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ABSTRACT

The aim of this thesis i1s to examine the structure and determinants of Turkev-
EU trade at both aggregate and sectorally disaggregated levels after the trade
liberalisation and restructuring program of Turkey in the 1980s in order to assess the

possible eftects of further trade liberalisation between Turkey and the EU (ie Turkey’s

accession to the EU).

Before studying the determinants of Turkey-EU trade, we first investigate the
competitiveness of Turkish manufacturing relative to the EU over the liberalisation
period using Balassa’s revealed competitive advantage (RCA) indices as well as the
similarity of exports from Turkey and the EU using Finger and Kreinin similarity
indices. Our analysis on the similarity of exports includes comparison of the similarity
of exports from Turkey and the three Mediterranean countries, namely Spain, Greece
and Portugal which have similar factor endowments. Regarding the overall similarity
of exports from Turkey and the EU as a whole, we find that the similarity of exports
from the two areas has increased noticeably over the liberalisation period when there
was a shift in commodity composition of Turkey’s exports towards manufactured
goods. Our results suggest that the assessment of the similarity of exports from
Turkey and the three Mediterranean countries should consider the type of the products

as the similarity of exports in agricultural goods differs substantially from that of

manufactured goods.

Our results on determinants of Turkey-EU trade indicate that wages appear to

be a key factor in explaining Turkey’s exports to the EU not only for low-tech



industries, but also for medium and high-tech industries. This suggests that the
remarkable increase in Turkey’s exports in the 1980s relied heavilv on low wage

levels which not only increased the cost competitiveness of the country but also

reduced domestic demand and hence forced firms to exploit foreign markets.

In conclusion, our results indicate that the structural adjustment and trade
liberalisation reforms of Turkey in the early 1980s have brought the Turkish economy
closer to the EU and put Turkey’s economy on the right track for integration with the

EU or Europe at large, notwithstanding the huge problems that have emerged.
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CHAPTER 1

INTRODUCTION

1.1.- The Purpose of the Study

While much of the debate about Turkey’s accession to the EU has focused on
the political relationship, the reasoning that led Turkey in 1959 to take the first step on
the long road to full membership was mainly economic. The situation became more
complex along the road, but in 1987, when Turkey applied for full membership,
economic considerations were again at the forefront of the discussion and they played
a crucial role in the 1996 Customs Union agreement and in EU’s decision to accept

Turkey’s application for full membership in 1999.

Turkish policy makers have turned to Europe when domestic economic
difficulties have made them search for new policy alternatives abroad. Trade and
investment have always been the key factors in the consideration of this alternative.

This became more pronounced after the accession of the three Mediterranean

countries (Spain, Greece and Portugal) to the EU.

To understand Turkey’s economic relations with the EU, one has to look to a
wider context, Turkey’s global trading position, which was changing in the 1980s.
The 1980 stabilisation and structural adjustment programme has aimed to integrate the
domestic economy with the world economy by liberalising trade. This integration in

world markets was at the expense of trade with the Europe at the beginning, but atter



the mid-1980s gained momentum once again as the markets of the oil producing
countries in Middle East proved to be unreliable. Therefore, trade relationships
between Turkey and the EU were very unstable. From time to time Turkev diverted its

trade from the EU to other regions, with similar effects on capital inflow and trade.

later returning its attention to Europe with renewed enthusiasm.

The aim of this thesis is to investigate the structure and determinants of
Turkey-EU trade and to examine the changes over the 1980 trade liberalisation period

This analysis is expected to shed some light on the possible economic effects of

further liberalisation of trade between Turkey and the EU (eg. Turkey's full

membership to the EU).

1.2.- The Methodology of the Study

This thesis examines the determinants of Turkey-EU trade in three sections.
Section 1 gives a brief overall analysis of the 1980 trade liberalisation program and its
etfects on Turkish economy. More specifically, we examine the trade regime of
Turkey over the pre- and post liberalisation periods and summarise the changes in

protection level as well as fiscal and monetary policy over the restructuring program.

We focus on Turkey-EU trade patterns in Section two and investigate the
structure of Turkey-EU trade in terms of both country and commodity distnbution
Section two also looks at the factor endowment of Turkey and the comparative
advantage of Turkish industry with respect to the EU. The similarity of exports from

Turkey and the EU as a group and particularly from Turkey and the three



Mediterranean member states are investigated in this section. We use \even and
Roller’s framework to examine changes in the factor endowment of Turkev and we

employ revealed comparative advantage (RCA) to assess Turkey's comparative

advantage with respect to the EU. Our analysis on similarity of exports is based on

Finger and Kreinin’s similarity indices.

The final section analyses the determinants of Turkey-EU trade at both
aggregate and disaggregate levels. We start by examining the determinants of trade at
an aggregate level by estimating conventional import and export demand functions for
Turkey where we assess the importance of income and price elasticities as well as
exchange rates on Turkey’s foreign trade. We continue our analysis at a sectoral level
and examine the impacts of wages, relative capital formation and the size of the home
market on Turkey’s trade for 24 industries, 17 of which are low-tech and 7 of which
are medium and high-tech. Section three also examines the pattern and determinants
of intra-industry trade (IIT) for Turkey over the pre- and the post liberalisation periods
at a disaggregate level. We use marginal intra-industry trade (MIIT) indices to study
IIT in new trade created during the liberalisation period and compare it with that of
pre-liberalisation period. Our analysis on the determinants of IIT investigates the

effects of factors such as scale economies, product differentiation and competitiveness

on IIT.

