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1 Key policy insights

After only partly recovering from a sharp macroeconomic correction in the summer of 2018, Turkey was
hit by the COVID-19 shock in spring 2020, slightly later than other countries in the region. While Turkey
managed to contain the number of contagion cases relatively effectively in the initial phase, domestic
containment measures and the drop in tourism had a severe effect on the economy. Activity contracted,
employment fell from an already depressed level after the 2018 shock, and pressures mounted on well-
being and social cohesion. Some population groups have suffered more, including informal workers,
women, refugees and the youth.

Following the relaxation of containment measures in June and a strong government stimulus, activity
rebounded strongly throughout the Summer. Quarter-on-quarter growth was very strong in the third
quarter. However, this was followed by a sharp escalation of infections in the Fall, together with rising
numbers of fatalities. Pressures on the health system increased again and new confinement measures
were introduced from November. Given the elevated uncertainty about the global and local trajectory of
the pandemic, and the rapidly increased debt burdens of households and businesses, the recovery is
projected to be more gradual than after the previous macroeconomic shocks.

The dynamism of the Turkish business sector has been an asset during the crisis. It has adapted relatively
rapidly to the new circumstances, catered to basic domestic needs, and seized new opportunities from
international markets. Still, the path of the economy through the pandemic is strewn with strains. They
encompass special macroeconomic challenges which arose from the high dependence of the growth
pattern on domestic demand and foreign savings, while investor confidence in price stability and policy
predictability could not be consolidated and risk premia and exchange rate volatility remained very high.
Policy support during the pandemic should be provided in a transparent, predictable and stable
macroeconomic framework and without further worsening the external deficit and inflationary pressures.
Additional challenges arise from business sector structures, where many firms have small size, weak
balance sheets, a narrow equity base, and limited capacity to weather a protracted slowdown and to
resume long-term capital formation once a recovery takes hold.

High productivity firms creating good quality jobs remain indeed a minority in the Turkish economy. The
largest parts of the business sector still rely on informal or semi-formal practices in employment, corporate
governance, financial transparency and regulatory and tax compliance. These appear to have regained
ground after the first phase of the COVID-19 pandemic. Ensuring compliance by all businesses with laws
and regulations, which should themselves be modernised, will be crucial for their gaining full access to
state-of-the-art capital, know-how and technological resources from domestic and international markets,
on the way out of the COVID-19 shock and beyond.

This chapter reviews Turkey’s short- and medium-term general economic policy priorities. The subsequent
chapter documents how structural change in the business sector can drive post-pandemic growth and
social cohesion. The key messages of the Survey are:

e After initial successes against the pandemic and a strong economic rebound, Turkey faces a
second wave which is putting pressure on the health system, the recovery, the viability of many
businesses, employment and social cohesion. This invites the continuation of a supportive policy
stance.
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e Public finances continue to offer room for government support to households and businesses most
in need, but this should be provided under a more transparent and predictable fiscal, quasi-fiscal,
monetary and financial policy framework. Shortcomings in this framework hindered market
confidence in the early phase of the pandemic, creating tensions in risk premia, capital movements
and exchange rates which complicated policy responses to the crisis.

e New demands and opportunities have emerged for structural change in the business sector. A
reform package would help accelerate the ever more needed formalisation of business activities,
re-capitalisation of balance sheets, strengthening of investment capacity and digital upgrading of
firms of all sizes and sectors. Conditions are now more supportive for constructive social dialogue
and participatory adjustments at firm level.

The COVID-19 shock is having a large economic and social impact

Targeted lockdowns and health policy initiatives were initially effective but there is a
second wave

The pandemic hit Turkey in the second half of March and diffused at a fast rate. Yet, the number of cases
and deaths remained relatively low by international comparison taking into account the size of the
population (Figure 1.1). The number of COVID-19 cases peaked at the end of April. The health system
faced the pandemic with a low number of physicians and hospital beds per capita (an average of 1.8
physicians and 2.9 hospital beds per 1000 inhabitants, against OECD averages of 3.4 and 4.7), but was
well prepared to public health emergencies, thanks, notably, to a strong intensive care infrastructure (with
43.500 intensive care units for a population of 83.4 million). The authorities put in place targeted lockdowns
and curfews dedicated to specific age groups, towns and neighbourhoods. International and domestic
passenger traffic was entirely shut down. Sectors closed by administrative decision were narrow in
international comparison, and not more than 40% of the population was formally confined - except during
temporary curfews over weekends and public holidays. Despite this, many activities, particularly those
requiring face-to-face interactions, slowed strongly as individuals chose to minimise their health risks.

