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ABSTRACT


Most of the past empirical work has failed to detect any kind of strong positive relationship between capital account liberalization and economic growth, in contrast to what standard theory had predicted. Some researchers have argued that the increased frequency of financial crisis and the resulting macroeconomic instability is the main cost of capital account liberalization which may partly (or more than partly) offset its beneficial growth enhancing effects. In this paper, based on Turkish experience, we offer two additional mechanisms through which increased net capital inflows might exert negative impact on economic growth even when the years of deep financial crisis caused by capital reversals are not taken into account: The changing sectoral composition of output and employment against traded goods, and higher inflation. The “Dependent Economy Model” predicts that the accumulation of stock of external debt will change the sectoral composition of output and sectoral allocation of productive resources in favor of non-traded goods. Examination of Turkish data reveals that the relatively faster accumulation of stock of external debt in post-liberalization era has been accompanied by a gradual decline in the relative output and employment share of traded goods’ sectors. Based on previous theoretical and empirical work about the relationship between economic growth and “degree of international openness” of an economy we argue that this change is likely to affect economic growth negatively. The regression results suggest that this possibility can not be ruled out for Turkish economy. Furthermore, we argue that higher rate of monetary expansion and resulting higher inflation (on average) could be (at least partly) due to the absence of any kind of significant sterilization of monetary effects of increased net capital inflows. The regression analysis that we carried out using Turkish data support the findings of the previous empirical work that higher inflation is likely to lower economic growth in the long-run. Based on this we argue that the significant jump in inflation rate in post-liberalization era is likely to be another factor responsible for the decline in the average annual growth rate despite the increase in both average domestic investment and savings rates relative to their levels in pre-capital account liberalization era.
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NEW INSIGHTS ABOUT THE POSSIBLE GROWTH-RETARDING EFFECTS OF CAPITAL ACCOUNT LIBERALIZATION: CASE OF TURKEY


The potential macroeconomic benefits and costs of capital account liberalization have been continuing to be a source of controversy in macroeconomic research. The former Deputy Managing Director of the IMF, Stanley Fischer (1997) has argued that the benefits of liberalizing the capital account outweigh the potential costs. At theoretical level, Fischer’s argument was based on the idea that capital account liberalization would lead to global economic efficiency, allocation of world savings to those who are able to use them most productively and would thereby increase social welfare. Citizens of countries with free capital movements would be able to diversify their portfolios and thereby increase their risk-adjusted rate of return. It would also allow corporations in these countries to raise capital in international markets at a lower cost. In addition to these, Fischer suggests that liberalization is expected to lead to further development of a country’s financial system which could enhance productivity in the real economy by facilitating transactions and by better allocation of resources. Naturally, the argument that the potential benefits of capital account liberalization outweigh its costs indirectly imply that long-run economic growth is positively affected by capital account liberalization. Recently, Fischer (2003) has stated that there exists a positive relationship between growth and capital account liberalization, but the relationship is a weak one. It has been argued that one of the main factors responsible for the lack of a stronger evidence of a significant positive relationship between capital account liberalization and growth, is the increased frequency of financial crisis in developing countries that liberalized their capital accounts (Singh, 2003). In relation to this, Wang(2002) observes that even though capital inflows provide important resources for economic development, surges and drastic reversals in capital flows may create new systemic risks and worsen the macroeconomic stability. This, in turn, has led some economists to argue that only in an environment of higher level of legal and institutional development will the link between financial openness and financial development be readily detectable (Chinn and Ito, 2002). Even when a country is developed from legal and institutional point of view there may be a number of constellations of distortions which may render removal of capital controls (which are distortion) not welfare enhancing. For example, if the capital account is liberalized while import-competing industries are still protected, capital may flow to sectors in which the country has a comparative disadvantage with immiserazing effects (Eichengreen, 2001). And as Stiglitz (2000) argues, if information asymmetries are endemic to financial markets and transactions, then there is no reason to assume that financial liberalization, domestic or international will be welfare improving. It may be partly due to these factors that the empirical work regarding the relationship between capital account liberalization and fundamental macroeconomic variables such as growth, investment and inflation rate, have reported conflicting results. For example, Rodrik(1998) have found no evidence that countries without capital controls have grown faster, invested more or experienced lower inflation. In other words, capital controls have been found to be uncorrelated with long-term economic performance. One study which reported that inflation is lower in more financially open economies is that of Grilli and Milesi-Ferretti (1995). They argued that this is a result of “policy discipline” that capital account liberalization imposes on domestic policy makers, who are likely to adopt more expansionary monetary policy in the presence of capital controls which, by limiting domestic residents’ ability to hold foreign currencies they also limit their ability to avoid inflation taxes. On the other hand, Kraay (1998) using a sample of 117 countries over the period 1985-1997 found little evidence, either within or across countries, that the absence of capital controls is significantly associated with higher growth or investment, or lower inflation, consistent with the findings of Rodrik. Furthermore, he found out that the apparent absence of a strong positive relationship between capital account liberalization and growth or investment can not be attributed to the offsetting negative effects of the greater uncertainties that capital account liberalization brings because he was unable to detect any kind of significant increase in the overall volatility of net capital flows in financially open economies. Kraay also found little evidence for the hypothesis that the benefits of liberalization (in terms of growth, inflation and investment) can only be realized in a supportive policy and institutional environment.