An alternative approach to assess the impact of Turkey’s possible membership
to the EU could be applying an intertemporal general equilibrium (GE) analysis (see,
for example, Mercenier and Yeldan (1997)) to examine welfare effects of further trade

liberalisation between Turkey and the EU. However, this methodology 1s based solelv



on estimation of a utility function for a representative Turkish household and pays no
attention to competitiveness of Turkey and industry specific determinants of Turke:-
EU trade. However, our analysis allows to approach the issue from different ancels as

we use several methods at both aggregate and disaggregate levels.

1.3.- The Significance of the Study

This thesis investigates analytically the structure and determinants of Turkey’s
foreign trade with a particular emphasis on Turkey-EU trade over the liberalisation
period. It contributes to the existing literature in four ways. First of all, to our
knowledge, this is the first empirical study which investigates the determinants of
Turkey’s trade at the disaggregate level. The existing empirical studies on the
determinants of Turkey’s trade focus only on aggregate analysis of trade by
estimating conventional export and import demand functions (see, for example, Ersel
and Temel (1984) and Bairam (1993)) where the centre of attention 1s to asses the
magnitude of income and price elasticities. Secondly, this study is the first attempt to

test the impact of exchange rates on Turkey’s trade. We examine the eftect of not only

the current, but also predicted exchange rates on Turkey’s foreign trade.

Thirdly, though there is a vast literature on the pattern and determinants of
intra-industry trade (IIT), there is very little empirical work on the pattern of IIT
between developing and developed countries where the difference in factor
endowments can be reasonably substantial. Considering Turkey’s distinctive position,
we look into the pattern of IIT between a semi-industrialised developing country and a

group of industrialised countries in the EU. Finally, as far as we are aware. there 1s no



study on the relation between trade liberalisation and IIT for Turkey. which may have

important policy implications due to the possible link between IIT and structural

adjustment costs.

1.4.- The overview of the Chapters

The thesis examines the structure and determinants of Turkey-EU trade in
three sections. Briefly, Section 1 (Chapter 2) is devoted to the overall analysis of the
impact of the 1980 liberalisation program on the Turkish economy. Section 2
(chapters 3, 4, and 5) examines the structure of the Turkey-EU trade over the pre- and
post liberalisation periods. The final section (chapters 6, 7 and 8) investigates the
determinants of Turkey’s foreign trade with particular attention to Turkey-EU trade.

In what follows we give a brief overview of the remaining chapters.

Chapter 2 provides a preliminary analysis of the impact of Turkey’s 1980
liberalisation reforms on Turkish economy. In this chapter we first compare the
foreign trade regime of Turkey over the pre- and post liberalisation periods and
examine the effects of Turkey’s outward looking trade and exchange rate policy on
her foreign trade. We also study the inter-industry distribution of Turkey’s protection
level (1e nominal and eftective protection rates) over the liberalisation period. Finally,

this chapter summarises the response of trade tlows to altered incentives in Turkey’s

trade and payments regime.

Following the overall analysis of the 1980 liberalisation reforms in Section 1.

ﬂ

we focus on the structure of Turkey-EU trade in section 2. Chapter 3 starts with a



brief summary of Turkey-EU relations and examines Turkey-EU trade patterns over
the pre- and post liberalisation periods. In this chapter we also examine the

geographical distribution of Turkey’s foreign trade as well as the commodity structure

of Turkey-EU trade over the liberalisation reforms.

In Chapter 4 we investigate the factor intensity of Turkey in order to assess
comparative advantage of Turkey with respect to the EU. This chapter gives a brief
note on theoretical arguments on the measurement of comparative advantage and
studies Turkey’s factor intensity and comparative advantage at the industry level
using Neven and Roller’s approach and the well-known Balassa’s revealed
comparative advantage (RCA) indices. The aim of this chapter 1s to evaluate Turkey's
comparative advantage with respect to the EU and to explore whether Turkey was

better able to exploit comparative advantage after liberalising trade with the EU.

Chapter 5 studies the similarity of exports from Turkey and the EU12 between
1975 and 1990. The aim of is chapter is, first, to assess the overall similarity of
exports from Turkey and the EU12 over the liberalisation period, when important
changes took place in both the magnitude and composition of Turkey’s foreign trade.
Secondly, we study the similarity of exports from Turkey and the three
Mediterranean countries (Spain, Greece and Portugal) to the EU12 and to the

industrialised EUS which can shed some light on the trade diversion effect of

Turkey’s possible membership of the EU.

Following the analysis of the structure of Turkey-EU trade in the previous

section, we examine the determinants of Turkey-EU trade in Section 3. Chapter ©



Investigates the determinants of Turkey-EU trade at an aggregate level by estimating
conventional import and export demand functions for Turkev over the peniod 1973-
1993 studying the impact of price and income variables as well as exchange rates on
trade flows. In examining the determinants of trade, the distinction is made between

price and non-price factors. Chapter 6 also includes an ex post model tor measuring

the eftect of Turkey’s liberalisation program on exports and imports.

