
which is even more than the depreciation in forint (2.3 percent during September 18—22)
or zloty (1.3 percent). Even the military coup in Thailand, political turmoil in Brazil, the
declarations of the new president in Ecuador during his electoral campaigns on debt de-
fault made it all to the headlines, leading to downswings in the financial markets in Tur-
key. The decision of the European Commission about a partial suspension of accession
negotiations with Turkey, due to the Turkish refusal to open its ports and airports to Cyp-
riot vessels and planes in compliance with the Ankara Protocol, was a source of further
uproar for the exchange rate. As of December 2006, the TL has depreciated by 6.5 per-
cent in real terms compared to 2005 (figure 2), but is still 37.7 percent appreciated com-
pared to 2001. The effect of the small »correction« of the markets in 2006 on the current
account deficit is yet to be seen.

In the meantime the central bank responded to the increase in »risk appetite« of the
markets by increasing the lending rate from 16.25 percent in April to 22.5 percent in four
steps. The average interest rate (annual compound) in the government debt instrument
(GDI) auctions increased to a level of 22.0 percent at year-end from a level of 14.1 percent
in April 2006, and the average maturity of monthly borrowing also declined from 810 days
in April to 427 days in December. The unpleasant remembrance of a possible turmoil in
the short-term memory of the investors prevented a correction of the interest rates down-
wards, as had been the case in the exchange rates.
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The depreciation of the TL in May-June 2006 had a quick and significant pass-through
effect on inflation, due to the rise in the cost of imported inputs in a highly import de-
pendent economy. Inflation at the end of the year reached a level well above the five per-
cent target. Eventually, Consumer Price Index (CPI) inflation increased from 7.7 percent
t0 9.6 percent, and the Producer Price Index (PPI) inflation from 2.7 percent to 11.6 per-
cent in 2006 compared to 2005.

With respect to the real economy, the risks of dependency on volatile international
flows were already demonstrated by the immediate slow down in growth in the third quar-
ter of 2006 to a rate of three percent, from a growth rate of 7.7 percent in GNP in the first
half of 2006. The growth figures, which turned out to be well below the forecasts of the
market analysts, indicate that the effect of the May-June turbulences on the real economy
has been more severe than expected (Yapi Kredi Bank 2007). The source of the slow down
has been the service sector, which implies that the lagged response in industry and con-
struction can further the slow down in the following periods. On the expenditure side the
quick reaction came from the consumption demand, and the effects on investment are yet
to be seen once the firms complete their previously planned investment projects.

In order to understand the full potential of the real effects of further exchange rate
volatility in the future, a closer look at the investment and financing behaviour of the non-
financial business sector is important. Formerly, fragility in Turkey had been mostly based
on the budget deficits of the public sector, the current account deficits, and the open for-
eign exchange position of the banking sector. In 2007, public budget deficit is quite un-
der control; the banking sector seems to have learned to hedge its foreign exchange risks”
based on the lessons learned from the 2001 crisis. However, this time it is the private non-
financial business sector which is exposed to a significant degree of foreign exchange risk.
Indeed this shaky finance strategy is the risk that is hidden behind the apparently suc-
cessful investment performance of the private sector. It is true that private investment in
both machinery and construction has been recovering from the effects of the 2001 cri-
sis as well as the former downward trend since the 1999 earthquake (see figure 3, p. 366).
Particularly the increase of investment in machinery and equipment is the source of the
hope that investment in new capacity will also help to improve the Turkish productivi-
ty and international competitiveness, although it has stagnated at a level of 9.5 percent of
GNP since December 2006 and is still below its peak in 1997. Yet this increase in invest-
ment is financed by increasing indebtedness of the private sector, particularly in foreign
markets. Figure 4 (p. 367) shows the changes in the foreign debt of the public versus the
private sector as a ratio to GNDP.