Intense testing and tracing activities conducted in line with advice from a Scientific Advisory Board were
enforced, although there is still room for convergence with international best practices in this area
(Figure 1.1, Panel C). According to the OECD Health Policy Tracker, all public and private hospitals were
declared ‘pandemic hospitals’ at the height of the crisis, all non-vital elected surgeries were postponed,
more than 30 000 additional health professionals were recruited and two new specialised hospitals were
constructed in Istanbul - in addition to the large city hospitals recently put in service in many provinces.
The existing network of family doctors monitored daily all cases with symptoms (OECD, 2020c). All tests
and treatments were financed by the social security administration. Health professionals showed an
abnegation and commitment welcomed in all parts of the population (14% of all contagions concerned
health workers by August). Masks were made obligatory in all public spaces, and were made available at
low cost from the early stages of the pandemic. Saturation was avoided in intensive care units. As in other
countries, medical professionals were met with some difficulties in accessing high quality protection gear
in certain regions and hospitals (Turkish Medical Association, 2020a), but the number of cases and
fatalities were reined in successfully in international comparison in this first phase. Covid-19 vaccine
research activities are continuing in national universities and research centers. After a gradual re-opening
of the economy from early June (the so-called “return to normal life” measures, which implied a relaxation
of lockdowns, re-opening of public spaces, and easing restrictionis of domestic and international passenger
transportation), and due to the population’s laxed attitude towards physical distancing, Turkey experienced
a steady rise in new cases in summer months (Figure 1.1). The disease spread from densely-populated
urban centres to smaller towns and villages. According to one estimate, the coefficient of contagion RO fell
below the critical threshold of 1 in big metropolitan centres by mid-July, but soared above 1 in less densely-
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populated regions, which was then followed by an upsurge of the coefficient across the entire country
(EpiForecasts, 2020).

Available data confirm the vigour of the second wave. After an intermediary peak in mid-September, which
proved to be temporary, symptomatic cases and fatalities soared from November, surpassing their April
level by a strong margin. The Ministry of Health stated in October that “confirmed COVID-19 cases” were
reported according to a narrower definition than recommended by the World Health Organisation, including
cases with symptoms but excluding thoses without symptoms (Reuters, 2020a). The Ministry started to
publish the number of all confirmed cases from 25 November (Reuters, 2020b). Fatalities continue to be
reported according to local definitions. It is essential to uphold confidence in official information on the
spread of the pandemic.

In response, a range of measures including changes in school opening plans, restrictions on public events
and public space activities, and targeted confinements were introduced. Policies continue to focus on
testing, tracing and tracking activities and stronger enforcement of physical distancing. Regional
containment measures are managed by provincial authorities. The government introduced a national
curfew on certain time slices of the week-ends starting from mid-November. It also extended the curfews
already in force for people above 65 and for youth below 20 (with the exception of young workers) to longer
time periods.

The new circumstances have serious implications for education. The opening of schools and universities,
initially planned for end-September, was postponed for the large part of courses and classes (underpinning
the pick-up in Turkey's policy stringency indexes, Figure 1.1), amid authorities’ efforts to re-open them as
quickly as possible. A decision to close them until the end of the year was nonetheless taken on 17
November and was extended to kindergarten on 1 December. The bulk of primary, secondary and tertiary
education activities shifted to on-line learning. The impact of school closures on parents’ capacity to
resume work, and, more fundamentally, for the quality of education for both school and university students
raises important challenges as in all OECD countries (BBC News, 2020a).

Research by the Ministry of National Education (“Evaluation of Distance Learning Activities during the
Pandemic”) documented the experience of students, teachers, school principals and parents with on-line
education in 2020. More than 800.000 students were surveyed, 11% responded that they were lacking the
necessary terminal equipment, 6.7% home or mobile internet access, and around 15% inadequate internet
connection (parents’ replies confirmed these proportions). A smaller survey centred on internet access in
the Istanbul region (before the creation of on-line support centers and the distribution of free tablet
computers by the Ministry, see below) found that 40% of low-income families in the region had no internet
access and 58% had no laptop computer (Istanbul Buyuksehir Belediyesi, 2020).