Chapter 7 provides a more detailed examination of Turkey-EU trade at a
disaggregate level by using cross section and time series data for 24 industries over
the period 1967-1990. In order to investigate the influence of price or cost
competitiveness on trade we used a variable which compares relative wages in
Turkey and the EU. The impact of non-price competitiveness on trade is captured by
the technology variable which accounts for innovative ability or adaptive capacity.
The gross investment in capital is used as a proxy to measure this potential for

imitation. A home market variable is also added to the analysis to reflect scale factors.

Chapter 8 focuses on intra-industry trade (IIT) between Turkey and the EU. In
this chapter we examine first the pattern of IIT for Turkey’s overall trade and Turkey-
EU trade at both 2 digit level (for 63 industnies) and 3 digit level (for 231 industrnies)
over the pre- and post liberalisation periods and investigate 1f the degree of IIT for
Turkey has changed between the two periods. Secondly, we use a model to evaluate
the role of scale economies, product differentiation and competitiveness on the level
of IIT at both aggregate and disaggregate levels using cross section and time series

data for 24 industries for the period 1975-1990.



AN OVERVIEW ON

TURKISH ECONOMY IN THE 1980°5



CHAPTER 2

THE 1980 LIBERALISATION PROGRAM I\
TURKEY AND ITS EFFECTS ON TURKISH ECONOMY

2.1.- Introduction

“Trade hberalisation is one of the most important areas in which people’s
perceptions of economic policy changed over the recent decades. Whereas in the 1950s
and even well into the 1960s there were wide bodies of opinion advocating high
protection (for the purpose of stimulating import-substituting industrialisation), today

there is hardly any body of professional opinion that seeks to defend such a position."”

Following the economic success stories of Taiwan, South Korea, Hong-Kong,
Singapore and other Far Eastern countries, Turkey forged its way into this “winner’s
circle” of trade liberalisation in the early 1980s. In fact, three distinct liberalisation
attempts: 1950, 1958, 1970 have already been made until the early 1980s in Turkey
However, these first three attempts are seen as “one shot”, while the last one in 1980
as broader and deeper. The 1980 liberalisation, which can be divided into two major
episodes; one beginning in 1980 and the other toward the end of 1983, represents a
more fundamental attempt by the government to commit itself to a liberalised foreign
trade regime. Underlying this attempt were several objectives: stabilisation ot balance

of payments; rationalisation of the foreign exchange system; improved efficiency of



state enterpnises, a boost to the private sector: and encouragement of worker

remittances and foreign direct investment.

Turkey stands out for having achieved significant economic growth in the
decade of the 1980s, while many other countries were mired in stagnation. Although it
1s not clear whether the 1980 liberalisation program actually changed the effective
protection rate of Turkey, without a doubt, successful trade liberalisation was the
principal factor responsible for this achievement. Over the first phase of Turkev’s
liberalisation program (1980-1983) the rate of inflation dropped from 116 percent in
1980 to 36 percent in 1981 and 27 percent in 1982. In response to the changed policy
environment, exports experienced a big spurt. They had doubled between 1980 and
1983, and they doubled again between 1983 and 1988 in dollar value. Exports of

manufactures more than tripled between 1980 and 1983, and nearly tripled again by

1988.

Not only did the reform program lead to an export boom; 1t also produced
positive results in terms of the economy’s overall growth rate. The growth rate n
Turkey reached an average of 5.3 percent over 1981-1990 and sustained its increasing

level during the 1990s with an average of 4.3 percent.

The most vulnerable aspect of Turkey’s reform program concerned economic
stabilisation. While inflation started the decade at over 100 percent, and was brought

down to 27 percent in 1982, the expectation of continued progress on the stabilisation

S — S A

' Harberger C. Ammold (1992), Introduction to Kruger and Aktan (1992), “Turkey .
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front was never fulfilled. Instead, the inflation rate fluctuated between 30 and 30
percent from 1983 through 1987, and then burst out above 65 percent for 1988, 19K9
and 1990. After 1990 the inflation rate continued to rise and was over 100 percent In
1994 again. Therefore, today the biggest challenge facing policv makers is to bring

about price stability without sacrificing the notable achievements of the previous

decade in the areas of liberalisation, economic efficiency, and growth.

Considering the fact that the success of any liberalisation program depends on
certain socio-political and economic conditions. the Turkish governments attempted to
create the necessary socio-political grounding, in addition to securing the much-needed
support of multilateral organisations such as the EU, IMF and OECD. The IMF
supported the programme with a standby agreement and the World Bank provided
structural adjustment loans that helped to reschedule commercial dept. The EU did not
give a direct stimulus to the reform package, but these reforms were necessary to fulfil

the Turkish government’s obligations concerning the customs union with the EU.

Turkey’s economic ties with the EU have developed as a result of Turkey’s
association with the EU since 1963. The Turkish application of Apnil 14, 1987 for full
membership of the EU was an important step in liberalisation period and marked the
beginning of a new era in Turkish-EU relations, one which followed a unique path ot
development. Turkey’s relations with the EU should be evaluated in accordance with

Turkey’s aspirations to become a European nation, that 1s, with Turkey's “European

vocation’.
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Turkey and the European Union moved towards the establishment of a customs
union in 1995. At the Lisbon European Council meeting of 1992 basic guidelines were
adopted for co-operation with Turkey, with a view to establishing the customs union in
1995. Prior to the signing of the Customs Union Agreement, Turkey already had close
economuc ties with the member states of the EU. Recently, more than 50 percent of the
Turkish foreign trade is conducted with the EU and more than 60 percent of foreign

investments in Turkey are made by EU member states.