Although the public foreign debt/ GNP ratio has decreased to 21.8 percent as of Sep-
tember 2006 from its 2001 level of 48.8 percent, the private foreign debt/ GNP ratio is still
as high as in 2001 with a level of 29.6 percent. And not only the long-term but also the
short-term private debt are increasing. The total foreign debt to GNP ratio is overall at a
very high level of s1.4 percent, making the economy susceptible to exchange rate shocks.

7 See Central Bank of the Republic of Turkey (2006).
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Figure 3: Private Investment/ GNP (in %, 1987—2006)
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Source: Own calculations based on data supplied by the Central Bank of Turkey,
Electronic Data Distribution System.

Finally, figure 5 (p. 368) shows the short foreign exchange position of the non-banking sec-
tor as a ratio to GNP, international reserves, and exports of goods and services. All three
ratios point at the increasing relative size of the short position of firms. The ratio of short
foreign exchange position of the non-banking sector to exports of goods and services has
increased from 28.1 percent in December 2005 to 39.8 percent in September 2006, indicat-
ing increasing currency mismatch in the balance sheet of firms. Moreover, the central bank
has been pointing at the fact that this aggregate figure hides the heterogeneity among the
firms in the sense that the risks would be much higher for firms with low export revenue,
which have failed to hedge their borrowing with future income. These developments make
the issue of the sustainability of capital flows and exchange rate vital for Turkey.

Next to increased potential to export with a higher domestic investment perform-
ance, the increased FDI inflow is another source of optimism. It is argued that it could
prevent the potential risk of a larger currency depreciation, since a high FDI inflow to fi-
nance the current account deficit can be perceived as a positive development, decreasing
the amount of finance to be maintained in the international financial markets. FDI consti-
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Figure 4: Foreign Debt of the Public and Private Sector as a Ratio to GNP (%)
(left scale: total & public; right scale: private)
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tuted an important part of the capital inflows with a share of 36.1 percent during the first
nine months of 2006, and the EU-anchor did have some effects. FDI inflows from Europe
in this period reached up to 92.9 percent. However, the continuity of the inflows remain
far from clear, since most of them were through mergers and acquisitions, particularly in
the banking sector. The share of the manufacturing sector in total FDI inward stock also
remained to be as low as 15.1 percent. It is true that the ratio of the stock of FDI to GNP
remains to be quite low in Turkey (11.6 percent in 2005) compared to those in the Central
and Eastern new member states of the EU (e.g. 55.9 percent in Hungary, 48.1 percent in
Czech Republic, 31.1 percent in Poland, and even as high as 93.6 percent in Estonia, see
UNCTAD 2006). This is often seen as a positive prospect about the possible trajectory of
the FDI developments in Turkey. However, it is not clear whether such high rates can be
achieved also in Turkey, which has a long tradition of large scale domestic corporations
itself. For comparison, the same rate is 27.3 percent in Mexico, with a relation to US sim-
ilar to that of Turkey to the EU, but a far closer geographical proximity. Finally, there are
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Figure 5: Short Foreign Exchange Position of the Non-banking Sector
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doubts that FDI may create a higher level of import dependency due to lack of domes-
tic backward linkages and supply of intermediate inputs from international subsidiaries,
rather than contributing to an improvement in productivity and in the longer run in the
current account balance.®

6. Functional Income Distribution Through the Boom-bust Cycles
in Turkey

Some domestic and foreign investors can make gains over the boom-bust cycles, buying
and selling the domestic currency denominated assets at the right time. When the bust
arrives, there are winners and losers of this process, but this is not necessarily a conflict
between the shares of financial vs. non-financial profit income in total income. The labour
share declines in all countries that have experienced currency crises (Onaran 2006b), and

8 See Gérg/Greenaway (2003) for a review of the spill-over effects of FDI, and Mencinger (2003)
for a discussion for the case of transition economies.
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this decline in the labour share then compensates for the increase in financial costs for in-
dustrial firms. Evidence also suggests that industrial firms find the chance to increase their
returns from financial activities (Istanbul Chamber of Industry 2003).

