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ABSTRACT

Most of the countries in the Economic and Monetary Union (EMU) of the European Union
(EVU) experienced currency overvaluation and high production costs between 2003 and 2011,
which increased their current account deficits. Despite not being an EMU member, Turkey’s
current account deficit increased in parallel with those of most EMU countries. Although
Turkey experienced technological upgrades that changed low- and medium-tech industries
into medium- and high-tech industries, increasing exports relative to those of EU countries,
it also experienced a high trade deficit, the highest unit labor cost growth in export goods,
and one of the most overvalued currencies. Its high production costs, overvalued currency,
and industrial policies in the transport equipment industry following technological change
combined with insufficient investment in the promotion of low- and medium-tech industries
worsened Turkey’s trade deficit in the 2000s. Therefore, to increase its ability to compete with
EU economies and reduce its trade deficit, Turkey must implement new institutional changes
to fix its wage rate growth to the productivity growth of export goods and design new policies
in those industries where the trade deficit was stimulated.
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1 Introduction

1.1 Integration into the Economic and Monetary Union under
a compounding trade deficit

This paper was designed around research questions that are important for explain-
ing Turkey’s likely position in the Economic and Monetary Union (EMU) after
its accession by considering its macroeconomic factors and industrial policies.
First, what factors played a significant role in accelerating the trade deficit in the
2000s? Second, should Turkey become part of the European Union (EU) or EMU
before producing new institutional changes to reshape the configuration of its cur-
rent account deficit? Third, what kinds of precautions should Turkey take in terms
of its institutional factors and industrial policies to eliminate the influence of the
trade deficit problem? In this paper, the political implications of these questions
are starkly revealed and the solutions explained under four policies that aim to
reduce the trade deficit in Turkey: (1) the technological upgrading of industries, (2)
the effects of increasing foreign direct investment (FDI) inflows, (3) the strategy
of multinational automobile companies, and (4) currency overvaluation given the
macroeconomic factors in Turkey.

During the 2000s, Turkey made institutional changes towards adhering to the
EU’s main ideas about functioning market economic policies under the Copenhagen
Criteria, which are connected to the Maastricht Criteria that aim to prepare countries
for EMU membership. After Turkey joined the EU Customs Union in the mid-
1990s, EU membership became relatively less important, and the EMU became a
process by which the country could implement the institutional changes required to
reduce government debt and create an open and free market economy, thus eliminat-
ing the differences in macroeconomic factors that existed between Turkey and EMU
countries. Although Turkey reduced its inflation to below 10% and lowered govern-
ment debt in the 2000s,! its trade deficit and current account deficit were stimulated.

Turkey’s institutional changes have integrated it more deeply with EU countries
in terms of its economic and political development, even though it has not joined
the EU. The European Commission intends that the EU should remain an important
anchor for the Turkish economy and that Turkey should continue implementing free
functioning economic policies.> While many political views of Turkish integration
are available,? this paper takes an economic perspective.

'The International Monetary Fund (IMF) database country category is Emerging and Developing
Europe and the statistical category is Government Finance in 2002. While the government deficit
to GDP ratio was —14.4% in 2002, it was —1.8% in 2012. See http://www.imf.org/external/pubs/ft/
weo/2014/01/weodata/weoselgr.aspx (last accessed on February 15, 2016).

2For additional information, see Turkey Progress Report of 2014 of the European Commission. See
http://ec.europa.eu/enlargement/pdf/key_documents/2014/20141008-turkey-progress-report_en.pdf
(last accessed on February 15, 2016).

3From the European Commission report Indicative Strategy Paper for Turkey (2014-2020) on
its accession to the EU. For additional information, see http://ec.europa.eu/enlargement/pdf/

2 The Kyoto Economic Review < 86(1-2)



Turkey’s current account deficit problem ...

1.2 Configuration of bilateral trade between Turkey and the EU

The Turkish economy is analyzed by considering three institutional factors: (i) the
exchange rate system, (ii) wage—labor relations related to wages, productivity, and
purchasing power parity (PPP),* and, most importantly, (iii) international inser-
tion, related to the EU Customs Union and configuration of bilateral trade, which
has increased the importance of macroeconomic factors. Turkey can stabilize its
macroeconomic factors, unlike in the era before the 2000-2001 economic crisis,
because the volatility of the lira has decreased and inflation has fallen significantly.
However, after Turkey joined the Customs Union, it became a new market for EU
countries, which stimulated its current account deficit in the 2000s because of unfa-
vorable macroeconomic factors and industrial policies.

This work considers the relevant macroeconomic factors to be the productiv-
ity growth of non-tradable goods and export goods, wage growth, inflation, the
exchange rate, PPP, and the current account balance. In addition, Turkey’s trade
balance with EU countries is examined in low- and medium-tech industries and
medium- and high-tech industries to isolate what caused the principle problem in
industrial policies. This reveals that Turkey experienced a technological upgrade
but that its trade deficit was accelerated by low- and medium-tech industries and the
transport equipment industry. These changes help define what should be the new
industrial policies of Turkey.

The remainder of this paper is organized as follows. In Section 2, Turkey’s trade
balance is considered by using several country groups separated by the largest
investor and other EU countries during the 2000s. Furthermore, the configuration
of bilateral trade between Turkey and EU countries is examined by taking into
account intermediate goods and final goods. In Section 3, the causes of Turkey’s
increasing trade deficit are explained in terms of the technological upgrading of
industries followed by the increasing import dependency, the effects of increased
FDI, the strategy of multinational automobile companies that made subsequent
industrial policies visible to discuss, and currency overvaluation relative to EU
countries. By examining the period from 2003 to 2011, it is clear that nations
with deepening problems with their current account deficit experienced wage rate
growth that surpassed the productivity growth of export goods, while the euro

key_documents/2014/20140919-csp-turkey.pdf (last accessed on February 15, 2016). Another recent
work is Tocci (2014), whose political view is that Turkey and the EU have a complex relationship but
are on the same journey. Eralp (2014) discussed the accession of Turkey to the EU in political terms by
pointing out that Turkey is a strategic partner rather than an accession partner of the EU.

4PPP = export price of Germany / export price of Turkey. The export price comprises the mark-up
rate, unit labor cost (ULC), and imported material cost. This condition was considered following the
unit labor cost parity (ULCP) approach for constant mark-up rates. The ULCP is defined as the natu-
ral exchange rate, real exchange rate, or PPP (Uni, 2007, 2012). For the PPP, see Cassel (1918) and
Dornbusch (1985). The PPP allows us to determine the over or undervaluation of a nation’s currency.
If the PPP’s appreciation is higher than that of the exchange rate, it means that the national currency is
undervalued. For additional information, see Unal (2016a).
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became overvalued under the fixed exchange rate system. In addition, although
Turkey was not part of the EMU, its current account deficit was stimulated in par-
allel with those of most EMU countries. Hence, institutional factors were behind
the current account deficits related to the Customs Union agreement and wage
rate growth problem that led to high production costs, an overvalued currency,
and reduced competitiveness, which increased Turkey’s current account deficit.
In Section 4, the conditions of Turkey’s integration into the EMU are explained.
Finally, possible institutional changes are discussed by considering macroeconomic
factors and industrial policies that can increase Turkey’s competitiveness and
reduce its trade deficit are highlighted.

2 Composition of the trade deficit in Turkey

Turkey has experienced a trade deficit since its agricultural growth period of the 1950s.
During the 1950s, Turkey implemented liberal economic policies in accordance with
the newly elected Democrat Party’s program. Given that the country’s manufacturing
industries were undeveloped, agricultural growth was predominant, and this sector
needed production machinery to meet increasing demand. It therefore became neces-
sary for Turkey to import to maintain its agricultural production. The country thus
suffered a substantial trade deficit, which became chronic in the subsequent years.?

Figure 1. Trade deficit and current account deficit in Turkey (million US dollars)
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Source: Author’s calculations. The trade deficit was derived from TurkStat (foreign trade statistics) and
the current account balance was derived from the OECD.

3Tn the 1930s and 1940s, the trade balance was under the control of the government and its configuration
was a surplus. Source: TurkStat (foreign trade statistics).
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To eliminate the trade deficit and enable industrialization, import substitution
policies were implemented in the 1960s and 1970s under a series of five-year
development plans. However, these policies could not reduce the problem and
Turkey experienced a new transformation at the beginning of the 1980s following
unprecedented deregulation and export growth strategies. The economic policies
of Turkey attempted to compensate for imports by stimulating exports from partly
developed manufacturing industries. Nevertheless, these policies failed because of
an unstable, overvalued national currency and high production costs, which caused
chronic inflation in the economy. Although Turkey had experienced a trade deficit
since the 1950s, this grew massively in the 2000s and 2010s. This marks the period
when the trade deficit became a major problem in Turkey’s current account balance.

The 1980s heralded important institutional changes for export growth as Turkey
began implementing open economic strategies alongside privatization and a
weakening of trade unions. However, these changes did not accelerate the current
account deficit compared with the 2000s. As shown in Figure 1, a sharp decrease in
the trade deficit occurred after 2002 when these new institutional changes took root
and affected the Turkish economy following the economic crisis of 2000-2001.
The trade deficit further stimulated a current account deficit, and the two moved in
parallel thereafter. This figure thus demonstrates that if Turkey has problems with
its trade deficit, it cannot reduce its current account deficit. Furthermore, if Turkey
could avoid a trade deficit, that would become an important factor in eliminating
its current account deficit. Hence, in the following sections, Turkey’s trade deficit
and its connection with industry are analyzed in view of possible integration with
the EMU. Analyzing the trade deficit problem in Turkey is important not only for
the EU, but also for international trade.