The Ministry took initiatives to mitigate disparities in education access and quality during the pandemic.
This included the distribution of 500,000 tablet computers free of charge to disadvantaged children,
together with free mobile internet access. Close to 13.900 digital education network support centres and
162 mobile support centers were created through the country, including in schools in disadvantaged areas
where students from low-income families could engage in interactive and personalised computer-based
learning (EBA, 2020). Guidelines for infection prevention and containment were published for schools and
were enforced with trained inspectors. As in all OECD countries, gaps nevertheless emerged between
teaching resources and methods between different types of schools. Public schools relied on dedicated
television channels (three channels were activated) and on on-line education platforms and live classes.
The Ministry agreed with GSM operators to provide cellular subscribers free access to on-line education
platforms. The majority of parents found the technical infrastructure of on-line education effective, even if
difficulties in internet access remained in certain areas, while 54% were satisfied with its planning. A
number of private schools with strong material resources and class-size conditions could implement their
own on-line teaching methods. Differences in on-line teaching practices and intensity emerged also
between universities. These disparities, if they persist, risk amplifying the social gaps in the quality of

OECD ECONOMIC SURVEYS: TURKEY 2021 © OECD 2021



18 |

education (OECD, 2019a). High-quality studies evaluating the impact of these different streams of on-line
teaching on the academic proficiency of students may be required in the future to develop follow-up
policies.

Figure 1.1. An intense second wave after the initial success against the pandemic
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1. Data series relating to Turkey in Panels A and B are official series based on local definitions and are not internationally comparable except
for specific periods. On 25 November, the authorities started to report daily cases according to international definitions (symptomatic and non-
symptomatic cases). They subsequently reported total cumulated cases according to this definition. Panel A presents the daily information
available in the Our World in Data database. Deaths continue to be reported according to local definitions.

2. A composite indicator based on nine responses indicators including school closures, workplace closures, and travel bans. The index records
the number and strictness of government policies, and should not be interpreted as 'scoring' the appropriateness or effectiveness of a country's
response.

Source: European Center for Disease Prevention and Control (ECDC) through Our World in Data. Oxford COVID-19 Government Response
Tracker.

StatLink Sa=r https:/stat.link/7ic8on
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Strong policy stimulus triggered a vigorous rebound which faced headwinds

The impact of the pandemic on the economy unfolded later than in other countries but was sharp. Activity
contracted strongly in April as people chose to limit their interactions, despite limited official restrictions,
and external demand declined. Consumption, production and exports all shrank (Figure 1.2). Labour
demand fell but the existing short-time work scheme and the new furlough arrangement for unpaid leaves
helped to contain job losses in the formal sector. Output fell by 11% in the second quarter of 2020, before
recovering strongly in the third quarter.

Informal workers and the self employed were hit the most, as many make their living from contact-intensive
services such as retail trade, street catering and public transportation. The high share of these workers in
total employment kept the potential for remote working low (at around 20%, against 30 to 40% in other
OECD countries (OECD, 2020e)). These groups are not covered by employment-related social safety nets
and received only ad hoc cash support. Aggregate household incomes and confidence took a strong hit,
reflecting in a sharp fall of private consumption (by more than 25% in April over the previous month
according to credit card expenditures). Tourism was hit particularly hard (Figure 1.2 Panel E). This sector
employs 7% of all workers, generates demand for a wide range of upstream products and services,
especially in certain regions, and accounts for 14% of total exports. Consequently, local and regional
demand fell twice as rapidly in touristic regions as in others (Akcigit and Akgunduz, 2020). It is estimated
that an expected two-thirds decline in tourism output may have reduced aggregate GDP by about 4% in
2020 (Mehr News Agency, 2020).

Policymakers reacted with a broad set of measures. In the first phase, the fiscal package was relatively
limited. The “Economic Stability Shield Programme” announced on 16 March 2020 included 2.1% of GDP
of fiscal commitments, including many temporary tax deferrals. The package contained 21 measures
accompanied by broad financial and monetary supports (Box 1.1). Emergency aid to households helped
avoid situations of extreme distress, but compensated only part of the losses in living standards. Turkey
also introduced a series of trade restriction measures (Box 1.1).

