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Agenda

m The on-going structural changes in the Turkish economy

m Emerging risks and sustainability of the growth process
=> current account deficit
= unemployment
= creative destruction

m Towards a brand new agenda and the role of the EU
process
= adjustment management
=> risk management
=> raising competitiveness
m Building capacity
- TOBB-ETU — Economics and Technology University
=> TEPAV — Economic Policy Research Institute
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m New climate & contrasts
> What's new? What has changed?
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Where do we come from?
The Turkish economy in the 1990s

m Despite huge potential, Turkish economy significantly
underperformed in the 1990s:
= boom and bust cycles in growth
=> high and chronic inflation
=> high public sector deficit
=> fiscal indiscipline
=> high levels of uncertainty (political and macroeconomic)
=> very high interest rates

.

three economic crises, internal conflict, 1999 earthquake...
the 2001 economic crisis = GDP shrank by 10%

v v
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Striking growth performance after 2001

m The sluggish growth performance in the 1990s ended with
the 2001 crisis (10% contraction)

m GDP more than doubled in the last 4 years, from USD 180
billion in 2002, to USD 360 billion in 2005

m Second longest growth period in Turkey’s history

1977-2005 Gross Domestic Product (billion USD) and GDP growth rate

40().| === GDP == growth rate 769% 150 ¢

GDP (billion 2000 USD)
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“Every crisis brings both opportunities and risks”
A new process after 20017?

m Growth without inflation Non-inflationary growth (1999-2006)

m Interests rates are falling M
= Productivity is rising g\g‘sﬁ
® No net job creation . k
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1996-2004 Production, Productivity and Employment Trends
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Source: State Statistics Institutee
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Reforms lead to a new incentive structure

m Features of the economic program after the 2001 crisis

=> Monetary Discipline (coupled with Central Bank independence and
floating exchange rate regime)

=> Fiscal Discipline
=> Public Administration Reform
= Banking Sector Reform-Corporate Restructuring

m Results and Outcomes:
= Impressive growth without inflation
=> Rising Productivity as the driver of growth
= Unemployment does not decrease
= Move from implicit to formal inflation targeting
= Currency appreciates
=> Current account continues to deteriorate

m Of course, presence of some external factors help speed up the
process (growing competition from East Asia, global liquidity etc.)
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And the new incentive structure changes the
rules of the game at the corporate sector

Old environment EEEE)> Changing New environment

m Competitiveness m Competitiveness:
2 need for cheap labor = need for qualified labor-force
=> cost and price based > quality-based
=> very limited research and
development => focus on research and
. . development
=> limited marketing . :
= marketing innovations
m Investment Climate: m Investment Climate:
= High Inflation > LQV\{ inflgtion |
> Generous incentives, > Limited incentives
subsidies => Prudent banking sector

> Pegged Currency (95-01) = Floating Currency (post 2001)
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m Reflections on the economy

=> The story on competitiveness
=> Integration into the EU economy
= New trends, new risks



tepaV |‘epr( Turkish Economy | Slide 10

The new game: Integration into the
global economy

® Growth rate of trade volume = Turkey in global economy
= 1989-2001: %38.5 => increasing trade of goods and
=> 2002-2005: %29 services
m Increase in import of => increasing foreign direct
intermediate inputs investment
= 1989-2001: %8 = change in the sectoral
=> 2002-2005: %33 composition in exports and in

manufacturing value added
Import and Export of Intermediate Inputs, 1989-2005, billion $

100.000 A
80.000 - = Export Import
g 60.000 1 Customs union 2001 crisis
E 40.000 A
20.000 - _/

0
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Source: Central Bank of Turkey 2005
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Competitiveness of Turkish Industries:
Promising but also challenging...

Size of the bubbles indicate export volume in 2004
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... challenging because China does not
only mean cheap labor

Size of the bubbles indicate export volume in 2004
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m Emerging Risks & Sustainability of the Growth Process
- Current account deficit and its structural components

> Employment Trends
o Demographic window of opportunity (or threat?)
o Structural transformation across sectors: Decline in agriculture

- Rising creative destruction
e Structural transformation within sectors: Move from traditional toward modern
in retail industry
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Current Account: at scary levels?
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Fast growing sectors import more:
Coincidence or curse? It's a fact and a serious
risk generating factor

m The current account deficit seems to have a structural component and
an external trigger (i.e. China), which are closely linked

m More "modern” sectors tend to be more dependent on intermediate
good imports. They are also the engine of export growth.
= Currency appreciation plays a role
= Cheap alternatives from East Asia
=> Lack of strong local clusters in modern sectors (role of industrial policy)

m Bottom-line: Production process are getting more global, but accounts
remain national; and hence vulnerabilities. average

Growth

(2002- Import

2005) Dependency
office, accounting and computing machinery 37% 0.268
radio, television and communication equipment 27 % 0.234
chemicals and chemicals products 11% 0.228
medical, precision and optical instruments 15% 0.226
Leather 1% 0.151
apparels -1% 0.132
Textiles 0% 0.13

Ttobacco products 0% 0.093
Source: State Statistics Institutee
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Recent employment trends: sometimes good
iS hot enough

m Growth in recent years does generate jobs. But it's not enough,
unemployment persists.
=> Declining share of agriculture } Both trends will continue =

=> Rising working age population risk generating factors
=> Plus: strong competitive pressures, high tax wedges, high productivity growth