2.1 Turkey’s trade balance with country groups

Table 1 shows the top five countries by current account deficit in 2013. Turkey was
fourth and it had the highest deficit in terms of GDP. In 2013, its current account
deficit was approximately USD 65 billion, higher than that of any EU country
except the United Kingdom. Its current account balance as a proportion of GDP
was —7.9%.

Table 1. Top five countries by their current account deficits in 2013 (billion US

dollars)
Category  United States United Kingdom  Brazil Turkey Canada
Volume -400 (-2.4) -120(-4.3) -81(-3.6) -65(-7.9) -54 (-3.0)

Source: The World Bank (current account balance). Parentheses show the current
account balance as a percentage of GDP.
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The largest proportion of the current account deficit was caused by Turkey’s
trade deficit.® Tables 2 and 3 consider two country groups to show the clear differ-
ence in Turkey’s trade deficit in intermediate goods and final goods with EU coun-
tries. The first group comprises Turkey’s large investor partners in terms of FDI
inflows: Austria (6.1%), Belgium (4.4%), Finland (5.5%), France (8.4%), Germany
(11.7%), Greece (3.3%), Italy (3.6%), Luxembourg (6.3%), the Netherlands
(26.4%), Spain (4.7%), and the United Kingdom (9.2%). The numbers in paren-
theses show each country’s investment as a percentage of the total FDI inflows to
Turkey. Between 2000 and 2014, FDI inflows from EU countries constituted 80%
of the total FDI inflows to Turkey. Approximately 4% of this FDI inflow came from
Russia (for energy industries) and the rest came from other countries (see Table 6A
in the appendix for FDI targets by number of firms).”

During the analyzed period, large investor countries mainly invested in manufac-
turing industries. The transport equipment industry attracted 21.9% of the total FDI
inflows from 2000 to 2014. The chemical and chemical products industry attracted
11.4% and the electrical and optical equipment industry attracted 10.5% of the total
FDI inflows. These three industries attracted the largest share of FDI inflows. The
machinery industry received 3.4% of the total FDI inflows, whereas the textile and
textile products industry and the leather, leather, and footwear industry attracted
only 1.2%, the lowest percentage among all other industries.®

The second group comprises other EU countries: the Czech Republic, Estonia,
Hungary, Ireland, Poland, Portugal, Slovakia, Slovenia, and Sweden. While these
countries did not produce a significant amount of FDI inflows, they became impor-
tant causes of Turkey’s trade deficit, particularly the Czech Republic, Hungary, and
Poland, which have close economic relationships with Turkey.

In Tables 2 and 3, the industries are classified into two categories: low- and
medium-tech industries and medium- and high-tech industries. The latter include
the chemical and chemical products industry, machinery industry, electrical and
optical equipment industry, and transport equipment industry. The remaining sec-
tors are classified as low- and medium-tech industries.’

Table 2 shows Turkey’s trade balance with its large investor countries in the EU.
In 1995, Turkey had a small trade deficit in intermediate goods in low- and medium-
tech industries relative to later years (USD —417.8 million). From 1995 to 2011,
however, the trade deficit increased to USD —3,106.5 million because of significant

6Since 1990, China’s exports to Turkey have increased consistently. However, the trade deficit caused by
China is not the only problem in Turkey. Turkey’s trade deficit with EU countries has increased as well.
"The author’s own calculations. FDI inflows were derived from the Central Bank of the Republic of
Turkey (CBRT, international investment position).

8The author’s own calculations. The FDI inflows were derived from the CBRT (international investment
position).

9Under the OECD classification, chemical and chemical products, machinery, electrical and optical
equipment, and transport equipment are considered to be medium- and high-tech, while the other
industries are considered to be low- and medium-tech. For additional information, see the OECD (2011)
http://www.oecd.org/sti/ind/48350231.pdf (last accessed on February 15, 2016).
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changes in volume. For instance, the trade balance in the textile and textile products
industry fell from a surplus of USD 499.1 million to a deficit of USD -1,313.0
million. Similarly, the trade surplus in final goods including the textile and textile
products industry decreased from USD 10,359.0 million to USD 5,726.8 million.

As Table 2 shows, Turkey’s trade balance of intermediate goods in medium- and
high-tech industries was USD —3,921.6 million in 1995 and USD -5,401.7 million
in 2003. Because of investment in and the promotion of those industries, Turkey
improved its trade balance to approximately USD —59.8 million by 2011. Three
medium- and high-tech industries contributed to decreasing the trade deficit. The
trade balance in the chemical and chemical products industry changed from USD
—3,598.9 million to USD —371.9 million. The trade balance in the machinery indus-
try was USD —559.6 million in 2003 and USD 901.2 million in 2011. Similarly,
the trade balance in the electrical and optical equipment industry changed from
a deficit of USD -268.2 million to a surplus of USD 1,155.2 million. The final
goods in these three industries therefore had a positive effect on the trade balance.
Conversely, the trade balance in the transport equipment industry worsened, from
USD -975.0 million to USD -1,744.4 million for intermediate goods and from
USD -503.8 million to USD -6,198.1 million for final goods.

Although the figures are similar to those in Table 2, the trade balances in Table
3 are generally smaller. However, the only industry with a change greater than one
billion US dollars is the transport equipment industry, the trade balance of which
worsened from USD 506.1 million to USD —1,020.8 million in terms of final goods.

2.2 Turkey’s trade balance with EU countries

Table 4 shows Turkey’s trade balance with EU countries by country group.'® In
1995, Turkey’s trade deficit in intermediate goods with large investor countries was
USD —4,339.4 million; in 2003, this increased to USD —6,698.3 million, but it then
decreased to USD —3,166.4 million in 2011. By contrast, in terms of final goods
the trade balance changed from a USD 4,936.0 million surplus to a USD —498.0
million deficit between 2003 and 2011. As discussed earlier, the trade deficit was
largely accelerated by low- and medium-tech industries and the transport equip-
ment industry. Compared with other EU countries, Turkey’s trade balance in final
goods decreased from USD 493.6 million to USD -2,463.7 million, as with large
investor countries.

Germany, Italy, Spain, Poland, and the United Kingdom strongly influenced
Turkey’s trade balance (see Table 4). These countries caused significant changes
between 2003 and 2011. As shown in the table, Turkey had a decreasing trade
deficit in intermediate goods between 2003 and 2011, but experienced the contrary
situation in terms of final goods in same period.

10For the trade deficit among industries in 2011, see the appendix. For 1995 and 2003, our calculations
use the WIOD’s international input—output tables.

The Kyoto Economic Review < 86(1-2) 1



Emre Unal

0'861~ 0'9¢g6v 8'917E 7'991E- £8699~ v’ 6Eey— SaLuUN09 Jojsanul ab.el jo |ejol-qns
€089t ¢9l0e k29 G'Gevi 9666~ /'GSe- wopBbury peuun
€9691 - c'lee 9v6 9'895¢~ 69L1— vevi- ureds
9'/LLE 9'8¢c 89l¢ L'Lee— ¥'G0G— 0'ece— SpuelByIoN
8'176cE— 0'gGe— Lv08— 0'669— L'€601— €0cL— Ay
L0k 6'G— 9'¢ velhl— G'6€c— 8'¢ BinoquuexnT
0°£06 O'Ler Sy ¢'629 ¢'LLE 9'col 999919
o) fefe = 8'1G8I 8'91G¢€ 8'90L— Gv66L— FEGSL— Auewlsn)
¢ LSOt €S 1'8L¢ G'808— EveeL— 9'698— 8duelH
L'cG— 7Ok ¥'c9- G'8EE— ¢'80¢c— 14315 pugui4
ég'¢c9 80— 66ct— 9'90% ¥7'8cE— 6'€LE— wniBleg
9’68} 68— L'86} €cl- €G- €G- eusny
Loe €00¢ G661 LLoe €00¢ G661
spoob
spoob [euly [e10} Jo 9oueElEq 3pEIL ajeipawiajul [e10} Jo ddue|eq apeiL Anunop

(sJejjop SN uolfjiw) S8LUN0d N3 YiMm 8oueeq spedl sAsxinl - ajqeLr

The Kyoto Economic Review < 86(1-2)

12



Turkey’s current account deficit problem ...

'Z 9|qel 995 :92In0Sg

11962~ 1'62vS €90lLe €696 18069~ 6657~ leloL
L'€9re— 9'e6 gole- 8'GeS— vole- 0092- S9MIUN02 N3 19Y10 JO [e10}-gNS
1102 6YL- 1'20e- v'€ge 8'681- L'6LL- uspams
7'€9 6¢ce 1'8 g8 09¢ G9- BIUBAOIS
eLee- g8l 78l g6l 18- 092- ENENOIS
/88— 9Ly LyL TAA zeel ve [ebnyiod
Llvpl— 1'99¢ 8'ze LeL- 18 L8y- pue|od
zGh 29— G'69- €9k €6~ vel- puelay|
z'819- 6'cc Le 0'Ge- z'le- A AreBuny
vee 0.2 vl 8'€e ech 0LL- e|uo}s3
zee- S0.L 6GI— 00L2- 6'1L- 8GlL- " Yyoez)

13

The Kyoto Economic Review < 86(1-2)



Emre Unal

3 Causes of the increasing trade deficit in Turkey
3.1 Technological upgrading of industries

As shown in Tables 2 and 3, Turkey lost its dominance in low- and medium-tech
industries for both country groups (i.e., large investor countries and other EU
countries) for several important reasons. The first reason is that Turkey’s competi-
tive position against these country groups was weak because it had the highest ULC
growth in export goods and one of the most overvalued currencies (see Section 3.4).
Thus, countries with lower production costs than Turkey became dominant in low-
and medium-tech industries.