However, some of the more recent empirical work has been able to detect more robust positive relationship between capital account liberalization and investment. For example; Mody and Murshid (2002)  found that capital inflows boost domestic investment almost one-to-one, but the strength of this relationship appears to be weakening over time. Bekaert et al. (2001) showed that the Investment/GDP ratio increases post liberalization, with the investment partially financed by foreign capital inducing worsened trade balances. Chari and Henry (2003) has reported that in the three-year following liberalizations, the growth rate of the typical firm’s capital stock exceed its preliberalization mean by an average of 4.1 to 5.1 percentage points per year. On the other hand, Eichengreen and Leblang (2003) argue that even if domestic investment increases following liberalization, this may not lead to higher growth particularly in periods during which international financial system is prone to costly and disruptive crisis. They show that capital controls are useful for insulating countries from the negative impact of crisis on growth, but when financial instability is absent, controls could have adverse effects on resource allocation and growth. This, in turn, implies that capital account liberalization can not be taken as a sure path for development of less developed economies. And in this respect it is worth to note the insights of Gourinchos and Jeanne (2002) who argued that capital account liberalization will not induce a significant catch-up in the development of less developed economies if its only effect is to reallocate capital internationally, since the international allocation of capital is not the main factor behind the inequality across nations. And they suggest that any conclusion on the benefits of capital account liberalization must be dependent on the country and its circumstances. In light of the fact that many of the fast growing East Asian economies grew a lot with relatively closed capital accounts suggests that capital account liberalization can not be a universal pre-requisite for growth and the macroeconomic performance of countries which liberalized their capital accounts should be evaluated on an individual basis.


One of the developing economies that completely opened its capital account a decade ago (in 1989) was Turkey which had already started internal and external liberalization in 1980 as part of IMF conditionality program. In 2001, exchange rate based stabilization program that was developed in collaboration with IMF has collapsed; following the rapid depletion of central bank’s reserves and the massive outflow of capital in a period of a week or two, domestic currency (Turkish Lira) was let to float resulting in a dramatic depreciation against major currencies. The currency crisis together with the credit crunch caused by the outflow of capital and central banks’ policy of “no lending to commercial banks” aggravated the problems of banking sector which were heavily exposed to foreign exchange risk due to mismatch of its foreign currency denominated assets and liabilities. The real cost of “twin crisis” was very high in terms of contraction in output and employment in year 2001. With the financial and technical assistance of IMF, a new stabilization program which basically aims at bringing down the inflation rate, restructuring of the banking system and reduction in the ratio of stock of government debt to national income through contractionary fiscal policy has been in effect since 2001 with some success particularly in terms of reduction in inflation.


The focus of this paper is neither on the roots nor on the dynamics of Turkish crisis which are still source of controversy among economists (Ekinci and Erturk (2004)). Instead, we focus on the comparison of the macroeconomic performance of Turkish economy before and after capital account liberalization and possible factors (directly or indirectly related to liberalization) that might have contributed to any differences particularly in relation to economic growth.