This chapter first examines the impact of the 1980 liberalisation program on
macroeconomic performance of Turkish economy after the 1980s. The main focus of
the chapter 1s to study changes in protection level of Turkey and the changes in trade

flows over the liberalisation period.

The remainder of the chapter is organised as follows. Section 2 briefly reviews
the Turkish experience of liberalisation in the 1980s. This section also gives an
assessment on inter-industry dispersion of protection for Turkey. Section 3 examines
Turkey’s foreign trade over the pre- and post liberalisation periods. Finally, section 4
analyses the macroeconomic performance of Turkish economy in the 1980s. Section 4
also gives some explanations on sources of the rapid increase in Turkish exports in
post liberalisation period. Following the overall analysis of the 1980 lberalisation

program, in Chapter 3 we focus on the impact the liberalisation on Turkey-EU trade

patterns in the 1980s.
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2.2.- An Overview of Trade Reforms in Turkey

On January 24, 1980, the Turkish government announced a major €conomic
reform program. Many of the policy changes - a change in the exchange rate, major
Increases in prices of goods and services sold by public sector enterprises, inauguration
of a stabilisation program backed by the IMF - had also been components of earlier
reform packages in 1958 and 1970. Indeed, in 1977 and 1978. reform programs had

been announced, although their impact had been minimal. What differed in 1980 was
the government’s statement that, in addition to the usual stabilisation measures. it

intended to liberalise the economy more generally. There were significant alterations in

Turkey’s trade and payments regime.

Betfore 1980, Turkey’s development strategies and economic policies had been
based upon the premise that industrialisation was essential and could be effected only
through policies that protected fledging Turkish industries from foreign competition. In
other regards, Turkish economic policies since the Second World War had varied, but
at no time had the policy of protecting domestic industry been seriously questioned. As
a consequence, by the late 1970s, Turkish exports were only 4-5 percent ot GNP, and
imports were similarly small. This was clearly an uneconomic situation for a country of
Turkey’s size, proximity to Europe, and resource endowment. From the outset,

therefore, the 1980 reform program was qualitatively different from earlier programs.

Although the reform program has not been successful in all dimensions. the
achievements of the Turkish trade liberalisation and the switch to an outward-onented

trade regime were remarkable by any standard. Exports have been a major engine of
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growth. Turkey’s exports, measured in U.S. dollars, grew at an average annual rate of

22.2 percent from 1980 to 1985- a period when world trade was almost stagnant-

Exports continued to grow rapidly in the later half of the 1980's. reaching S11.7

million in 1988. (see Chart 2.1 )

The purpose of this section is to analyse Turkey’s 1980 reform program. Focus
1s upon the trade and payments liberalisation of the 1980s, and its effects on the
Turkish economy. Such an examination cannot be undertaken, however, without some
understanding of the context in which the reforms took place. Such a context includes
both the circumstances of the Turkish economy and Turkish economic policy before
the January 1980 program and the macroeconomic environment within which trade and
exchange rate policy had its effects after the 1980 reforms. Therefore, the analysis
starts with an account of Turkish economic policy and performance before the start of
the reforms in 1980. The next part provides an account of policy reforms undertaken
during the first phase of the reforms, 1980-1983. The part after that traces policy
changes after 1983 and goes into greater depth in analysing nominal and effective
protection rates of different sectors. This first section of the work provides the basis

for the discussion of the developments in Turkish foreign trade after the 1980

liberalisation program.

2.2.1.- Turkey’s trade and payments regime before the 1980 reforms

It can be argued that two driving forces determined Turkey’s trade and
payments regime during the 1950-1980 period. First, the Turkish government was

strongly committed to a policy of industrialisation through import substitution
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throughout the 1960s and 1970s. Second, the government was equally committed to
maintaining a fixed nominal exchange rate despite domestic inflation, with the result
that there was always excess demand for foreign exchange. The foreign exchange

shortage compelled many policy actions and interacted with the policy of encouraging

domestic industry substitution.

Baysan and Blitzer (1988) provide estimates of the effective protection rate
(EPR) equivalents of quotas and tariffs for manufacturing industries in 1973. a year
when foreign exchange was relative easy; protection rates became higher in the late
1970s. According to their estimates, paper and paper products were accorded an EPR
of 154 percent; plastic products 358 percent; iron-and steel-based industries, 203
percent; non-electric machinery, 108 percent; and so on. By contrast, EPRs for

agricultural commodities and many mineral products- all exportables- were negative.

As in most developing countries, import-substitution policies in Turkey became
increasingly costly as time passed. The EPR estimates already cited above one
indication. The nsing cost was also reflected in a rapidly nising incremental capital-
output ratio (ICOR): according to Balassa (1985), the ICOR 1n Turkey rose from 1.6
in the period 1963-1967 to 2.4 in the period 1968-1972 and 4.7 in the period 1973-
1977. In constant 1976 prices, the average investment per job created rose from TL

(Turkish Lira) 267 thousand between 1963 and 1967 to TL 572 thousand a decade

later.