The second reason is low investment. The textile and textile products industry
was fundamental for contributing to Turkey’s economic growth; however, FDI
inflows into that industry were among lowest and the industry did not take part in
the government’s investment and promotions, which were targeted at the industries
of the Turkish economy that needed technological upgrades.'! For instance, the
trade balance in intermediate goods with the United Kingdom changed greatly
because of the development of Turkey’s medium- and high-tech industries.
Moreover, Turkey experienced an increasing trade surplus in its chemical and
chemical products industry, machinery industry, and electrical and optical equip-
ment industry. Nevertheless, a slight decrease for final goods occurred because of
the lower trade surplus in the textile and textile products industry that dropped from
USD 2,036.2 million to USD 706.6 million between 2003 and 2011.12 A significant
decrease relative to the textile and textile products industries in Italy and Spain was
also noted. This industry stimulated a trade deficit because Turkey withdrew its
promotions. In 1995, the ratio of exported textile and textile products to Turkey’s
total output was 40% but this decreased to 20.8% by 2011.!3 Further, this industry
attracted low FDI inflows and was composed of few companies (see Table 6A in
the appendix).

The third important reason is the so-called “flying geese theory,”’* which posits
that high-tech industries move from developed countries to countries with low-
tech industries; these may then change from low- and medium-tech industries to
medium- and high-tech industries with upgraded products via technological trans-
formation. The flying geese theory is clearly at work between Germany and Turkey
where the trade balance for intermediate goods in the textile and textile products
industry was USD 413.0 million in 2003 and USD 127.7 million in 2011. In the
chemical and chemical products industry, the trade balance was USD —1,147.5
million in 2003 and just USD —253.7 million by 2011. The same influences were

»14

See the list of industries the government promoted, which were investment priorities, http://www.
invest.gov.tr/en-US/sectors/Pages/Sectors.aspx (last accessed on February 15, 2016).

12 Appendix for 2011 (Table 3A). The trade balance for 2003 was calculated as explained in Table 2.
3The author’s own calculation using the WIOD (national input—output tables).

14 For additional information, see Akamatsu (1962).
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seen in the machinery industry and electrical and optical equipment industry with
trade balances changing from USD —-268.1 million to USD 206.7 million and from
USD 5.2 million to USD 144.0 million, respectively, between 2003 and 2011.
Final goods displayed the same features in medium- and high-tech industries. For
example, in the machinery industry, the trade deficit decreased from USD —-1,159.4
million to USD —283.0 million."

The fourth reason is the competitiveness of Asian countries, particularly China,
which followed an export-led growth strategy using its low ULC growth and
undervalued currency.'® Turkey therefore lost its position in low- and medium-tech
industries and focused on medium- and high-tech industries through large invest-
ment and promotions, which brought about technological upgrades.

However, technological upgrades create a heavy import dependency for interme-
diate goods. If a country cannot produce the necessary intermediate goods domes-
tically, it must import them. Increasing the import dependency may deepen trade
deficit problems, weaken domestic industries, and increase the country’s vulner-
ability to currency devaluations and economic uncertainties. This import depend-
ency can be deepened through problems such as high production costs, overvalued
currency, FDI inflows, and a lack of investment. Table 5 shows the extent of the
import dependency based on the amount of imported intermediate goods directly
and indirectly required to produce one US dollar of product (i.e., the vertically
integrated imported intermediate goods cost in one US dollar unit of product). In
Table 5, the increases in this cost indicate the increasing import dependency in both
non-tradable and export goods.

A large part of Turkey’s trade deficit was caused by the trade in imported inter-
mediate goods, as shown in Table 2. Approximately 42.1% of imported intermedi-
ate goods came from EU countries, which caused 23.5% of Turkey’s trade deficit
in intermediate goods.!” Therefore, Turkey’s economic relationship with the EU
became more important because of its dependency on intermediate goods from EU
countries.

Table 5 also shows that Turkey’s import dependency for export goods was higher
than was that for non-tradable goods because the economy was driven mainly by
export growth between 1995 and 2011. The import dependency increased sig-
nificantly in the 2000s, reflecting technological upgrades in the Turkish economy.
Such technological upgrades entail more complicated and detailed production
processes, for which multiple complex intermediate goods are needed. In 1995,

15 Appendix for 2011. The trade balance for 2003 was calculated as explained in Table 2.

16For instance, between 2003 and 2011, China increased its exports of textile and textile products in
intermediate goods by 19.7%, but Turkey increased such exports to Germany by 2.8% (the author’s own
calculations; see the WIOD international input—output tables).

17The author’s own calculations using the WIOD international input—output tables. The rates are for
16 industries. However, if 35 industries are considered, 47.7% of intermediate goods came from the
EU, and the EU countries shown in the tables caused 29.0% of the trade deficit in intermediate goods
in 2011.

The Kyoto Economic Review < 86(1-2) 15



Emre Unal

Table 5. Imported intermediate goods directly and indirectly necessary for

producing one US dollar of product

Year Non-tradable goods Export goods
1995 USD 0.057 USD 0.110
1999 USD 0.046 USD 0.096
2003 USD 0.072 USD 0.154
2007 USD 0.193 USD 0.433
2011 USD 0.236 USD 0.501
Source: Author's own calculations (for the method, see the appendix). The import
dependency in non-tradable goods and export goods was calculated by using the WIOD
input—output tables.

for example, producing one US dollar of product in non-tradable goods and export
goods required USD 0.057 and USD 0.110 of vertically integrated imported inter-
mediate goods, respectively. In 2003, producing one US dollar of product in non-
tradable and export goods cost Turkey USD 0.072 and USD 0.154, respectively. In
2007 and 2011, however, Turkey’s import dependency increased significantly. In
2007, producing one US dollar of product entailed an import dependency of USD
0.193 in non-tradable goods and USD 0.433 in export goods. In 2011, the same
costs were USD 0.236 and USD 0.501, respectively.

Thus, Turkey experienced technological shifts to produce more complicated
medium- and high-tech products for exporting. However, this stimulated a trade
deficit and increased Turkey’s vulnerability to devaluation (see Section 4).

3.2 Effects of increasing FDI

The growing Turkish economy experienced parallel developments in its economic
configuration via favorable macroeconomic factors, institutional changes, FDI
inflows, and technological upgrades after the economic crisis of 2000-2001. For
countries such as Turkey that cannot develop their medium- and high-tech indus-
tries sufficiently to compete internationally, FDI inflows become crucial for obtain-
ing the investment needed to catch up to the technological upgrades of developed
countries.

FDI inflows can affect an economy through both exports and imports under sev-
eral assumptions. Under the first assumption, FDI inflows can stimulate imports by
concentrating on domestic consumption inside an economy by importing interme-
diate goods for production from developed countries to which nothing is returned

16 The Kyoto Economic Review < 86(1-2)
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Figure 2. FDI inflows to Turkey (million US dollars)
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Source: UNCTAD, FDI statistics.

as exports to cover the trade deficit. Under the second assumption, FDI inflows
can aim to provide products for consumption and for exports to cover the trade
deficit. In this condition, the country does not need to import intermediate goods or
final goods from developed countries and can export its own products to cover the
trade deficit. Under the third assumption, FDI inflows focus only on exports, and
domestic needs should be met by imports from other countries. Hence, if exports
are slower than imports, the trade deficit increases. Therefore, under the second
and third assumptions, the strategies of multinational companies, macroeconomic
factors, and institutional factors all significantly affect export growth.

If FDI inflows are based on export growth as discussed in the second and third
assumptions, they will develop medium- and high-tech industries. For the third
assumption, FDI inflows can increase exports in parallel with imports where the
intermediate goods necessary for production come from developed countries. This
kind of investment can develop export industries and influence the direction of
exports, causing technological shifts from developed investor countries to develop-
ing countries, which then become a production area for investor countries and others.
As Table 4 shows, Turkey’s trade deficit with Germany significantly decreased, from
USD -1,994.5 million to USD —706.8 million, between 2003 and 2011 because of
substantial FDI in medium- and high-tech industries (see Table 6A in the appendix).

Large investor countries mainly targeted medium- and high-tech industries dur-
ing the period analyzed. For instance, 70 chemical and chemical products firms
were owned by German investors. Turkey’s trade deficit decreased significantly
in the chemical and chemical products industry, machinery industry, and electrical
and optical equipment industry, whereas the transport equipment industry suffered
a large trade deficit with Germany for both intermediate goods and final goods.
The trade balance in final goods decreased from a surplus of USD 1,851.8 million
to a deficit of USD —33.6 million, as shown in Table 4. The difference between

The Kyoto Economic Review < 86(1-2) 17



Emre Unal

the trade deficit in intermediate goods and final goods was caused by the transport
equipment industry and Turkey’s position in low- and medium-tech industries,
particularly the textile and textile products industry.'®

FDI inflows influenced the Turkish economy indirectly as well. As Table 4 shows,
Turkey’s trade deficit with Poland became distinctive in terms of final goods. In
2003, its trade balance was USD 366.1 million, but this decreased dramatically to
USD -1,447.7 million by 2011. The trade deficit caused by the transport equip-
ment industry was USD —863.3 million in final goods in 2011 (see Table 5A in
the appendix). As Poland was not a large investor, the extent to which it caused a
large trade deficit in 2011 is an important issue. The Polish economy is similar to
that of Turkey in terms of attracting FDI inflows. Turkey’s large investor countries
were also Poland’s (i.e., Germany, the Netherlands, and France) and FDI inflows
targeted medium- and high-tech industries.!® This influenced Turkey’s trade deficit
in terms of the transport equipment industry because the Turkish economy was
weakly competitiveness against the Polish economy.