Concessional credits to households and businesses played the central role in efforts to uphold demand.
They were extended mainly by public banks, but also by private banks incentivised by government
guarantees. This increased the share of quasi-fiscal (“below-the-line”) relative to fiscal (“above-the-line”)
expenditures. According to the IMF Fiscal Monitor database on specific COVID-19 measures, this share
in Turkey was the highest among all countries monitored (Gaspar and Gopinath, 2020).Three public banks
were recapitalised.
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Box 1.1. Main COVID-19 support measures

On 18 March 2020, the authorities announced a TRY 100 billion (2.1% of GDP) Economic Stability
Shield Programme. Complementary measures were added in the following months, and the total
amount of measures reached TRY 503.4 billion (10.6% of GDP) as of mid-November. This Box reviews
the main measures. Further details are available on OECD’s COVID-19 policy tracker (OECD, 2020c).

Social transfers

e From mid-March, the minimum monthly old-age pension was raised from TRY 1.000 to 1.500
(USD 230 on the basis of exchange-rates at the time of announcement).

e Families in need received a one-off cash transfer of TRY 1000 (USD 154) per family. By the
end of October, 6.3 million families had received the allowance. This transfer was provided as
additional support to households receiving other social aid.

e Households in need but not eligible for the standard allowance applied for ad hoc support from
a new National Solidarity Fund. Public enterprises and private firms were invited to contribute.
Around 0.05% of GDP was re-distributed through this fund by September 2020.

e Cash and in-kind support was also offered by municipalities. Several municipalities launched
local schemes permitting to cancel public utility (water and natural gas) and grocery debts of
insolvent households. Private benefactors anonymously closed their accounts payable. These
schemes benefitted millions of families.

Concessional credits to businesses and households

e In mid-March, the Banking Regulation and Supervision Agency (BRSA): 1) asked banks to
postpone their customers’ principal and interest payments for at least three months upon
request; 2) extended the delay for classifying a loan as non-performing from 90 to 180 days (in
keeping with international recommendations); 3) introduced forbearance measures for the
measurement of banks’ Capital Adequacy Ratio; 4) increased the Loan-to-Value Ratio on
mortgage loans.

e From mid-March, three main public banks (Ziraat, Halkbank and Vakif) offered all businesses
concessional working capital loans (at 36 months maturity, 6 month grace period and a low
7.5% interest rate), conditional on their preserving their current employment level.

e Public banks offered tradesmen and craftsmen a concessional credit line (at 36 months maturity
and 4.5% interest rate). A "craft-and-trade credit card" was also made available under an
individual credit line of TRY 25.000 (USD 4.000 at the time of announcement).

e Late March, principal and interest payments on SME Bank’s (Halkbank’s) subsidised credits to
tradesmen and craftsmen were postponed for three months. Late April, principal and interest
payments on Agricultural Bank’s subsidised credits to agricultural producers were postponed
for six months.

e Public banks started to offer to low-income households (earning less than TRY 5000 — USD
770 per month) “basic need support credits” of up to TRY 10.000 (USD 1.500), with up to 3 year
maturity, at a concessional interest rate of 6%.

e On 30 March, the Government Credit Guarantee Fund (KGF) increased its total limit for loan
guarantees from TRY 25 billion to TRY 50 billion (USD 7.7 billion). It guaranteed general-
purpose loans to individuals for the first time. As a result, total loan leveraging capacity of KGF
reached TRY 500 billion (14% of 2019 GDP). The ensuing government guarantee liabilities are
however capped at 1.4% of GDP.
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e InApril, BRSA introduced an “Asset Ratio” applicable to most banks (except development banks
and small banks) to stimulate their credits. Its formulae incited banks to fund new lending from
non-deposit sources and/or invest in government bonds. By the end of May the ratio was revised
to stimulate longer term loans. In August and September it was revised again to scale-down its
expansionary impact. Its phasing out by 31 December 2020 was announced in November (see
Box 1.4 for details on the operation of this ratio) .

e Early May, the Sovereign Wealth Fund (TVF) injected TRY 21 billion (USD 2.8bn) of additional
capital into three public banks enganged in COVID-19 measures (Ziraat, Halkbank and
Vakifbank)

e Atthe end of May, these public banks launched an additional set of concessional loan packages
to support purchases of domestically produced cars, white goods and other consumer durables.
These loans funded also house purchases and domestic holidays.