The novel aspect of our analysis is the use of a version of “Dependent Economy Model” to raise the possibility that capital account liberalization, if it leads to rapid accumulation of stock of external debt, may exert negative impact on economic growth by causing changes in sectoral composition of output and sectoral allocation of resources in favor of non-traded goods. Historically, productivity growth has been higher in sectors producing traded goods which, by definition are open to global competition and therefore their relative share in output can be taken as a measure of “degree of international openness” of an economy (Gehrels, 1991). Furthermore, we argue that the same rapid increase in net capital inflows, if used by the central bank to accumulate additional international reserves without any significant sterilization of its monetary effects, could increase the rate of monetary expansion and therefore lead to higher inflation. And higher inflation can have further negative effects on long-run growth performance of the economy.


The next section provides a comparison of the macroeconomic performance of Turkish economy before and after capital account liberalization. We took 1980-1988 as the period representing pre-capital account liberalization era because, 1980 is the year during which the first phase of internal financial and trade liberalization had been implemented. For the post-liberalization era we took period starting in 1989 and ending in 2000, which is the year before the economy plunged into a deep economic crisis which was partly caused and magnified by sudden outflow of foreign capital in unprecedented magnitudes. In excluding the years of instability caused by capital flow reversals we aim at identifying other possible real costs of capital account liberalization (in terms of output growth), which have not been emphasized by the previous literature. In section three, we present a summary of the basic predictions and insights of the model of Sachs and Larraine (1993) which is a version of “Dependent Economy Model” whose distinguishing characteristic is the classification of goods produced by an economy into two categories as traded and non-traded goods. In Appendix to the paper, we reproduce the basic mathematical and graphical structure of the model in the framework of a production possibilities frontier. The model’s basic prediction is that, under certain conditions an increase in the stock of external debt is expected to have real effects on the sectoral composition of output; the relative share of sectors producing traded goods falls and that of sectors producing non-traded goods increases. In section four, we present evidence that this prediction of the model is borne out with Turkish data. The section five is devoted to the presentation and interpretation of regression results relating growth to the relative output share of traded goods and inflation rate separately. The last section concludes with a summary of the basic findings of the paper and provides insights about the direction of future research.

2.Macroeconomic Performance Before and After Capital Account Liberalization


In this section we first provide comparative data regarding pre and post-liberalization eras, about selective macroeconomic indicators. These include the averages of respective annual rates of economic growth, inflation, monetary growth, domestic savings, domestic fixed capital investment and respective ratios of exports to imports and exports to GNP. And then, we attempt to relate the relatively higher inflation rate of post-liberalization era to corresponding data about the rate of monetary expansion, stock of external debt, net international reserves and the real effective exchange rate of Turkish Lira.

TABLE 1

Macroeconomic Indicators

	
	Pre-Liberalization

 1980-88
	Post-Liberalization

1989-2000

	Growth Rate*
	%4.3
	%3.9

	Inflation Rate*
	%48.4
	%73.4

	Monetary Growth*
	%49.4
	%71.3

	Savings Rate**
	%19.6
	%22.8

	Investment Rate**
	%21.5
	%24

	Export/Imports
	%63.7
	%61

	Exports/GNP
	%10
	%13.5


*Respective averages of the annual percentage change in real gross national product (GNP), consumer price index (CPI) and M1.

**Respective averages of the annual share of domestic savings and domestic gross fixed capital investment in gross domestic product (GDP).

Source: SIS (2001) and SIS (2002)


A close look at Table 1 reveals an important paradox: Despite the fact that in the post-liberalization era, the parameters that are expected to affect growth positively such as investment and savings rates, and ratio of exports to GNP have all increased (relative to their pre-liberalization levels), the average growth rate is lower than its pre-liberalization level. In other words, consistent with some of the empirical findings reported in earlier section, investment rate increases following capital account liberalization, but this is accompanied by a lower growth rate on average. The decline in the growth rate becomes even more puzzling particularly when one considers the increase both in domestic savings rate and the share of exports in GNP, both of which are expected to affect growth positively (World Bank, 1993).