As shown in Figure 2, FDI inflows to Turkey were very low in the 1990s. By
contrast, following institutional changes after the economic crisis of 2000-2001,
Turkey attracted large FDI inflows from developed EU countries and experienced
technological shifts. Therefore, Turkey’s exports were stimulated in parallel with
imports, and Turkey began to largely focus on medium- and high-tech industries in
the 2000s. FDI inflows had two effects on the Turkish economy. First, as discussed
in the second assumption, they developed domestic industries and contributed to
export growth. Second, they were an important cause of the dramatic increase in
imports, as discussed in the third assumption. As shown in Table 2, in 1995 and
2003, Turkey had a trade deficit in the chemical and chemical products industry,
machinery industry, electrical and optical equipment industry, and transport equip-
ment industry; in 2011, however, the transport equipment industry was the only
industry reflecting the third assumption with a significantly worsened trade deficit.

3.3 Strategy of multinational automobile companies

Two main macroeconomic concepts shape the strategy of multinational companies.
The first is the purpose of production, which determines whether multinational
companies produce for the domestic market or for exporting. The second is the
target of production in international trade that determines the countries to which
the companies sell their products. As shown in Tables 2 and 3, the chemical and
chemical products, machinery, and electrical and optical equipment industries

8 Bosch, the German company, is Turkey’s largest supplier of automotive production by revenue. For
additional information, see the Investment Support and Promotion Agency http://www.invest.gov.tr/
en-US/infocenter/publications/Documents/ AUTOMOTIVE.INDUSTRY.pdf (last accessed on February
15, 2016).

9The National Bank of Poland (Zagraniczne inwestycje bezposrednie w Polsce) http://www.nbp.pl/
home.aspx?f=/publikacje/zib/zib.html (last accessed on February 15, 2016).
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contributed to Turkey’s export growth and trade surplus. Unlike these three indus-
tries, the transport equipment industry became an important reason behind Turkey’s
large trade deficit. The most important reason is that multinational automobile
companies do not produce for the domestic market but rather for exporting. Thus,
Turkey must import what it needs from other countries for domestic consumption.
In 1995, the ratio of the total exports of transport equipment goods to total output
was 11.7. Amid intensified FDI inflows from multinational automobile companies,
the ratio was 97.3 in 2007 and 79.8 in 2011. However, the ratio was much lower
in the machinery industry, 10.5 in 1995 and 42.8 in 2011,%° which had almost the
same output as did the transport equipment industry.

The targets of production were EU countries where the highest share in the
transport equipment for trade volume emerged in the automobile industry. In 2011,
Turkey exported USD 8,969.4 million to EU countries and imported USD 12,988.1
million from EU countries. Although its trade volume with East Asian countries
was lower, Turkey had a high trade deficit.?! In 2011, Turkey’s export volume was
just USD 35.2 million with East Asian countries, whereas its import volume was
USD 3,064.3 million.?? In 2011, the exports of the automobile industry represented
81% of the total exports of transport equipment, with passenger cars having the
highest share. Between 2003 and 2011, passenger cars represented 62.8% of total
exports. In addition, of the total exports to EU countries, this industry accounted
for 79.7% of exported automobiles.

To understand which industry caused the sharp decline in transport equipment
goods, Table 6 presents the exports of transport equipment to EU nations, East
Asian nations, and the world. According to TurkStat, passenger cars and aircraft
became important drivers of the trade deficit in the Turkish economy. Turkey
imported a large number of aircraft from the United States. The parts of automo-
bile not classified as intermediate or final goods caused a significant decline in the
transport equipment industry, which shows that the automobile industry became an
important reason behind the overall trade deficit.

Turkey’s trade deficit in the transport equipment industry is linked to two main
problems: the purpose of production and target of production. First, the purpose
of production was exporting, which boosted Turkey’s demand for final goods
from other countries. Second, the target of production was the group of largest
economies in the EU: Germany, France, Italy, and the United Kingdom. Therefore,
although Turkey had an important position relative to the rest of the world, Turkey’s
exports to EU countries remained relatively low. In 2014, Turkey was the 17th
largest motor vehicle producer in the world and the 6th largest in the EU.2* While

20The author’s own calculations. Data were derived from the WIOD (national input—output tables).

21 The East Asian countries are China, South Korea, Japan, and Taiwan.

22This includes separated engines as well. Without engines, which were not among the products, Turkey
could export USD 8,966.2 million to EU countries.

23 See the OICA, http://www.oica.net/category/production-statistics/ for 2104 (last accessed on February
15, 2016).
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Table 7. Turkey's trade deficit in passenger cars with EU countries (million US

dollars)

Category Import  Export  Deficit Import  Export Deficit

2003 2003 2003 2011 2011 2011

North EMU 1323.3 1038.1 -285.2 3838.4 21785  -1659.9

East EMU 31.2 9.2 =219 125.6 132.7 7.1
South EMU 422.2 371.6 -50.6 1392.2 1338.7 -53.5
Non-EMU 226.8 179.1 —47.7 1244.0 651.4 —592.6

Source: Author's own calculations.?Data were derived from TurkStat (foreign trade
statistics).

“For the country groups, see Table 12.

Turkey’s production capacity generally exceeded that of the former communist
countries, its trade deficit was worsened by EU countries, particularly in passen-
ger cars. As shown in Table 7, the trade deficit caused by EU countries was lower
in 2003 than in 2011. In particular, north EMU and non-EMU countries caused
an important trade deficit in passenger cars in 2011, which is directly related to
domestic consumption.

Multinational automobile companies focused on export growth in the Turkish
economy for several reasons. First, high production costs made the Turkish domes-
tic economy less attractive. Turkey had large import volumes from Germany and
East Asian countries because these countries designed their macroeconomic factors
to lower production costs compared with those in other developed countries such as
France and Italy, which did not accelerate Turkey’s trade deficit in passenger cars.?*
Therefore, high production costs prevent multinational companies from competing
in the domestic economy against Germany and East Asian countries.

Second, Turkey attracts FDI inflows consistently because of its proximity to
Europe, Russia, the Middle East, and North Africa. Unlike neighboring countries, it
does not have problems with economic crises, it is part of the EU Customs Union,
and it is free of political turmoil and war, which makes it a safe area for investment.
Therefore, FDI inflows use Turkey to reach its neighbors. During the study period,
Turkey’s promotions were based on export growth instead of domestic consumption

24 Between 2003 and 2011, the productivity growth of export goods was 4.3% in Japan, 5.3% in South
Korea, and 12.9% in China. Wage rate growth was 1.4% in Japan, 4.9% in South Korea, and 12.8% in
China.
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for multinational companies. For instance, free zones were established to exempt
multinational companies from corporate income tax, special consumption tax,
value added tax, and customs duties, making exports more profitable and attractive.

Third, Turkey’s high percentage of changes in second-hand automobiles, sur-
passing the number of registered automobiles,” made its domestic economy less
attractive. In Turkey, the change in the number of registered automobiles was lower
than that in the number of second-hand automobiles. Between 2005 and 2014, the
rate of change was 1.1% of total registered automobiles and 4.0% in registered
passenger cars, while, between 2010 and 2014, the change in second-hand vehicles
was 9.0% for automobiles and 9.5%for passenger cars, as shown in Table 8.

In general, other factors make domestic consumption less attractive. The number
of motor vehicles per thousand residents is lower in Turkey than in the former
communist countries. Turkey also has one of the lowest growth rates in motor vehi-
cles per thousand residents at 3.8% compared with 5.8% in Poland and Slovakia.
Moreover, its difference between two years was one of the lowest, after Hungary,
as shown in Table 9. Furthermore, although Turkey is close to oil-rich countries, it
has some of the most expensive oil and gas in the world; between 2003 and 2011,
prices increased on average by 10.5% for petrol, 12.0% for diesel, and 17.7% for
motor oil. In addition, in 2012, Turkey’s consumption tax as a percentage of total
taxes was 43.2% higher than the average in the OECD (30.9%). This percentage
was 35.0% in Poland, 32.0% in the Czech Republic, 42.6% in Hungary, 32.7%
Slovakia, and 36.0% in Slovenia.?® The high cost caused by consumption tax thus
makes the domestic market unattractive for new cars.

As shown in Table 6, passenger cars stimulated a trade deficit, but other automo-
biles (buses, trucks, etc.) moved counter to that. Several important reasons should
be discussed as to why other automobiles create a trade surplus in the Turkish
economy. First, Turkey developed its other automobiles industries during the period
of import substitution industrialization. That means that it was much easier for
these industries, such as Tofas, Otosan, and Anadolu, to furnish domestic needs in
the economy, and they became ready for collaboration under promotions, unlike
passenger cars, where investment lagged. Moreover, national companies such as
Temsa, Otokar, Karsan, B.M.C, Tiirk Traktor, and Hattat Tarim focused on domes-
tic consumption; as shown in Table 10, their ratios of exports to production were
below 40%.