The crises of both 1994 and 2001 have led to a clear and long lasting decline in the
wage share in Turkey. Figure 6 shows the wage share in manufacturing industry.® The per-
centage decrease in the wage share by far exceeds the rate of decline in production during
the crises. After a crisis, employers push workers to accept dramatic wage cuts or com-
pulsory unpaid leaves to avoid job losses. Eventually, profits are restored, and when the
crisis is long past it is labour which has carried the burden of adjustment. The crisis also
creates a negative effect on the bargaining power of labour for a long period afterwards.
Diwan (2001: 1) defines crises as episodes of distributional fights, which leave »distribu-
tional scars«. Although a strong economic recovery takes place after the crisis, with pro-
duction returning to its pre-crisis level within a year, the fall in the wage share is much
more persistent.

Figure 6: Wages/Value Added, 1970—2005
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Source: Own calculations based on data supplied by the State Institute of Statistics.

After the crises of 1994, the fall in the wage share continued also in 1995, with a cumula-
tive decline of 24.8 percent compared to 1993. The shock in 2001 was more dramatic; the
wage share has continued to decline throughout the next five years including 200s. The

9 Due to lack of long time series data for wages, the analysis here is based on the manufactur-
ing industry. The wage share data for the rest of the economy exists only from 1987 onwards, based
on the national accounts. The data used here is reported in the Annual Survey of Employment, Pay-
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initial decline of 13.7 percent reached finally to a cumulative fall of 26.8 percent in 2005
compared to 2000. The wage share in 2005 is as low as 1994.

Strikingly, the whole era of Turkey’s liberalisation and integration into the world econ-
omy since 1980 has been a period of decline in the wage share. Indeed, the major nega-
tive shock to labour’s share took place in the early phase of neo-liberal structural adjust-
ment and the recoveries in the later stages were minor and short-lived and were reversed by
financial crisis. The short period of increase in the wage share during 1989—1991 was inter-
rupted by the 1994 crisis. The recovery after the 1994 crisis was rather slow, with the wage
share in 2000 still below the previous peak of 1991.

One important factor that has led to the deterioration in labour’s share during the
crises is the exchange rate movements. Apart from the crisis episodes, the opening up of
the economy was accompanied by significant devaluations of the domestic currency with
the aim of achieving higher international competitiveness. Be it due to the official deval-
uations of the early stages of liberalisation or the market-made depreciations after the fi-
nancial crises: there is a clear trade-off between the rate of depreciation and the wage
share. Depreciation creates an increase in the price of the imported goods, and thus in
overall input costs. During the financial crisis depreciation of the local currency creates
a significant inflationary shock. The magnitude of this shock is related to the import de-
pendency of the economy, because the oligopolistic power of the firms to pass on import
price changes to consumers. But the workers confronted with the threat of job loss dur-
ing a crisis mostly fail to pass the consequent price shocks to their nominal wages. In the
meantime, utilising the imbalance of power relations, the firms compensate the increase
in input costs by a decline in labour costs. The reverse of this story has also been true dur-
ing episodes of capital inflow, and currency appreciation, when employers became more
accommodated towards wage demands, e.g. during the episode of 1989—1993. However,
this was soon disturbed by the currency crises. Table 1 demonstrates the effect of a nominal
depreciation on the wage share in manufacturing industry, based on a regression analysis.
The change in the wage share (in logs) is estimated as a function of the change in nominal
exchange rate and the manufacturing value added (both in logs) and the first lags of all
the variables. The estimation results indicate that a ten percentage point increase in the