In addition to relatively poorer growth performance of the economy, the post-liberalization era is also marked by a significant jump in the average annual inflation rate. This is in contrast to expectation that capital account liberalization would bring the benefit of “policy discipline” since, under liberalization domestic residents would be allowed to substitute foreign currency in place of domestic currency so as to avoid inflation tax. As one can see from Table 1, the increase in inflation rate parallels the increase in the rate of monetary expansion in post-liberalization era. However, it is not clear whether this increase in the average annual rate of monetary expansion from 49.4 percent to 71.3 percent is largely due to worsening of policy discipline of governments or rather has something to do with increased capital inflows resulting from liberalization itself. The finding of Ekinci and Erturk (2004) that in post-liberalization era there has not been any significant sterilization of monetary effects of capital inflows suggests that the latter possibility has to be taken seriously. When one considers the evolution of the stock of external debt and the net international reserves for selective years between 1989 and 2000 given below in Table 2, it becomes obvious that a non-marginal part of the capital inflows have been used to accumulate additional (net) international reserves for the Central Bank of Turkey. And if this has been carried out without any significant sterilization of its monetary effects (as Ekinci and Erturk argues), the end result would inevitably be higher rate of monetary growth and inflation.

TABLE 2

Stock of External Debt, Net International Reserves and Real Effective Exchange Rate for selective Years

	
	1989
	1990
	1993
	1997
	2000

	External Debt*
	41.8
	49
	67.4
	84.2
	118.6

	Net Int. Reserves*
	9.2
	11.4
	17.8
	27.1
	34.2

	Real Effective Exchange Rate**
	115
	125
	110
	107
	111


* In billions of dollars

** The decrease in the index implies real depreciation of TL against a basket of currencies which includes 0.544 US$ and 0.456 German Mark

Source: SIS (2001), SPO (2002), Central Bank of Turkey (2002)


Between 1989 and 2000, the stock of external debt has almost tripled whereas the net international reserves have increased slightly less than four times. The central bank’s policy of buying foreign currency denominated assets and accumulating reserves had to do with preventing any kind of significant overvaluation of the currency and maintain the competitiveness of Turkish exports. And partly as a result of this policy of intervention to the foreign exchange market, despite the massive inflow of foreign capital in post liberalization era, the real effective exchange rate of Turkish Lira (TL) has not appreciated but even slightly depreciated between 1989 and 2000. However, it is interesting to note that as the size of intervention relative to the increase in net capital inflow decreased between 1997 and 2000 in comparison to the period 1990-1997, real value of TL reversed its earlier trend of depreciation and appreciated. This can be taken as a sign that interventions by the central bank might have had some impact on the value of real effective exchange rate.

3. Predictions of Dependent Economy Model


Models produced in the spirit of what Dornbusch (1982) calls “Dependent Economy Model” classifies the goods produced by an economy into two types; traded and non-traded goods. Traded goods are exportables and importables whereas, by definition, non-traded goods can only be consumed in the country where they are produced. Therefore, while the consumption of tradables can differ from their domestic production, the domestic supply of non-tradables and their domestic demand must always balance. And trade balance of the economy (in units of traded goods) is given by the difference between domestic demand and domestic supply of tradables.


One of the latter versions of this model introduced by Sachs and Larraine (1993) has important implications regarding the structural transformation that an economy is expected to go through when it borrows from rest of the world. Their model predicts that as the level of absorption (spending) increases above national income, the sectoral composition of output will change in favor of non-tradables. External borrowing allows domestic government, residents and firms spend beyond their income leading to excess demand for both tradables and non-tradables. While the increased demand for tradables can be met by higher imports from the rest of the world, the increased demand for non-tradables can only be met by higher domestic production of such goods. Given the assumption of full-employment, this necessitates the shift of labor (and other productive resources such as capital) from the sectors producing traded goods (T sectors) to sectors producing non-traded goods (N sectors). This increase in the relative supply of non-tradables requires that the real exchange rate expressed as the relative price of non-tradables to tradables rises. Given an additional assumption of the model that households consume two types of goods in fixed proportions at all relative prices, external borrowing leads to a fall in the relative share of T sectors in output and employment. In Appendix to the paper we reproduce the basic structure of Sachs and Larraine model in the framework of production possibilities frontier and consumption path showing the possible consumption choices of households.