Second, the local capital share in other automobiles industries was greater than
that in the passenger cars industry in general. As shown in Table 10, of the largest
passenger car companies, the foreign capital share was 100% in Toyota, 100% in
Honda, 89.3% in Hyundai, 51% in Renault, and 37.9% in Fiat. In other automobiles,

25 A second-hand car means a previously owned (used) car; not a new car. Table 8 shows the number
of second-hand cars sold each year. “Registered automobiles” means the number of new automobiles
registered by the national traffic authority each year.

26Source: OECD (Consumption Tax Trends 2014, DOI:10.1787/ctt-2014-en), last accessed on June 12,
2016.
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the foreign capital share was 29.7% in Isuzu, 40% in Ford, 85% in Mercedes-Benz,
99.9% in Man; in the other companies, Temsa, Otokar, Karsan, B.M.C, Tiirk
Traktor, and Hattat Tarim, the foreign capital share was 0%. This shows that the
collaboration with local capital remained greater for other automobiles than for
passenger cars. These numbers show that FDI moved into both passenger cars and
other automobiles, but that the local capital share in other automobiles was larger
than that in passenger cars in general. Whereas passenger car producers such as
Renault, Toyota, and Hyundai Assan directly focused on exports, other automobiles
industries such as Mercedes-Benz, Fiat—Tofas, and Isuzu—Anadolu considered
the domestic market as well. Nevertheless, as shown in Table 10, compared with
national origin local producers, foreign origin multinational companies concen-
trated more on exports.

Further, in addition to the multinational companies mentioned above, the local
capital share was low among top ranking suppliers. Turkey had 47 local automo-
tive suppliers, whereas Poland had 53, the Czech Republic had 68, and Hungary
had 37 in 2012. Turkey had a significant number of local suppliers, but foreign
origin companies, which had the largest amount of revenue, did not collaborate
with local producers and focused intensively on exports. For instance, the foreign
capital share was 100% in Bosch, Delphi, Autoliv, Yazaki, and Toyota and 99.9%
in Standard Profile. Local capital represented 100% in CMS and Hema and 50%
in Federal-Mogul. These companies were among the top 10 industries in terms of
sales revenue. For instance, the ratio of exports to total production was 99.5% in
Bosch (ranked first by sales revenue), 77.1% in Delphi (ranked second), and 68.0%
in Yazaki in 2010.%” This low collaboration of local producers with foreign produc-
ers causes a high import dependency in intermediate goods to enable production
processes to be continued. Therefore, exports stimulate the imports of intermediate
goods. This investment issue is shaped by industrial policies, which need to change
to increase collaborations for local suppliers.

Third, promotions in the other automobile industries create a noticeable difference
compared with that in the passenger cars industry. As shown in Table 11, special
consumption tax remained the same in the bus, midibus, and minibus industries,
which were 1%, 4%, and 9%, respectively, between 2004 and 2014. Moreover,
the truck, etc. industry’s special consumption tax did not change, remaining lower
than that of passenger cars. By contrast, this tax increased significantly from 30%
to 45% for an engine capacity of less than 1600cm?, from 52% to 90% for an
engine capacity of 1600-2000cm?, and from 75% to 145% for an engine capacity
of more than 2000cm? in passenger cars between 2004 and 2014. That means that
investment in the passenger cars industry producing for domestic needs lost its

2TFor additional information, see the Investment Support and Promotion Agency http://www.invest.gov.
tr/en-US/infocenter/publications/Documents/ AUTOMOTIVE.INDUSTRY.pdf (last accessed on June
27, 2016). For additional information about the foreign and local capital shares and the ratio of exports
to total production, see the 2013 report of the Istanbul Chamber of Industry (Ziirkiye'nin 500 Biiyiik
Sanayi Kurulusu Iginde Otomotiv Sanayi).
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Table 10. Foreign capital share and the ratio of exports to total production in

the largest automobile companies in Turkey

Company Product(s) Foreign Exports/
capital total
share production
Renault-Oyak Passenger cars 51% 80.3%
Fiat-Tofas Passenger cars and pick-up 37.9% 65.5%
Toyota Passenger cars 100% 85%
Honda Passenger cars 100% 48.6%
Hyundai Passenger cars 89.3% 84%
Assan
Ford-Otosan Minibus, truck, and pick-up 40% 74.4%
Man Bus 99.9% 75.5%
Mercedes-Benz Bus and truck 85% 27.5%
Isuzu-Anadolu Bus, midibus, and light truck 29.7% 15.6%
Temsa Bus, midibus, and light truck 0% 22.7%
Otokar Bus, minibus, midibus, light 0% 12.8%
truck, and pick-up
Karsan Bus, minibus, truck, light 0% 38.4%
truck, and pick-up
B.M.C Bus, minibus, truck, light 0% 9.9%
truck, and pick-up
Tiirk Traktor Tractor, etc. 0% 37.5%
Hattat Tarim Tractor, etc. 0% 28.3%
Source: Author's own calculation. Data were derived from the 2013 report of the Istanbul
Chamber of Industry (Ttirkiye’nin 500 Bilytik Sanayi Kurulusu icinde Otomotiv Sanayi) and
the Automotive Manufacturers Association of Turkey (OSD) (Automotive Industry Monthly
Report, December 2013). The statistics on Man, Honda, M.Benz, Karsan, and B.M.C were
calculated from the amount of US dollars from the Istanbul Chamber of Industry in 2011
and the rest was calculated from the number of units produced and exported from the
OSD in 2018.
Note: The main products of companies were structured according to OSD data
(December 2013). For B.M.C products, the company’s website was considered.
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Table 11. Special consumption tax in the automobile industry in Turkey

Category Type Special
consumption tax
2004 2014
Passenger cars engine<1600cm3 30% 45%
1600cmi<engine<2000cm? 52% 90%
2000cmi<engine 75% 145%
Truck, etc. engine<3000cm?3 10% 10%
3000cm3<engine<4000cm? 52% 52%
4000cm3<engine 75% 75%
Others 4% 4-10%
Bus, etc. Bus 1% 1%
Midibus 4% 4%
Minibus 9% 9%
Source: Data were derived from the Revenue Administration of Turkey.
Note: Value added tax is 18% for all products in Turkey. In the table, 2004 was considered
because it has more detailed information than 2003.

attractiveness for foreign capital. Thus, because of the high cost of buying a new car
and lack of collaboration in the country, domestic consumption focuses on second-
hard cars and imports. To prevent the consumption of passenger cars, government
imposes high taxation. However, since domestic needs are not compensated and
wage growth remains greater than productivity growth, domestic consumption
becomes a significant influence on the importing of passenger cars.

The three main reasons discussed above are important issues to understand the
difference between the passenger cars industry and other automobiles industries.
The import dependency of the Turkish economy is heightened because of the low
amount of collaboration with local producers for both intermediate goods and final
goods. That calls into question the government’s policies, which offer significant
export promotions for multinational companies, while local producers remain at a
disadvantage under the prevailing high taxes. The government provides promotions
for export companies because its policies are shaped around the idea that if exports
increase, this can compensate for imports and reduce the trade deficit. Conversely,
this policy became a significant factor in increasing the trade deficit in Turkey.
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3.4 Overvaluation of currency in Turkey

This section compares Turkey with a number of EU countries to identify what
caused the great differences in macroeconomic factors between them from 2003 to
2011. Here, countries were considered after 2003 because most joined the EMU
by adopting the euro at the end of 2001. Moreover, the period between 2003 and
2011 is chosen because the main institutional changes took root in Turkey after
2002 and the nation experienced a large deficit in its current account in the 2000s.
For the countries that joined the EMU in the late 2000s, their own currencies were
used against the euro.

To compare countries, the value of the euro is considered to estimate underval-
ued currencies among EU countries and Turkey based on their PPPs. The rate of
change in the PPP and exchange rate provide information with which to describe
competitiveness. In general, an accumulative trade surplus emerges through export-
led growth strategies, where the appreciation rate of the PPP is higher than that of
the exchange rate under suppressed wage growth towards the productivity growth
of non-tradable goods. However, the condition of the central country, Germany,
should be considered. Thus, the macroeconomic factors of the countries compared
with those of Germany help describe their competitiveness.

Table 12 is divided into five categories: north EMU, east EMU, south EMU, non-
EMU countries (i.e., the Czech Republic, Hungary, Poland, Sweden, and the United
Kingdom), and Turkey. Most of these countries joined the EMU in 2001 and began
using the euro immediately as the common currency. However, this economic pro-
gress reduced the competitiveness of EMU countries and influenced the countries
that had not joined the EMU such as Turkey. EMU member countries lost their
independent monetary policies and united under one currency.

Among north EMU nations, Germany differs from the other countries because
it followed an export-led growth strategy. Between 2003 and 2011, the wage rate
growth in Germany was 1.2%, the productivity growth of export goods was 2.1%,
and the productivity growth of non-tradable goods was 0.3%. Under the fixed
exchange rate system, the German economy had an undervalued currency that
helped its current account surplus to GDP ratio increase from 1.4 to 6.1. However,
other north EMU nations had overvalued currencies and high ULC growth in export
goods relative to Germany’s. The only country that increased its current account
surplus to GDP ratio was the Netherlands, which kept its wage rate growth fixed to
the productivity growth of export goods.”®

In 2011, north EMU countries stimulated trade deficits in intermediate goods
with Turkey in low- and medium-tech industries and the transport equipment
industry. The trade surplus generally decreased in low- and medium-tech industries
(see Tables 2 and 4), while the trade deficit in the transport equipment industry

28The Netherlands, compared with the period from 1995 to 2003, could decrease its wage rate growth
to the productivity growth of export goods. Between 1995 and 2003, its wage rate growth was 3.8% and
the productivity growth of export goods was 2.9% (see Table 12).
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increased significantly. For instance, Germany caused a USD —900.7 million defi-
cit in intermediate goods and a USD -4,831.5 million deficit in final goods in the
transport equipment industry. Turkey had a trade surplus in the machinery industry
and electrical and optical equipment industry and a relatively small trade deficit in
the chemical and chemical products industry. However, its weak competitiveness
and unfavorable policies in the transport equipment industry worsened its trade
deficit (see Tables 2A and 3A in the appendix).