The mechanisms put in place for import licensing under the stabilisation

program of 1958 lasted until 1980. The import programs so established became the
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basis for regulating imports and protecting domestic manufactures until after the 1980
reforms. In reaction to the lengthy delays for imports licences that prevailed before
1958, the practice of establishing import lists began. Three lists were established. An
important feature of the import regime was that any commodity that did not appear on
a list could not legally be imported. Once an item was domestically produced, it was
accorded virtually unlimited protection through the simple device of removing it from
all three import lists. Those commodities that were legally importable were divided
among the three lists. One list indicated items that could be imported only under
bilateral trading arrangements Turkey had with a number of countries, primarily in
Eastern Europe and the Middle Est. This bilateral list was rather marginal, but if the
authorties deemed that a commodity was available from those sources, they attempted
to encourage purchases from bilateral sources by restricting the quantities that could be
imported under the other two lists. These two lists, the liberalised list and quota hist,

were more significant.

It was intended that imports on the liberalised list - primary raw matenals,
intermediate goods, capital goods, and spare parts- be freely importable during the six-
month period of the import program subject only to the individual’s obtaining the

requisite foreign exchange only from the central bank. For the latter hst, complex
procedures were established to allocate available quotas to various producers or

importers who had claims to them.

Although the quota list was intended to be more restrictive than the hiberalised
list, the opposite was true during periods of balance of payments difficulty. In the late

1960°s, and again after the mid-1970s, those with quota rights under the quota list
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generally received their import licences early in the import program period and then
applied immediately to the central bank for foreign exchange Ironically, those who
wished to import items on the liberalised list later in the import program period were
subject to delays of increasing length as balance of payments difficulties mounted. In

that sense, the liberalised list was increasingly illiberal immediately before devaluation

and the stabilisation program.

Thus, by the mid-1970s, the Turkish trade and payments regime was fairly
chaotic and heavily biased toward import substitution and against exports. Tariffs were
established at a variety of rates; import lists were drawn up, and their composition was
altered every six months; delays were encountered in obtaining foreign exchange even
when import licenses had been received; there were export subsidies. Moreover, the
rate of inflation was over 50 percent a year, while devaluations were infrequent and

often less than proportionate to the cumulative inflation since the preceding

devaluation.

2.2.2.- Trade reforms after the 1980s; The first phase, 1980-1983

In many regards, the economic and political situation in January 1930 was not
fundamentally different from what it had been since 1977, except in the sense that
economic and political deterioration had been in progress longer. The major difference
from the years 1977-1979 was that the Demirel government chose to adopt a major
program of economic reform, with the support of the IMF and the donor community
The plan was announced by Prime Minister Demirel on January 24, 1980 and had two

key interrelated objectives: to reverse the downward spiral in economic activity and to
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stem the inflationary spiral. Unlike earlier policy packages, however, it was
immediately stated that there would be a fundamental change 1n the underlying policy
regime. It was intended to strengthen market forces and competition bv opening up the

Turkish economy to the rest of the world: simultaneously, state controls over

economic activity were to be reduced.

The mitial program had three major components: exchange rate policy, internal

price policy, and fiscal and monetary policy which are analysed in detail in the

following part.

2.2.2.1.- Trade and Exchange Rate Policy

The Turkish lira (TL) was immediately devalued, and 1t was announced that,
henceforth, exchange rate policy would be more flexible, with more frequent
devaluations to maintain the attractiveness of exports. Simultaneously, several other

measures were taken to encourage exports and to reduce the restrictiveness of the
import regime. The official exchange rate was changed from TL 45 to TL 70 per U.S.

dollar. Although some items continued to be subject to different exchange rates, the

earlier multiple exchange rate system was unified considerably.

A variety of other liberalisation measures were also taken. Banks authorised to
hold foreign exchange were authorised to retain up to 80 percent of their receipts,
using them to cover acceptance credit obligations and to finance imports of oil.

petroleum products, fertilisers, and pharmaceutical raw materals.
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In addition, incentives for exporters were introduced or enhanced. Exporters
were permitted to retain $10,000 or 5 percent of their receipts. whichever was greater
Also, all duties on imports used in export production relating to exports were
eliminated, and administrative procedures relating to exports were greatly simplified.

Provisions were made for subsidised export credits, and export subsidies were

retained.

Finally, the import regime was liberalised in several ways. The coverage of the
liberalised list was enlarged, and advance deposit requirements on imports were
generally reduced. In addition, the quota list, which had previously been 1ssued once a

year, became semi-annual.

As a result of these liberalisation policies over the first phase of Turkey’s
liberalisation program (1980-1983), the rate of inflation dropped from 116 percent in
1980 to 36 percent in 1981 and 27 percent in 1982 and exports had doubled between
1980 and 1983, and they doubled again between 1983 and 1988 in dollar value.