The predictions of the "Dependent Economy Model" raises serious questions about the possible real effects of capital account liberalization in case it leads to relatively faster accumulation of stock of external debt. As underlined earlier, the historical evidence suggests that productivity growth is relatively higher in T sectors, which are exposed to competitive pressures of the global markets (Gehrels, 1991). Therefore, the rising relative concentration of labor and capital in N sectors can have growth retarding effects particularly over the duration of sustained increase in the stock of external debt. Even when the accumulated external debt has to be repaid to creditors, this might entail additional real costs if the mobility of productive resources (particularly that of labor) between T and N sectors is not very high. In this case the economy is likely to experience a relatively higher rate of unemployment for extended periods of time during which the relative share of T sectors in output increases so as to allow trade surpluses, necessary for repayment of the external debt.


The points we raised above in relation to the possible adverse real effects of capital account liberalization (in case it leads to relatively faster accumulation of stock of external debt) have been neglected by the previous literature investigating the relationship between macroeconomic performance and liberalization. In the next section, we examine the evolution of Turkish data in post-liberalization era to see whether it is consistent with the predictions of the model discussed above.

4. Evolution of External Debt and Sectoral Composition of Output and Employment


In this section, we first present data about the evolution of stock of external debt, and the relative share of T sectors in GDP and total employment for selective years between 1988 (which is the last year of capital controls) and 2000, and then analyze the data in light of the predictions of Sachs and Larraine model. However, we first list the standard industrial classification of the United Nations (SIC) with respect to different categories of goods and services:

1. Agriculture, hunting, forestry, and fishing

2. Mining and quarrying

3. Manufacturing

4. Electricity, gas, and water

5. Construction

6. Wholesale and retail trade, restaurants and hotels

7. Transport, storage, and communication

8. Financing, insurance, real estate, and business services

9. Community, social, and personal services

As Sachs and Larraine, we assume that the goods included in the first three categories, agriculture, mining and manufacturing, are typically the most tradable, and the goods in the other categories are nontradable. However, it is worth to note that some construction activities for certain countries, transportation services (such as international air travel and shipping) and some kinds of financial services are internationally tradable.

TABLE 3

Evolution of External Debt, Relative Share of Traded goods in GDP and Employment

	
	1983
	1988
	1989
	1994
	1997
	2000

	External Debt*
	18.4
	40.7
	41.8
	65.6
	84.2
	118.6

	T/GDP**
	0.44
	0.43
	0.42
	0.39
	0.37
	0.35

	T/EMP**
	0.67
	0.62
	0.63
	0.60
	0.58
	0.52


* In billions of dollars

** T/GDP and T/EMP stand for the relative share of sectors producing traded goods in gross domestic product and total employment respectively

Source: SPO (1993), SIS (2001), SIS (2002), and SPO (2002)


The data presented above (in Table 3) is consistent with the predictions of Sachs and Larraine Model: The accumulation of stock of external debt is accompanied by declining relative share of T sectors in both output and employment. It is interesting to see that as the stock of external debt almost triples between 1989 (the year of liberalization) and 2000, the relative share of T sectors in GDP and total employment falls from 42 percent to 35 percent, and from 63 percent to 52 percent respectively. These changes in sectoral composition of output and employment become even more meaningful when one takes into account the decline in the (average) annual share of T sectors in gross fixed capital investment from 36 percent in pre-liberalization era of 1980-1988 to 26 percent in post-liberalization era of 1989-2000 ((SIS (2001), SIS (2002)).


One of the possible insights of the data presented above that supports the predictions of Sachs and Larraine model is that capital account liberalization, to the extent that it accelerates the accumulation of stock of external debt, might have real effects in terms of sectoral allocation of productive resources and through that lead to a change in sectoral composition of output in favor of N sectors. This in turn, may imply a decline in the "degree of international openness" of the economy in question which is likely to be an important factor for long-run economic growth. In the next section using Turkish data we test not only this hypothesis but also (separately) the hypothesis that higher inflation rate has negative impact on long-run growth. 