East EMU countries had high production costs and excessively overvalued cur-
rencies.?’ These former communist countries had high inflation because of the large
disparity between their wage rate growth and the productivity growth of non-trad-
able goods, while they also experienced high ULC growth in export goods. These
three countries did not cause a significant trade deficit with Turkey.

South EMU countries experienced excessively overvalued currencies against
Germany under the fixed exchange rate system and had high production costs.
Therefore, their current account deficits rose. The conditions in Greece and Italy
were notable. Greece had a low productivity growth of export goods (—1.2%) and
an overvalued currency with a —3.2% rate of change in its PPP. Thus, its current
account deficit to GDP ratio increased from approximately —6.5% to —10.0%. In
Italy, the wage rate growth was 2.5% and the productivity growth of export goods
was 0.7%:; the euro was overvalued relative to its PPP, which had a —2.0% rate
of change, and its current account deficit to GDP ratio increased from —0.8% to
approximately —3.1%.

South EMU countries did not cause a great change in the trade deficit through
FDI inflows to Turkey. For instance, in the transport equipment industry, Turkey
had a USD 52.9 million trade surplus in intermediate goods and a USD 49.1 million
trade surplus in final goods with Italy, although its number of medium- and high-
tech firms grew. The sharp decline in Turkey’s trade balance with south EMU coun-
tries was largely caused by low- and medium-tech industries (see the appendix).

Non-EMU countries experienced low current account deficit to GDP ratios
compared with Turkey. Sweden’s wage rate growth was closely linked to its
productivity growth of export goods and the United Kingdom experienced low
productivity growth rates. The Czech Republic, Hungary, and Poland caused a
trade deficit in Turkey’s medium- and high-tech industries. For example, for inter-
mediate and final goods in the transport equipment industry, Poland caused USD
—417.6 million and USD —863.3 million trade deficits, respectively (see Tables 4A
and 5A in the appendix). The commonality between these countries is that they
had lower ULC growth in export goods and that their exchange rates and PPPs did
not show large disparities relative to Turkey. Thus, they became more competitive
and had low current account deficit to GDP ratios relative to Turkey. Turkey’s
current account deficit to GDP ratio was stimulated dramatically, increasing from
—2.5% to —9.6%.

29The euro was adopted by Estonia in 2011, by Slovakia in 2009, and by Slovenia in 2007.
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As shown in Table 12, the reasons that made Turkey different and weakened its
competitiveness against EU countries were largely related to macroeconomic fac-
tors. Turkey had one of the largest gaps between the rates of change in its PPP and
currency, and hence one of the most overvalued currencies against EU countries.
The rate of change in the lira was —4.4% and the PPP was —10.4%. In addition,
Turkey had the highest ULC growth in export goods; its wage rate growth was
11.2% and the productivity growth of export goods was 3.7%. A commonality
between Turkey and south EMU countries was related to the current account deficit
problem; Turkey’s was the second highest after that of Greece. Thus, if Turkey were
part of the EMU, it would be among the PIGS (Portugal, Italy, Greece, and Spain)
given its macroeconomic factors.

The institutional approach was previously neglected not only by researchers but
also by governments in Turkey, although it was recognized in the 1970s that eco-
nomic development cannot occur through macroeconomic factors alone.>® Three
institutional factors are considered in this section: wage—labor relations relevant to
high wage growth that causes high ULC growth in export goods, the exchange rate
system, and international insertion relevant to the Customs Union and the current
account deficit in connection with the trade deficit.3!

During the 2000s, wage growth remained above the productivity growth of
export goods, which became an effective factor behind the increasing current
account deficit in Turkey. Turkey suffered because of its wage growth, which did
not fall below 10% and remained above the productivity growth of export goods.
This shows that wage growth does not have the flexibility to be reduced even in
crisis years or unexpected economic situations. Therefore, wage growth became an
obstacle to eliminating the current account deficit because high wage growth (i.e.,
above the productivity growth of export goods) means a high ULC and thus high
export prices and a trade deficit. Turkey had a wide disparity between the rates of
change in its currency and the PPP, which reduced its competitiveness relative to
EU countries. If Turkey joins the EMU, the euro will be too overvalued for the
Turkish economy, accelerating the country’s current account deficit.

A number of factors drove the overvalued lira in Turkey given the institutional
changes in the CBRT after the devastating economic crisis of 2000—-2001. First,
after the institutional change in the exchange rate system, when the CBRT adopted
a floating exchange rate system instead of a managed exchange rate system, the
lira began fluctuating according to the economic conditions. Second, the Maastricht
Criteria forced the CBRT to accept a policy of price stability, minimizing the

30The French régulation approach was created by Aglietta (1979). For Jessop (2006), the 1970s was the
era of Keynesian crisis as well as the crisis of Fordism. The main institutional changes emerge directly
or indirectly under the wage—labor relations, banks—credit relations, mode of competition, mode of
international insertion, and the role of government (Boyer, 1990:38—-39; Boyer and Hollingsworth,
1997:49-54; Boyer and Saillard, 2002:44).

3In Turkey, although institutional changes emerged from the government, other organizations also
influenced key policies, such as the IMF, the World Bank, and the EU, which supported deregulation.
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fluctuation of the lira; hence, the CBRT emphasized that its main purpose is to
maintain price stability. The interest rate became the main tool by which the CBRT
wanted to keep exchange rates and prices stable. Third, the current account deficit
increased pressure on the CBRT to control fluctuation in the lira to prevent the
deficit problem from deepening. Fourth, the inflation targeting system increased
pressure on the CBRT to keep interest rates high against inflation. These factors
caused a large disparity between the change rates in the lira and the PPP.

Turkey joined the Customs Union in the mid-1990s, and bilateral trade between
the EU and Turkey increased significantly. Although Turkey was not part of the
EU, joining the Customs Union was an important part of its integration process.
Countries that want to join the EU attempt to increase trade volume by benefiting
from the EU’s large markets. Under the Customs Union, which took root in the
2000s, Turkey and the EU agreed to reduce all customs duties, quantitative restric-
tions, and charges. To reduce the effects of the economic crisis of 2000-2001,
institutional changes occurred in the economy through deregulation policies and a
free market ideology. Nevertheless, high production costs and an overvalued cur-
rency combined with the Customs Union agreement stimulated the trade deficit in
the 2000s.

Thus, if Turkey decreases its wage rate growth to the productivity growth of
export goods, it could decrease the disparity between the rate of change in the lira
and the PPP. However, the lack of institutional compromise in Turkey’s income
policies makes it difficult to create a flexible wage rate growth policy (Unal,
2016b).32 The power balance among the government, trade unions, and employer
unions is also lacking, with trade unions increasing pressure for wage rate growth
on the government and employers. The government can influence wages through
its own policies, whereas employer unions do not have the same effect on wage
policies. Income policies should be changed to eliminate the excessive rights of
trade unions and power of governments to implement tripartism negotiations with
employer unions to decrease wage rate growth to match the productivity growth
of export goods. In other words, Turkey must implement this “mathematical base
social contract,” which can create stability between the lira and euro and decrease
the ULC growth in export goods (Unal, 2016b).

4 Policies for solving the deficit problem in Turkey

In the 1980s, as neoliberal policies took root, protectionism lost favor and Turkey
shifted to a relatively open and free market economy. Its economic strategies were
transformed into export growth strategies. During the 1990s, the Turkish economy
suffered because of the trade deficit and inflation. In 2000-2001, Turkey experi-
enced a severe crisis that shrank the economy and forced the government to imple-
ment necessary institutional changes. Being an EU candidate in 1999 influenced

32The income policies of Turkey are discussed in detail by Unal (2016b).
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the direction of the reforms, which became more compatible with those of EU
countries. Wage growth decreased and inflation was kept to single digits. The new
government accelerated its privatization efforts as part of a policy of reducing the
problems in unproductive public industries, which caused debt to rise markedly,*
and promoted FDIL

Given the facts in Section 3.4, why Turkey should not become part of the EU
and EMU is discussed next. First, being part of the EU also brings the responsibil-
ity to become part of the EMU, which means that to a certain extent Turkey could
lose its independence in monetary policy as part of the integration process. This
is inconsistent with its income policies and could cause a large depreciation in the
PPP. For instance, to adopt the euro, Turkey must begin implementing Exchange
Rate Mechanism (ERM II) policies to repress the volatility of its currency under
conditions where wage rate growth is greater than the productivity growth of export
goods. For this reason, the overvaluation of the lira is a problem when implement-
ing a fixed or managed exchange rate system because it does not show consistency
with the hypothetical exchange rate. If Turkey does not follow income policies
to decrease its wage rate growth to the level of the productivity growth of export
goods, institutional complementarity cannot be established under the EMU.

Second, Turkey’s wage rate growth is the highest in the EU region and the gap
between this and the productivity growth of export goods is the largest. Therefore,
integration into the EMU with the highest ULC growth of export goods means low
competitiveness compared with other member countries.