ments, Production and Tendencies in Manufacturing Industry based on firm level surveys supplied
by the Turkey Statistical Institute for all public sector firms and private firms with 10 or more per-
sons for the period of 1950—2001. The wage and salary data in the survey include wages and salaries,
overtime payments, bonuses, indemnities, payments in kind, before gross income tax, social security
and pension fund premium deductions from the employees, but excludes the contributions to social
security etc. by the employers. That is the reason why the wage share looks too low and is not com-
parable to the levels of the wage share based on national accounts methodology. Due to a change in
the survey methodology, the data after 2001 is not announced, therefore the wage share based on the
manufacturing industry surveys is extended using the percentage change in the wage share in man-
ufacturing industry based on the national accounts for the years 2002—2003. The two series have a
correlation coefficient of 0.87.
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depreciation rate (percent change in the exchange rate) leads to a 2.2 percentage point in-
crease in the growth rate of the wage share. The persistence of a decline in the wage share
is also significant. Growth does not have a statistically significant effect either in current
or lagged form.

Table 1: Estimation Results for the Wage Share in Manufacturing

Variable Coefficient Prob.
C 0.0008 0.9895
DLOG (manufacturing value added) 0.0037 0.9935
DLOG (TL/$) -0.2209 0.0731
DLOG (Wages/manufacturing value added)t-1 0.3293 0.0982
DLOG (manufacturing value added)t-1 0.3135 0.4594
DLOG (TL/$)t-1 0.1364 0.2963
R-squared 0.2300

Durbin-Watson stat 2.1435

Note: Dependent Variable: DLOG (wages/ manufacturing value added);
method: Least Squares; sample: 1972—2005.

The data necessary to analyse the effect of the recent turbulences on income distribution
was not available at the time when this article was written. Both the annual industry sur-
veys and the national accounts based on the income approach, which are the sources of
the relevant data, only cover a period until December 2005. But the quarterly manufac-
turing industry surveys, which report real earnings, even if not value added, indicate only
a minor decline of 0.2 percent in real earnings in the third quarter of 2006 compared to
the same quarter of the previous year. Given the increases in productivity, this neverthe-
less corresponds to a decline in the wage share. However it is too early to say much on
the further distributional effects, since the wage bargaining process also needs some time
to adjust to the shock.

7. Conclusion

The global turbulences of May-June 2006 and the massive, though temporary, capital out-
flows from the developing countries have once again raised doubts about the sustaina-
bility of a growth process dependent on capital inflows. The recovery in Turkey after the
turmoil is not based on a solution to the origin of the problem, since it has complete-
ly depended on the reversal of the capital outflows thanks to very high interest rates, but
the continuity of this game is far from clear. A new wave of speculative financial capital
outflows from the emerging markets, which may be followed by further turbulences giv-
en the global imbalances, remains to be a significant risk factor, particularly for the most
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fragile cases like Turkey. In May, neither the high financial arbitrage nor the EU-anchor
has protected Turkey against the capital outflows from the emerging markets. The EU-
anchor has indeed failed to protect even Hungary, which is a member state. If the con-
ventional wisdom of the markets shifts from optimism to pessimism, can the EU-anchor
help Turkey at all, particularly when relations with the EU are getting tenser? Would the
markets care whether the appreciation of the currency is a natural catching up phenome-
non (Balassa-Samuelson effect), or due to the improved prospects for FDI inflows, which
increased investments financed by imports and eventually help the country to cover the
current account deficit in the future? The evaluation of the financial investors at critical
turning points in the future will certainly depend on the recent history and how badly
they were punished by volatility. Now that the boom has been underway for a long time
and the recent turbulences have rather had a profit-taking than punishing effect for the
investors, a radical shift to over-pessimism can be postponed for another while, although
investors are already quite cautious. However, the question is whether this eventuality can
be ruled out completely. Simply ignoring the possibility of a massive outflow, which will
trigger deeper real effects in the future, seems to be gambling in policy making. This be-
haviour is like ignoring a gas leakage in your house, and choosing a »wait and see« strategy,
rather than trying to fix the leakage. Sound policy requires taking the global turbulenc-
es and their consequences seriously and considering them as cases in defence of financial
regulation and international capital controls. Financial regulation along with industrial
policy is the only long-run policy alternative to prevent financial fragility and the poten-
tial causes of a future crisis.
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