5. Growth Regressions


A World Bank study (World Bank (1993)) had found out that export-oriented growth strategies adopted by East Asian economies was one of the factors responsible for relatively fast rate of growth experienced by these countries in 70’s and 80’s. There is a body of both theoretical and empirical literature which suggests a positive relationship between economic growth and the “degree of international openness” ((Chow, 1987), (Chang, 2000), (Xavier, 1997), (Sachs and Warner, 1995), (Howard, 2002)). In emprical work, in most cases the relevant variable representing the “degree of international openness” was taken as “export growth”, “the share of exports in GDP”, “the volume of both exports and imports” or any other variable which involved exports as a parameter. None of the studies (that we have been aware of ) have used the relative share of sectors producing T goods in output as a measure of “degree of international openness” of an economy. Theoretically we expect to see a positive relationship between economic growth and the relative share of T sectors in output. Because as Clerides et. al. (1998), Chi-Ming and San (1995) and Berg (2001) suggest, an increase in the “degree of international openness” is likely to increase the rate of innovation and the rate of adoption of new technologies from more advanced economies that also increases the economy’s rate of total factor productivity growth.


The estimation results of a simple OLS (Ordinary Least Square) regression analysis of the possible relationship between (annual) growth rate and the (annual) relative share of T sectors in output of Turkey has been presented below in the form of Equation (1). Due to problems regarding the availability of reliable data about the sectoral shares of GDP before 1983, we utilize annual data for the period 1983-2000.

GR = -0.08   +   0.32 TGDP     (1)

                                                   (-0.49)*    (0.78)*         R2 = 0.036

* Values in parentheses are t values

GR     = Annual growth rate of real GNP

TGDP= Annual relative share of sectors producing traded goods in GDP

Source: SIS (2001) and SIS (2002)


Even though the estimated coefficient of the independent variable (TGDP) is statistically insignificant, its positive sign is exactly what the relevant theory would predict. In other words, the possibility of a causal relationship between the relative output share of T sectors and economic growth can not be ruled out. This, in turn, implies that, to the extent that capital account liberalization leads to faster rate of accumulation of stock of external debt, it may have growth retarding effects through a mechanism whereby the structure of production and sectoral allocation of productive resources change in favor of sectors producing non-traded goods (N sectors). However, one has to keep in mind that this process has to reverse at one point, since an indefinite international lending to a country is highly unlikely. In other words, when a country has to repay its accumulated external debt, it will have to generate current account surpluses. This would require not only domestic spending be reduced below national income but also a structural transformation of the economy which involves shift of resources out of N sectors and into T sectors. And as mentioned in previous section there are usually real costs of shifting resources, particularly labor, across different sectors. To the extent that the skills of labor employed in N sectors do not match the skills demanded by expanding sectors that produce exportables and importables, there will be increase in the rate of unemployment which can persist for prolonged periods of time. Another factor that can cause additional real costs during the structural transformation of the economy is the possibility that expanding industries producing exportables and importables could be geographically located in regions other than those where N sectors are concentrated. If the regions where expanding T industries are largely located do not have adequate supply of housing for the labor that will be moving from other regions, unemployment rate could still be adversely affected even if the skills of labor released from N sectors match the skills demanded by expanding T sectors.


On the other hand, with regard to the relationship between economic growth and inflation rate, there are numerous studies that found a negative impact of higher inflation rate on long-run economic growth ((Andres and Hernando, 1998), (Ma, 1998), (Kormendi and Mc Guire, 1985), (Bullard and Keating, 1995)). On the other hand, some emprical work suggested that the negative relationship between growth and inflation rate is statistically significant only above certain threshold level of inflation rate. For example, Khan and Senhadji (2000) has reported that this threshold level of inflation rate is 1 percent for industrial countries and 11 percent for developing countries.


One study that investigated the relationship between economic growth and inflation rate for Turkey is that of Kirmanoglu (2001) who used UVAR (Unrestricted Vector Auto-Regression) technique for 1988-2000 period and showed that the inflation rate does affect growth negatively. Our own growth regression utilizes annual data for 1980-2000 period. The result of the simple OLS regression relating the annual growth rate of real GNP to the annual inflation rate is given below by Equation (2):

GR = 7.9   -   0.074 IR     (2)

                                                      (3.13)*   (-1.79)*       R2 = 0.16

* t values

IR : Inflation Rate; annual percentage change in consumer price index (CPI)

Source: SIS (2001) and Central Bank of Turkey (2002)


The estimated coefficient (-0.074) of IR is statistically significant at 10 percent level and suggests that a 30 percent increase in the annual inflation rate is likely to lead to approximately 2.2 percent decline in the annual growth rate in the long-run.