Third, Turkey’s industrial policies are not well structured to compensate domes-
tic consumption. Turkey has failed to promote low- and medium-tech industries,
which have lost competitiveness. Moreover, it has not developed favorable policies
for the transport equipment industry to meet the needs of local producers and elimi-
nate domestic needs in terms of intermediate and final goods. Hence, integration
into the EMU, combined with contemporary industrial policies and macroeconomic
factors in Turkey, could accelerate its trade deficit and current account deficit.

Fourth, EU policies are based on neoliberal policies geared towards uniting the
countries under a single functioning free market. Hence, some countries such as
Germany have followed deregulation policies that have reduced the power of trade
unions and caused deflation in the economies. This has pulled wage rate growth
towards or under the productivity growth of export goods, helping maintain their
competitiveness and stimulating their current account surpluses. Thus, the single
trade market has become unfavorable to some, with export-led growth policies that
have widened inequality in terms of competitiveness across the EMU; southern
EMU countries have experienced increasing current account deficits (see Table 12).

Furthermore, countries such as the Czech Republic and Hungary have consid-
erably decreased their wage rate growth since becoming members, but that has

3For additional information, see the CBRT report Strengthening the Turkish Economy: Turkey’s
Transition Program (http://www.tcmb.gov.tr/).
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caused deflation. In 2015, inflation was 0.2% in Germany, 0.3% in the Czech
Republic, and —0.1% in Hungary.>* If Turkey becomes an EU member state follow-
ing the EMU, its economic configuration could be divided into two development
paths that diverge from the explanation in this article. One is that Turkey could
implement strict neoliberal policies, such as in the Czech Republic and Hungary,
resulting in deflation and an economy incompatible with those of other countries.
Another is that Turkey could continue with its current macroeconomic factors and
face an increasing current account deficit and low competitiveness as in southern
EMU countries. Based upon these two assumptions, Turkey needs to follow a dif-
ferent path, one based not on neoliberal policies, but on the institutional approach.
In other words, as explained in Section 3.4, its income policies must be revised.
Hence, Turkey must implement new institutional changes for the mathematical base
social contract under tripartism. In the 2000s, the government made institutional
changes related to the EU. Although such free market economic policies stimulated
productivity growth, it also deepened the current account deficit problem.

How, then, can Turkey solve its trade deficit and current account deficit prob-
lem? Turkey needs to make new institutional changes in its industrial policies.
First, support for low- and medium-tech industries has been neglected; these
industries were not included in the promotion given to FDI inflows because the
main industrial policy in the 2000s was shaped around medium- and high-tech
industries to increase the export of goods from Turkey and lessen its trade deficit.
However, although Turkey experienced technological upgrades in industries, which
contributed to export growth as discussed in previous sections, failing to promote
low- and medium-tech industries accounted for a huge trade deficit in a short period
of time, and this problem cannot be overlooked. Moreover, according to the flying
geese theory, although the transformation from low- and medium-tech industries
to medium- and high-tech industries is a natural one, caused by intensifying FDI
inflows in developing countries, Turkey experienced a significant decrease in the
trade surplus of low- and medium-tech products when measured against both devel-
oped and developing countries in the EU, whereas the trade surplus of medium-
and high-tech industries continued to slowly increase. For instance, Turkey was a
dominant country in the textile and textile products industry, which shaped its base
industrial production, but it lost its prominent position therein because of insuf-
ficient investment and promotion. This is one of the reasons for the increase in
Turkey’s trade deficit. The promotion of low- and medium-tech industries should
be structured similarly to those of medium- and high-tech industries, with new poli-
cies. In particular, the textile and textile products industry becomes significant for
promotions because this industry still constitutes an important proportion of both
sales and employment as well as accounts for a significant proportion of Turkey’s
exports. Furthermore, low- and medium-tech industries are becoming creative and
innovative, and these can contribute yet more to exports.

3 Source: World Bank (inflation, consumer price (annual %)).
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Second, while the purpose of production was designed in accordance with the
export policies of multinational automobile companies, the domestic needs of the
economy were neglected. It was thought that increasing exports by multinational
companies could stimulate economic growth and compensate for imports; however,
the trade deficit increased significantly and exports remained low. Structuring the
promotions of multinational automobile companies only for exports was a huge
factor in making the domestic market less attractive. Thus, new policies must be
implemented to make the domestic market attractive for multinational automobile
companies as well.

Third, the lack of the availability of domestic passenger cars accelerated the trade
deficit in the transport equipment industry. Hence, subsequent institutional changes
should be developed to enable collaborations between foreign-owned, multina-
tional passenger car producers, and local producers. This policy has been success-
fully implemented in other automobile industries where the local capital share has
generally remained greater than the foreign capital share, as shown in Table 10, and
these industries have contributed to a trade surplus. In the case of other automobile
industries, local producers played important roles because of their share of capital,
which focused on both the domestic and the export markets, whereas passenger car
producers concentrated on exports.

Fourth, domestic and export sales of passenger cars must be balanced by the
government, and multinational automobile companies (both suppliers and final pro-
ducers) should aim to eliminate any trade deficit by making institutional changes in
industrial policies (e.g., by exempting local producers from additional costs such as
special consumption tax or income tax, as is the case for exports).

Finally, the government should lower tax for consumers. Turkey has one of the
highest proportions of consumption tax to total taxes among OECD countries
(see Section 3.3). High taxes on cars increase the cost for customers and make
the domestic market unattractive for new cars compared with second-hand cars.
Therefore, Turkey should lower taxes for consumers to enable local producers to
develop, contribute to the domestic market, lessen the imports of passenger cars,
and play an important role in reducing the trade deficit.

On the macroeconomic factors discussed in Section 3.4, Turkey needs to imple-
ment new institutional changes directly connected to the support industrial policies
discussed above. First, the technological upgrades in the Turkish economy increased
the vertically imported intermediate goods directly and indirectly necessary to pro-
duce one US dollar of product in the 2000s. A high import dependency can increase
imported intermediate goods and the export of goods. However, slow export growth
deepens the trade deficit problem. Therefore, it is possible to eliminate the effect
of import dependency on the trade deficit by improving the competitiveness of the
Turkish economy. Here, macroeconomic and institutional factors become more
important. Although decreasing ULC growth in export goods by linking wage rate
growth to the productivity growth of export goods may be insufficient to solve all
of the trade deficit problems with export-led growth countries, it will help Turkey
strengthen its competitiveness in the EU against most member countries.
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In terms of the import dependency, overvaluation is also important because it
can stimulate a trade deficit. The dependency on intermediate goods increases the
vulnerability of the Turkish economy to unexpected devaluations in the lira. It is
expected that devaluations increase the trade deficit by raising import prices, which
increases pressure on the CBRT to keep interest rates high to contain fluctuations
in the lira by attracting short-term capital. The disparity between the rate of change
in the lira and the PPP causes high volatility in the exchange rate (see Table 12).

Second, the problem of intermediate goods related to the effects of FDI inflows
is another important factor. Turkey needs to import intermediate goods for exports,
and competitive countries as well as countries with medium- and high-tech indus-
tries such as the transport equipment industry usually accelerate the import of
intermediate goods. By increasing FDI inflows, Turkey has abandoned its policies
for low- and medium-tech industries, and the dynamism of medium- and high-
tech industries has led to greater export growth. However, the FDI inflows into
the transport equipment industry were shaped considerably by that export growth.
Therefore, the lower cost of production is an important factor to increase com-
petitiveness in Turkey. One country that increased its trade surplus was Germany,
because of its low wage rate growth, which created an undervalued currency and
low ULC growth in export goods related to its income policies.>> Non-EMU coun-
tries, including the Czech Republic, Hungary, and Poland, decreased their ULC
growth in export goods in the 2000s, which increased their competitiveness and led
to low current account deficit to GDP ratios compared with Turkey.

Third, the strategy of multinational automobile companies and domestic con-
sumption, which increased significantly in the 2000s, became an important reason
behind the trade deficit. Turkey saw dramatic changes in its industries and, although
medium- and high-tech industries (excluding the transport equipment industry) con-
tributed to its trade balance, the trade deficit worsened in other industries. Domestic
consumption increased in low- and medium-tech industries connected to the textile
and textile products industry (from which Turkey withdrew its promotions) and the
transport equipment industry. The trade deficit in the final goods of the transport
equipment industry with Germany and East Asian economies, which had low pro-
duction costs compared with Turkey, climbed to a significant level. Turkey there-
fore needs to reduce the imports stimulated by domestic consumption by increasing
its export growth. Slow export growth compared with import growth became clear
in the 2000s, as reflected in the widening gap between exports and imports. Wage
rate growth above the productivity growth of non-tradable goods increases demand

35Germany’s income policy was shaped by collective bargaining between trade unions and employer
unions. German trade unions consider average productivity growth for wage increases. Table 12 shows
that the wage rate growth of Germany is close to the average productivity growth (non-tradable and
export goods), which increases its competitive power against other EU countries, and the inflation rate
is compatible between the average wage rate growth and productivity growth of non-tradable goods.
Germany’s income policy was confirmed for the largest trade union in Germany and Europe, IG Metall,
on December 3, 2015, through an interview between the author and Martin Kramer, representative of
1G Metall.
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for imports from EU countries. It also causes slow export growth, which than cannot
compensate for import growth. Hence, decreasing wage rate growth can cut domestic
consumption and slow imports, thus supporting export growth.