Sectoral Employment and Demographic Trends, 1999-2005, 1999 indexed to 100
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Modernization inevitably leads to decline in agriculture

m EU accession process will surely
accelerate transformation (plus
Plobaﬁzation and trade Sectoral Distribution of Employment in Turkey, 2004
i

beralization)
43% 33%

m Turkey’s total population = 70
million
Economic Structure before and after EU accession in Greece, Portugal and Spain

=> Agriculture (33 %) = 23 million
= Services (43 %) = 30 million
=> Industry (24 %) = 17 million

Before Accession After Accession
1981 1986 2001 2001
Greece Portugal Greece Portugal
Agriculture 31 22 16 12
Industry 29 34 23 35
Services 40 44 63 53

Source: World Development Indicators
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Demographic trends create opportunities
as well as risks

The share of working ac};\e population in the overall population in Turkey has started to
increase significantly. This stands out as a very critical advantage when compared to the
demographic trends of Europe.

m This ratio is at a decreasing trend for the EU countries, while it’s rising in Turkey. Ratios
of both EU and Turkey will be equal in 2010, and then’ Turkey will overtake Europe.

m Key challenges:
= Achieving above-normal growth rates for job creation
= Raising labor participation rates for seizing the opportunities
= Increasing productivity levels

hare of Working Age Population in Total Population, World Bank Estimates 2005-2050

75

70 o

65 - \/\ key

60 o

(9

Western Europe

55 4

50 o

45

0 <o 0 0 O N o N S O o
050 050 050 df" /\ '\ 0?’ 0?’ 09 09 (9 @ (2/0" Q/& Q/& Q/& Q/& SS}:.‘Jch.QD\?Voﬁé)Development Indicators



tepaV |‘epr( Turkish Economy | Slide 19

Is Creative Destruction in place?

Closer look at the companies closing down

m Floating exchange rate as a sweeping mechanism?
=> As a mechanism to break the inertia
=> As an igniting mechanism for creative destruction?

1995-2005 Number of Companies Closed Down
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Is Creative Destruction in place (2) ?

1995-2005 Number of Companies Started and Closed Down
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Structural Transformation of the Services Sector:
An example from retailing
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A projection for the future: Comparison
of Spain and Turkey

Spain - retail market structure (1388-15%93) Turkey — retail market structure (2000-2004)
- Turks
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m If Turkish retail market structure is the same as in Spain
by 2010, 86,000 traditional retailers would go out of
business.
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Winners and losers Iin retailing

Winners Losers

End-points Organized chains | Groceries,
traditional shops

Distribution Suppliers Wholesalers

Transportation Logistic firms Individual truck-
owners

Production Brand-names Informal producers
(quality??)

m Consumers are also winners because competition among
organized chains drives prices down
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m Towards a brand new agenda

=> Setting the priorities, implementing strategies
= Managing the EU process
= Building capacity
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Towards a new agenda

Picture is not bad at all However, risks are serious
and require competent

=> recent growth performance
= macroeconomic stability management

> a new and healthy incentive = Current account deficit

structure = Stagnant and high
< global integration with also unemployment
grOW|ng reg|0na| |ntegrat|0n > Creative destruction

=> .. + external factors: (i.e.
foreign affairs)

=> Setting the priorities, strategic action plans, effective delivery
=> Managing the EU process as a mechanism to mitigate risks
= Building the required capacity for the new environment
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Risk management and the role of the EU

m Current account deficit

= As the EU becomes a stronger policy anchor, FDI flows will
increase (as was the case in all new EU member states)

m Unemployment and skills training (+skills conversion)
= EU funds and framework programs can help
=> Inspiration from Korea (IT training for unemployed after the 1997
crisis) (millions of people)
m Creative destruction

= EU will set the framework for the public sector reform as well as
the restructuring of the services sector

= A more efficient services sector will ease the pain resulting from
creative destruction (of course, if coupled with skills training)

m Regional disparities
= EU support programs for the Regional Development Agencies
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Building capacity for the new agenda

m Can the government undertake all of this all
alone?

-> Capacity problems both at the decision making and
service delivery levels

= The need for public-private dialogue mechanisms
= Continuous feeding of the contents of the agendas
® Removing the binding constraints to effective
decision making and service delivery
= TEPAV — Economic Policy Research Institute
= TOBB — University of Economics and Technology
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TEPAV — Economic Policy Research Institute

m Developing policy tools for dialogues with the government
=> Industrial Policy Document (with State Planning Organization)
= Investment Climate Assessment (with the World Bank and Treasury)

= Competition Environment Assessment (with the World Bank, FIAS and
Competition Authority)

=> Higher Education Sector Project (with the World Bank)
=> Corporate Sector Transformation Project

m Governance of economic development

=> Decentralization studies, regional development framework (with
The Ministry of Internal Affairs and local authorities)

=> Fiscal monitoring and transparency
m Regional Integration
= Industry for Peace Initiative (with TOBB)
=> Black Sea and Central Asia Project (with TOBB)
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TOBB — Economics and Technology University

m Demographic transition started long time ago
=> Skills conversion requirement as severe as skills training

m Training for the much needed skills

=> All students working closely with the industry

= Businessmen who can do business globally
e Multiple languages, interdisciplinary education

= Engineers who can innovate
¢ intense university-industry collaboration

=> Civil servants who can analyze & design policy
e Master in public policy program (Harvard and SAIS)
e Case study based education for the region
e Extensive focus on networking

m Sectoral Research Institutes
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thank you