Exports of manufactures more than tripled between 1980 and 1983, and nearly tripled

again by 1988. ( see Chart 2.4)

2.2.2.2.- Pricing Policies

One important element of the program, which was immediately felt by the
entire people, was the removal of controls over SEE (State Economic Enterprises)

prices. This was important for its prospective impact on the budget deficit. The OECD
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had attributed the government’s overshooting of expenditure targets in earlier
programs largely to rising transfer payments, of which transfers to SEEs were the

largest single component. In turn, ceilings on central bank credits had been broken as

government fiscal requirements driven by SEE deficits dictated central bank financing

The 1980 program contained an announcement that, henceforth, prices of SEE
outputs- except coal, tertilisers, and electricity- would be freely determined and, with a
few exceptions, government subsidies would no longer be given. Measures were also

taken to remove controls over many prices of goods and services provided by the

private sector.

For purposes of analysing the reforms in the trade regime and their effects, 1t 1s
unnecessary to consider the evolution of price controls in the 1980s, except to note
two things. First, the deficits of SEEs were greatly reduced in the first half of the
1980s, largely as a result of the liberalisation”. Second, price controls were largely

phased out and there were far fewer controls over private sector pricing in the 1980s.

2.2.2.3.- Fiscal and Monetary Policy

In addition to reducing the deficits of the SEEs through price increases,
measures were taken to make monetary and fiscal policy less expansive, including the

raising of interest rates and the imposition of controls over public sector expenditures.



In June 1980, the government and IMF finally entered into an agreement to place

ceilings on net domestic assets and net borrowing by the public sector and to further

both financial liberalisation and liberalisation of the Import regime.

These steps, in turn, permitted a rescheduling of outstanding debt and the
commitment of new money by the IMF and the World Bank. On June 18, 1980, after
several months of discussion, the government of Turkey and the IMF signed a three-

year standby agreement for SDR 1.25 billion- six times Turkey’s quota and the largest
credit extended by the IMF to that date. The terms of the letter of intent associated
with the standby agreement have not been made public, but are known to have
included the usual ceilings on net domestic assets of the central bank and on net
borrowing by the public sector, along with provisions to liberalise the import regime as
circumstances permitted, to refrain from adopting multiple exchange rate practices, and

to prevent the accumulation of any new payments arrears.

2.2.3.- The second Phase of Policy Reform, 1983 to the 1990s

By late 1983, a new and democratically elected government was in power
under a prime minister committed to economic liberalisation and having a mandate to
carry out further reforms. One of the first policy pronouncements of the new Ozal
government after the November elections was an affirmation of its determination to

continue integrating Turkey into the world economy. The second stage of the retorm

S e

* The reductions in the deficits of the SEEs was sizeable. amounting to almost 5 percent of GNP.
Fiscal deficits did not diminish as much as SEE deficits were reduced. because government
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program began with an announcement in December 1983 that, henceforth. the
authorities intended to provide incentives more through the exchange rate. and less

through special export incentives. than had been the case. They further indicated that

they intended to move toward a unified exchange rate for all transactions.

Several steps were immediately taken to move in this direction. The import lists
were changed from prescriptive lists (under which any items not listed could be
imported) to proscriptive lists (under which any not listed could be imported). About
200 1tems were 1neligible for importation under the initial 1984 program but later
programs progressively reduced this number by making further commodities eligible
for importation. Simultaneously, tariff reclassifications were announced, and the
average tarff rate was reduced by about twenty percentage points. Import procedures

were also greatly simplified.

Nevertheless, there were some conflicting currents. As import duties were
reduced and items removed from the negative lists, several special “funds” were
created. These funds, which were off-budget items, were for particular purposes, such
as a “housing fund” and “support and price stabilisation fund” (SPSF), and so on
While the rates of levy for these funds were far below earlier levels (reaching a
maximum of 10 percent for the SPSF in 1989) and applied uniformly to a large number

of imported commodities, they were increased times, and their scope was generally

extended.
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2.2.4.- The Overall Magnitude of Changes in Incentives

2.2.4.1.- Devaluation of Turkish Lira

The real exchange rate - whether measured against U.S. dollar or against a
seven-currency basket- appreciated considerably in the late 1970s. In real terms, the
devaluation of 1980 was substantial, amounting to more than 30 percent on either
basis. During the first half of the 1980s, real depreciation continued, so that by 1985
the real cost of foreign exchange in terms of domestic purchasing power was about

twice what 1t had been in 1979. This in itself constituted a major change in the

incentive for exporting”.

2.2.4.2- Removal of Quantitative Trade Restrictions; Inter-industry Distribution

of Protection

For the purpose of liberalising foreign trade, quantitative restrictions on
imports were removed, while simultaneously tariffs were reduced. This offset a
considerable portion of the increased real price of foreign exchange that importers had
to pay. Estimates of the combined impact of the removal of quantitative restrictions
and tariff reductions suggest that imports, on average, cost 129 percent of the c.i.t
price (at the nominal exchange rate) in 1980, fell gradually to 99 percent in 1984, and
then to 68 percent in 1985 and 55 percent by 1987, Thus, the protection accorded to

import-competing industries was greatly reduced.

3 To stimulate exports, export tax rebates and discriminatory allocation of foreign exchange werc
introduced. Baysan and Blitzer (1991) argue that the export subsidy equivalent of these measures was

about 20 %.
* Kruger and Aktan (1992).
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Baysan and Blitzer ( 1991) estimate that, for a sample of 23 consumer
intermediate and capital goods industries, the average nominal tariff fell from 38.8%% to
2.3.% between December 1983 and January 1984. A fall in average tanff of 36
percentage points would appear to be dramatic. There are, however, several problems
In interpreting this. First, the data only applies to a (non random) subset of industries:
second, the reductions in nominal tariffs are offset by increases in other restraints.

third, the data reported apply to nominal not effective tariffs.