This finding has important implications for the purposes of our analysis: To the extent that increased inflows of capital (following liberalization) lead to monetary expansion which is not systematically sterilized by the central bank, capital account liberalization is likely to exert negative impact on economic growth through “inflation” channel as well. As we stated earlier in section two, previous literature has argued that there has not been any significant sterilization of monetary effects of capital inflows in post-liberalization era (Ekinci and Erturk (2004)).


In light of this, one can intuitively argue that at least some part of the increase in the inflation rate from 48.4 percent (in pre-liberalization era) to 73.4 percent might be due to the monetary expansion caused by increased capital inflows. And this provides another channel through which capital account liberalization could have growth retarding effects in countries like Turkey where the increased net inflows of capital were allowed to accelerate the monetary growth.

6. Conclusions

The previous literature has focused particularly on the instability costs of capital account liberalization as a factor in explaining why its positive effects on economic growth resulting from the likely increase in both investment and efficiency of the financial sector have not been as strong as expected. Instability costs can exert negative effects on growth in case of “capital flow reversals” which, (at least in some cases) have led to the so-called “twin crisis” characterized by simultaneous banking sector crisis and collapse of currencies followed by severe contractions in output and employment. Turkey has been one of the countries which has experienced a dramatic outflow of capital in February, 2001 which resulted in the most severe negative output growth (exceeding –9 percent) of post second World War era for the year 2001 (Central Bank of Turkey (2004)). In this study we pointed out one major paradox regarding Turkish experience with capital account liberalization: Despite the fact that investment rate rises (as theory predicts) in post-liberalization era, average growth rate falls even when we exclude from our analysis the year of most dramatic “negative growth” and instability (2001) from our analysis. This decline in growth rate is even more puzzling when one considers the fact that in addition to investment rate, in post-liberalization era both domestic savings rate and the ratio of exports to GNP have gone up as well.


In this paper, we attempted to point out two possible mechanisms through which capital account liberalization could indirectly have exerted growth retarding effects in countries like Turkey where the net capital inflows have increased in large magnitudes in post-liberalization era. The first one focuses on the falling relative share of sectors producing traded goods in output, in response to the increase in the stock of external debt. Examination of Turkish data reveals that in post-liberalization era, as stock of external debt increases sectoral composition of output and employment do indeed change in favor of sectors producing non-traded goods which, by definition, are closed to global competition and historically have experienced relatively lower productivity growth. The previous theoretical and empirical work has argued that economic growth is likely to be affected positively by an increase in the “degree of international openness” of an economy. The simple OLS regression analysis of the relationship between the annual growth rate of real GNP and the relative share of sectors producing traded goods in GDP suggested that the existence of a positive relationship between the two variables can not be ruled out in case of Turkey.


Even though capital account liberalization is theoretically expected to lead to more “disciplined monetary policy” on the part of policy makers, this prediction is not borne out with Turkish data; both the (average) rate of monetary expansion and the (average) inflation rate are significantly higher relative to pre-liberalization era. There has been substantial empirical evidence of a negative impact of higher inflation on economic growth particularly when inflation rate is above some threshold level. Previous empirical work, as well as our regression analysis suggests that this is also the case for Turkey. Given the finding of earlier work on Turkey that there has not been any significant sterilization of the monetary effects of capital inflows in post-liberalization era, we argued that capital account liberalization might have indirectly contributed to the dramatic jump in inflation rate and therefore exerting additional negative effect on output growth.


Future research may shed light on whether the insights of our work can be generalized for a large number of countries which have experienced rapid increase in the net capital inflows and the stock of external debt in post-liberalization era. And this, in turn, may allow a more realistic evaluation of the possible costs and benefits of capital account liberalization for developing countries.

APPENDIX


Sachs and Larraine (1993) calls their model of tradable and nontradable goods TNT model. We first describe the Aggregate Supply, Aggregate Demand and Market Equilibrium in TNT model:

Aggregate Supply in the TNT Model


Suppose that the home country produces and consumes two goods, tradables (T) and nontradables (N). Labor is the only input in the production process of each sector and output of each type of good is assumed to be a linear function of the labor input:

QT = aT LT   (tradable goods)     (1)

QN = aN LN  (nontradable goods) (2) 


LT and LN are the amounts of labor used in production in T and N sectors respectively and, aT and aN are the coefficients representing the marginal productivities of labor in the production of the two kinds of goods. 