Fourth, to increase its competitiveness, Turkey should implement new institu-
tional changes to support industrial policies in international trade. The mathemati-
cal base social contract, the tripartism relationship among the government, trade
unions, and employer unions, should be established to support Turkey’s competi-
tiveness to reduce its current account deficit.

Implementing institutional changes to establish the mathematical base social con-
tract fixes wage rate growth to the productivity growth of export goods and reduces the
disparity between the rates of change in the PPP and the lira in Turkey. Moreover, the
mathematical base social contract cuts domestic consumption due to high wage rate
growth, which increases the imports of final goods, slows import growth, eliminates
sharp devaluations and their influence on import prices, helps export growth become
compatible with that of EU countries, decreases ULC growth in export goods, and
eliminates the current account deficit by increasing Turkey’s competitiveness.

5 Conclusion

Turkey becoming a member of the Customs Union was the first step in its economic
integration under the free trade agreement, and integration into the EU became
an anchor for the Turkish economy and politics. However, the integration process
deepened the current account deficit owing to the poor macroeconomic factors and
industrial policies in Turkey. Indeed, these macroeconomic factors are unfavorable
for Turkey’s competitiveness against EU countries. Becoming a member of the EU
will carry the responsibility of becoming a part of the EMU under functioning free
market economic policies. The euro will remain an overvalued currency, which will
accelerate the current account deficit.

As shown in Table 12, if Turkey were part of the EMU, the rate of change in the
PPP would be approximately —10.4% and the euro would stay excessively overval-
ued. Currency overvaluation must be eliminated. The large disparity between the
rate of change in the lira and the PPP was caused because of the large gap between
wage rate growth and the productivity growth of export goods, which decreased the
competitiveness of Turkey and worsened its current account deficit.

Turkey’s trade deficit was stimulated by technological upgrades, the effects
of increasing FDI, the strategy of multinational companies, and currency over-
valuation related to macroeconomic factors. The first three increased the export
of goods in medium- and high-tech industries. However, export growth lagged
behind import growth because of the prevailing industrial policies. Turkey there-
fore needs to implement new institutional changes in industrial policies to make
the domestic market more attractive. This action could decrease demand for the
imports of transport equipment. Moreover, the promotion of low- and medium-
tech industries should be developed similarly to those of medium- and high-tech
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industries. Further, the promotions given for exports should be structured for the
domestic market in terms of multinational automobile companies, and the govern-
ment should formulate a new policy for suppliers and final producers by combining
foreign capital with local capital to contribute to domestic consumption.

Even if Turkey does not join the EMU, macroeconomic factors will still be prob-
lematic, causing its economic fragility in the Customs Union. Hence, if Turkey
wants to increase its competitiveness and be better equipped to stand against the
market economies of the EU, new institutional changes should be implemented in
wage—labor relations. Turkey must increase the flexibility of its wage policies by
decreasing wage rate growth to the productivity growth of export goods by using
the mathematical base social contract, which can also eliminate the large disparity
between the rate of change in the lira and the PPP. Finally, these political implica-
tions could help create institutional complementarity between subsequent industrial
policies and macroeconomic factors under new institutional changes.

Appendix
1A How to calculate the PPP

To calculate the PPP, the prices of export goods were taken into account. p, shows the export
price, v, illustrates the vertically integrated labor input coefficient of export goods, and g, is
the productivity of export goods (see Appendix 2A). The mark-up rate is m,, w is the nominal
wage rate, and the import material cost is c;,, as follows:

p. = U+ m)wv, + c;,,) = (I +m,) (Waq, + c;,) (D)

By considering the export price, the PPP of a country, shown by A and based on a partner
country shown with B, can be calculated as follows:

PPP(p}) = (pf) @
Equation (2) can be described as follows:
PPPA(L + mOY(wVA + cf) = (I + mB) wWBvE + ¢k, 3)

If the imported material costs are negligible in both countries, Equation (4) shows the rate
of change in the PPP. The circumflex (*) defines the rate of change:

PBPA = [(1 + mB) + WB— GB] — [(1 + i) + A — ] @

In Table 12, the countries had proportional nominal wage rate growth and a negligible import
material cost.®

36 For additional information about the PPP and the method to calculate proportional nominal wage rate

growth and negligible import material cost, see Unal (2016a).
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2A Productivity growth of non-tradable goods and export goods

To determine the productivity growth of non-tradable goods and export goods, the equa-
tions were selected by using input—output methods. The productivity growth rates of the
non-tradable goods and export goods were calculated by using input—output tables, and the
ULCP or PPP for Turkey was determined by these calculations. The following system of
equations can be written as

Ax+y=x 5)

In this equation, A is the technological coefficients’ matrix, y represents the vector of final
demand, and x is a vector that shows the level of output. This form can be written by using
the 7 unit matrix as follows:

y=x-Ax (6)
x=(-A)y

Thus, in the equation, the Leontief inverse matrix (I — A)~/is used to calculate the labor
required to directly and indirectly produce one unit of each commodity. To measure the
productivity growth of non-tradable goods and export goods, the equation below is used:

y=(-A)x @)
ox=1L

In this equation, x is a column vector that shows the total output for each commodity, while A
is the input coefficient matrix, which shows the domestic commodities used by the industry
to obtain one unit of output. Furthermore, ¢ is a row vector that shows the amount of labor
directly used to produce one unit of output in each industry. Finally, L is a scalar that shows
total labor in the input—output table:

pI-Ay"=v ®)

where v is a row vector whose elements show the labor directly and indirectly required to
produce one physical unit of each commodity:

vw=vIN+E)=L )

Domestic final demand is indicated by N and total exports is indicated by E. Furthermore, the
shares of each commodity in this total are indicated as column vectors n and e, respectively:

V,= Y V0, and v, =Y ve, (10)
k=1 k=1

In the equation, v, and v, are the vertically integrated labor input coefficients of non-tradable
goods and export goods, respectively. Labor productivity is calculated by means of the
vertically integrated labor input coefficients in each factor in both non-tradable and export
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goods.?” These coefficients were multiplied by price deflators.3® If the coefficients decrease,
the productivity growth of non-tradable goods and export goods increases.

3A Calculating the import dependency in non-tradable and
export goods

The Leontief inverse matrix (I — A)~/ is used to calculate the imported intermediate goods
required to directly and indirectly produce one unit of each commodity. To find the import
dependency in non-tradable and export goods, the following equation is used:

y=>U-A)x (11
A" x=Q

A" refers to the input coefficient matrix of imported intermediate goods. Q is a scalar that
shows total imported intermediate goods in the input—output tables:

AT - A) T =2 (12)

A is a matrix that shows the imported intermediate goods directly and indirectly required to
produce one physical unit of each commodity. The import dependency was calculated as
follows:

,11:2/1“(1':1, 2,3,....8)=c¢ 13)

¢ is a row vector, which is derived by the sum of each industries’ columns of 1. j represents the
industries in the column and i indicates the industries in the row. ¢ shows the imported interme-
diate goods directly and indirectly required to produce one unit of product in each commodity:

cy=cN+E)=0 (14)

Domestic final demand is N and total exports are given by E. The superscripts n and e
indicate non-tradable goods and export goods, respectively; these are the shares of each
commodity of this total:

n - e —
c"=>¢n and c =) ce (15)
k=1 k=1

37 For additional information on vertical integration, see Uni (2012) and Pasinetti (1993).

BEU countries’ deflators were derived and calculated from the UN database using the “national
accounts estimates of main aggregates” and “GDP by type of expenditure” categories. Turkey’s defla-
tors were derived and calculated from TurkStat (GDP in chain linked volume, 2009=100) by converting
the national currency into US dollars. The v, deflator was calculated from exports at current prices (US
dollars) divided by exports at constant prices (US dollars). The v, deflator was calculated from domestic
demand at current prices (US dollars) divided by domestic demand at constant prices (US dollars). The
following equation was used: Domestic demand = GDP — export + import.
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In the equation, ¢" and c¢¢ are the vertically integrated imported intermediate goods coeffi-
cients of non-tradable and export goods, respectively. The import dependency is calculated
by using the vertically integrated imported intermediate goods input coefficients in both non-
tradable goods and export goods. These coefficients were multiplied by price deflators to
obtain the amount of directly and indirectly required imported intermediate goods to produce
one US dollar of product.

4A Tables for the trade balance of intermediate goods and
final goods, and number of foreign firms

Table 1A. Industries in the analysis

1 Agriculture, hunting, forestry and 9 Chemical and chemical
fishing products

2 Mining and quarrying 10 Rubber and plastics

3 Food, beverages, and tobacco 11 Other non-metallic minerals

4 Textile and textile products 12 Basic metals and fabricated

metals

5 Leather, leather, and footwear 13 Machinery

6 Wood and products of wood, 14 Electrical and optical equipment
and cork

7 Pulp, paper, printing, and 15 Transport equipment
publishing

8 Coke, refined petroleum, and 16 Manufacturing, Nec; recycling
nuclear fuel

Source: WIOD.

3The vertical integrated of imported intermediate goods directly and indirectly necessary for produc-
ing one physical unit of final product is calculated. By using a price deflator of non-tradable goods and
export goods, one monetary unit of final product is converted into one physical unit of final product; by
using the import deflator, one unit of imported intermediate goods is converted into one physical unit of
imported intermediate goods. For the import deflator, imports at current prices (US dollars) divided by
imports at constant prices (US dollars). For the price deflators of non-tradable goods and export goods,
see the previous footnote.
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