Olgun and Togan (1991) address the deficiencies above by calculating nominal
and effective protection, rather than just nominal tariffs. They show that although there
was some quota liberalisation over the period 1980-1983, and although customs duty
was reduced for a number of commodities, average nominal protection actually
increased between 1983 and 1984, from 65% to 70%. It then subsequently declined to
55% 1n 1988 and 41% in 1989. This implies that some policy substitution did actually
occur early on in the liberalisation. To some extent changes in effective protection
mirror these changes in nominal protection. The average effective rate increased from

59% 1n 1983 1t then showed a sharp drop to 54%. (see Table 2.2 for sectoral

distribution of protection rates)

lable 2.1: Frequency Distribution of Protection Rates ( Number of sectors )

Nominal Protection Rate (NPR) Effective Protection Rate (EPR)

Percent 1984 1988 1989

100 to oo
50.01 to 100.0
20.01 to 50.0

0 to 20.0

-0.01 to - 100.0
-100.01 to -c0

49 49 49 49

Source: Olgun and Togan (1991) pp.163.
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Table 2.1 presents the frequency distribution of the NPRs and EPRs for the
years 1983,1984,1988 and 1989. The most striking conclusion to be derived from this
table relates to the height of protection in Turkey. From Table 2.1 indicates that among
the 49 tradable goods industries considered, there were 30 industries in 1983, 32 in

1984, 24 1n 1988 and 21 in 1989 which had a NPR higher than 50 percent. On the
other hand, there were only 5 industries in 1983, 3 in 1984, 7 in 1988 and 4 in 1989

which had a NPR less than 20 percent.

After having shown the height of protection, we now turn to a more detailed

examination of the characteristics of the tariff revisions. Table 2.2 respectively presents

the NPR and EPR for the 49 tradable goods sectors in 1983, 1984, 1988 and 1989
First, Table 2.2 reveals that both the 1988 and 1989 revisions have affected all of the
tradable goods considered. However, neither the direction nor the extent of the eftects
of the revisions were uniform across the industries. Comparing the 1989 values with
those of 1984, we note that the NPR of 36 industries was lowered and that of the

remaining 13 industries was raised. Similarly, the EPR of 24 industnies was lowered

and that of the other 25 industnies was raised.

The data in Table 2.2 also indicate that changes in the NPR and EPR have been
substantial for a number of industries. While the NPR of the sectors producing
tobacco, plastics, leather, footwear, fruit and vegetables were reduced substantially,
the NPR of the alcoholic beverages, fishery products, vegetable and animal oil, grain

mill products, and non-alcoholic beverages increased.
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T able 2.2: Sectoral Protection Rate.s in T urke (percent)