To derive the production possibility frontier (PPF) of the model, it is assumed that there is a given amount of labor (L) that may be employed in sector T or sector N. Assuming full employment, we have 

L = LT + LN                                (3)

Using (1) and (2) and rearranging we can rewrite (3) as an equation for PPF:

QN = aN L – (aN/aT) QT              (4)

(4) expresses the maximum amount of output of nontradables (QN) that can be produced for each amount of output of traded goods (QT) produced in the economy. PPF is graphically represented below in Figure 1:

Figure 1 

The Production Possibility Frontier
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The slope of the PPF is equal to the relative price of tradables in terms of nontradables . This is due to the fact that the price of a unit of each type of good is just equal to the cost of labor used in the production of a unit of that good: Each unit of tradable output requires 1/aT unit of labor. With a wage level “w”, the labor cost of producing a unit of T is w/aT. The labor cost of producing a unit of N is simply w/aN. Thus, 


PT = w/aT                                       (5)

PN = w/aN                                (6)

Using (5) and (6) one can see that

PT/PN = aN/aT                          (7)


Since –(aN/aT) is equal to the slope of PPF (from Equation 4), the steeper the PPF, the higher the relative price of tradables in terms of nontradables which is usually labeled as “the real exchange rate” in this model.

Aggregate Demand in the TNT Model


In describing aggregate demand side of the economy, for simplicity, TNT model concentrates on consumption decisions of households and neglects investment spending. Furthermore, the model does not distinguish between the private sector and government consumption. Given this, total absorption, A, is equal to total spending on tradables and nontradables:

A = PT CT + PN CN                  (8)


CT and CN are the levels of consumption (in real terms) of each type of good respectively. Consumption of each type of good is assumed to depend on the overall level of absorption and households consume tradables and nontradables in fixed proportions, regardless of relative prices. Given this assumption, the spending choices of households are graphed as shown in Figure 2 where the line OC is the “consumption path” along which consumption choices of households lie.

Figure 2

Consumption Path
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As absorption increases the spending is at a relatively higher point along OC line. Since, both CT and CN rise in the same proportion as total spending rises, the ratio CT/CN is fixed along the OC line.

Market Equilibrium


The central assumption of the model is that because there can be no exports or imports of N, the domestic consumption of N must equal the domestic production of N. By contrast, tradable goods can be imported or exported, and thus domestic consumption of T can differ from domestic production which are represented by the following relationships:

QN = CN                                   (8)

TB = QT – CT                          (9)


Equation (9) suggests that the trade balance (in units of tradable goods) is equal to the excess of production of tradables over consumption of tradables.


The nature of the market equilibrium can be considered by superimposing the OC schedule on the PPF as shown in Figure 3:

Figure 3

Market Equilibrium
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Suppose that the household consumption is at point A on the OC curve. At that point, consumption of nontradables is given by CNA, and consumption of tradables given by CTA. With consumption of nontradables equal to CNA, the production of nontradables must also be CNA. That is, QNB = CNA. The production point corresponding to absorption A must be at point B, which lies on the same horizontal line as point A. Therefore when absorption is at point A and production therefore is at point B, the economy has a trade surplus, since QTB > CTA. We can use the model to see how the sectoral composition of output and employment will change as a result of international borrowing by domestic residents which allows them to consume more than their income. Such a pattern is depicted by consumption point D and production at point F. As the country’s net external debt (not shown in Figure 3) builds up over time, the demand for both types of goods increases to CND and CTD respectively. This requires that the production of nontradables increases by the amount of increase in the demand for such goods. And this, in turn, necessitates a decrease in the supply of tradables causing a shift of labor from T sector to N sector. As a result, production of tradables decreases from QTB to QTF which implies a trade deficit of an amount equal to the difference between CTD and QTF. Therefore, the model predicts that as stock of external debt accumulates, the sectoral composition of output and employment will change in favor of nontradables.
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