1 Agriculture 25.05 36.12 53.00 28.93 23.90 3588 60.01 31.08
2 Animal husbandry 21.66 25.90 32.65 20.93 16.65 18.41 6.96 14 37
3 Forestry 36.37 41.11 17.61 59.28 45.67 S0.44 19.11 62 27
4 Fishery 40.67 45.03 82.82 126.20 39.18 43.53 88.11 14322
S Coal mining 81.02 85.38 29.21 23.71 88.45 93.06 35.66 2794
6 Crude petroleum 24.36 29.49 24 .34 24.15 39.96 15.17 44 .07 1511
7 Iron and mining 15.91 20.27 12.43 36.91 8.12 12.62 9.74 140 63
8 Other metall. ore mining 15.74 20.10 36.82 41.79 11.71 16.29 14 89 5213
9 Non-metall. mining 102.06 107.07 70.91 57.34 115.44 120.95 82.57 66.51
10  Stone quarrying 25.80 27.59 17.55 14.59 20.64 22.36 18.24 TORR
11  Slaughtering&meat pre. 78.28 78.68 40.00 43.63 -1.755.98 48,767 79.72 96.37
12 Fruit&veg, canning 140.71 145.54 94.85 42.39 -13,862.05 2.325 225.23 72 5.4
13 Veg.&ani.oils&fats 56.71 61.29 16.23 140.06 110.10 10517 1005  506.89
14 Grain mill products 46.80 51.16 104.75 97.08 264.43 142.16  -752.26  -3231 86
15  Sugar refining 139.66 144.43 103.17 73.76 -468.48 -611.72  289.71 21812
16 Other food proces. 108.36 131.73 104.24 80.62 793.34 1,804 288.97 194,74
17  Alcoholic beverages 90.42 95.02 224.82 188.78 -966.96 -1,890 388.63 36391
18 Non-alc. beverages 63.99 68.35 172.62 93.46 56.49 60.97 493 91 189.47
19 Processed tobacco&pro. 372.79 378.68 78.16 71.81 -122.20 -124.65 97.68 101.24
20 Ginning 7.42 0.67 22.52 10.43 -22.64 -28.21 -0.58 -3.82
21 Textiles 109.07 104 .44 64.20 37.48 232.72 212.85 117.97 67.50
22  Clothing 154.89 160.46 169.45 68.18 177.97 188.83  -16.584 158
23 Leather&fur pro. 152.48 157.05 40.77 38.11 321.65 345.56 55.84 50.97
24 Footwear 157.00 161.75 57.56 54.99 188.14 195.56 75.36 73.97
25 Wood&cork&pro_ 83.25 88.67 24.64 54.65 128.10 136.85 37.23 $65.09
26 Wood furniture&fix. 129.49 133.85 163.32 74.65 190.17 197.61 678.46 113.72
27 Paper&paper pro. 63.23 63.97 19.77 45.56 92.40 92.31 43.29 93.07
28 Printing and pub]]sh 26.07 26.83 21.70 24.84 5.48 6.25 27.32 24.70
29 Fertilisers 31.12 35.48 20.69 23.54 12.35 18.43 1422 21.70
30 Pharmaceutical pro. 26.89 30.47 27.48 42.61 13.59 18.12 29.23 49.64
31 Other chemical pro. 51.46 45.17 47.48% 37.63 56.47 46.49 68.14 48.08
32 Petroleum refinery 57.60 62.88 41.27 30.52 96.24 101.76 82.33 50.01
33 Petroleum&coal pro. 65.26 69.85 11.56 24.66 76.24 81.39 0.06 30.81
34 Rubber products 53.78 61.70 52.78 32.94 4421 59.94 68.84 36.90
35 Plastic products 250.98 256.34 105.04 69.53 -4.412 -2.170 325.59 159.30
36 G]ass&g]ass pro. 67.13 74.29 146.51 73.30 92.70 105.36 242.28 99.96
37 Cement 48.16 5.87 8.41 27.55 73.18 0.92 11.47 54.00
38 Other non-met. min.pro. 54.05 58.75 4231 49.75 65.96 78.83 66.11 83.82
39 Iron& steel 39.53 42.48 31.56 17.26 43.04 46.14 61.16 31.93
40 Non-ferrous metals 61.93 53.43 35.20 33.72 86.87 71.99 64.62 62.17
41 Fabricated metal pro. 82.17 86.87 9591 64.80 114.22 125.96 398.88 202.34
42 Non-electrical mach. 53.58 57.06 73.43 53.15 50.48 54.42 108.88 80.36
43 Agricultural mach. 47.37 60.43 84.16 59.04 46.78 67.04 169.05 129.36
44 FElectrical mac. 49.45 58.96 76.43 4751 46.13 62.59 110.63 62.00
45  Ship building&repair 63.27 66.79 90.35 90.45 64.69 68.56 121.58 125.67
46 Railroad equip. 19.28 23.64 43.71 42.71 11.24 15.63 48.39 55.14
47  Motor vehicles 65.00 70.70 106.62 60.17 86.32 94 .89 187.23 99 .79
48 Other transport equ. 14.62 19.01 34.08 8.32 6.63 11.55 4278 15.64
49 Other manuf. indust. 70.09 125.71 69.12 47.50 74.75 193.15 93.55 58.63

Weighted average

Standard deviation

% Sector code.
® In calculation of the weighted average EPR, the sectors with an absolute value EPR above 4.000 have been

eliminated. These are the sectors 11.12.22 and 35.
Source: Olgun and Togan (1991), pp.165-166.
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lable 2.2 also shows that the EPR of the sectors producing meat. fruit and
vegetables, other food products, grain mill products, leather, textiles, products of other
manufacturing industries, and footwear have been reduced substantially. The EPR of
plastics, alcoholic beverages, sugar, vegetable and animal oil, tobacco. and non-

alcoholic beverages increased enormously during the period 1984-89.

So far, the structure of protection at the industry level have been examined
Now we examine 1t at a more aggregate level, using Table 2.3 which presents the NPR
and EPR for broad industry groups. In the upper part of this table, industries have been
classified into ten industry groups and in the lower part into four trade categories:

export, export-and import-competing, import competing, and non-import-competing

Table 2.3: Nominal and Effective Protection Rates by major Commodity Groups and
Irade Categories (percent)

_ EPR EPR EPR
-

Conmmodity Groups

[. Primary activities 24.57 23.13 33.14 31.97 42.15 44.61 28.73 29.66
II. Mining&energy " 56.05 64.17 60.10 68.37 28.92 36.90 25.56 32.63
[II. Manufacturing 81.83 03.92 85.40 126.67 61.83 118.37 46.78 80.17
1. Consumer Goods 129.09 165.81 133.98 285.83 88.07 222.14 65.30 147 44
Processed food * 92.92 498.72 102.99 1,323.6 77.13 491.66 75.22 390.32
Be\m‘age.S&T(:sbas':,cc:)cl 316.22 -210.38 321.84 -314.59 103.86 141.68 89.30 132.94
Non-durable&durable 123.98 185.93 122.90 173.67 96.46 139.20 48.37 60.03
consumer goods
2. Intermediate goods’ 57.97 71.83 59.21 72.46 38.04 60.85 32.39 17.32
3.Investment Goods 61.53 66.55 68.00 77.50 87.87 176.39 56.71 101.31
Machinery ® 61.69 63.07 68.51 75.23 83.31 180.40 55.82 103.81
Transport Equipment” 61.06 75.67 66.57 83.44 100.60  165.88 59.19 94.77
4.0Other Manufactur. 70.09 42 .40 125.76 109.57 69.12 53.07 47.50 33.26
Industries '

- Trade Categories
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