¢ In June, BRSA increased the upper limit of instalment numbers for credit card purchases from
airlines, travel agencies and hotels from 12 to 18 months to stimulate demand for domestic
travel and tourism.

e In June, the Central Bank (CBRT) introduced a new programme of "Advance Loans Against
Investment Commitment". This finances investments that will “reduce imports, boost exports
and support sustainable growth” via the recently re-structured Investment and Development
Bank of Turkey. Loans are extended with a maximum maturity of 10 year and with an interest
rate 150 basis points below the policy interest rate.

e Late July, the SME bank (Halkbank) postponed for three months, all capital and interest
reimbursements overdue by trademen and craftsmen.

¢ In mid-October, Turkish Banks Association launched a new credit line for tourism firms and their
suppliers (“Tourism Support Package”) to finance the wages, rents, and other fixed costs of
these enterprises. TRY 10 billlion is made available, to be distributed by 15 banks
undergovernment guarantee.

e A similar package was introduced in mid-October for SMEs, to help finance their wages, rents
and other fixed costs (“Micro Enterprises Support Package”). An envelope of TRY 10 billion will
be distributed by three public banks under government guarantee (Ziraat Bank, Halk Bank and
Vakifbank).

Monetary support to activity

e In mid-March, Turkey’s Central Bank (CBRT) lowered its main policy rate (the one-week repo
rate) from 10.75% to 9.75%. It reduced it further to 8.75% on 22 April and to 8.25% on 21 May.

e At the end of March, CBRT offered direct liquidity support through 1) an extension of its limits
for open market operations on government securities, 2) an extension of the securities accepted
as collateral in transactions with banks, 3) an extension of liquidity facilities for banks “for
uninterrupted credit flows to businesses”, and 4) an extension of the volume and maturity of its
traditional export credits - 70% of this extension is earmarked for SMEs.

e In mid-April, CBRT increased its limit for open market operations on government securities from
5% to 10% of its balance sheet.

e Early June, it earmarked one third of its total export credit portfolio for long-term investment
credits.
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Supports to exporters

e Turkish Eximbank extended the repayment terms of its existing rediscount credits for exporters
by three to six months.

e Anew Inventory Financing Package by Turkish Eximbank offered low-interest loans to exporters
“‘whose stocks increased due to low demand and canceled orders”.

e The maximum specified maturity limit of rediscount credits for exporters were further extended.

Preserving employment links

o Eligibility conditions for the existing Short-Time Working Scheme (which compensates 60% of
the earnings lost due to shorter work hours) were eased. The requirement of 600 days of
contribution was reduced to 450 days, and the need for a valid employment contract in the last
120 days was reduced to 60 days. To be eligible firms should commit not to reduce their
employment level. By early November, 3.6 million beneficiaries were paid 21.8 billion TRY under
this scheme (Ministry of Family, Labor and Social Services of Turkey, 2020). The application
period of this scheme was subsequently extended to 31 December 2020.

e The compensatory working period (the re-balancing period for overtime work) was increased
from two to four months.

e In mid-April, the Parliament adopted a new law on unpaid leaves (furloughs). A fixed monthly
allowance of TRY 1170 (USD 170, the floor of unemployment insurance compensation) is
granted to furloughed workers. Employers were given discretion in authorising unpaid leaves,
in turn they were prohibited from firing any workers during the period the law was in force (it is
in force until 17 January 2021 and The President is authorised to prolong it to until 31 July
2021). The workers affected bear nonetheless an income loss compared to their regular
earnings. By end-October, 2.1 million beneficiaries were paid around TRY 5.1 billion under this
scheme.

e« From mid-July, a ‘normalisation incentive’ was offered to firms exiting the short-time working
scheme. They were exempt from employer and employee social security contributions for six
months. By early November, , work contracts of 2.1 million employees were ‘normalised’ via this
arrangement. The implementation period of was subsequently extended to 30 June 2021.

Trade Protection

e From mid-April, additional customs duties of 2 to 50% were applied to a range of goods, with
the goal of “supporting domestic industries adversely affected by the COVID-19 shock”.
Resulting net duty rates do not exceed Turkey’s notified World Trade Organisation bound rates.
They were to be cut by October, this was subsequently postponed to end-2020.

e Thelist of the products was widened in steps. Around 5000 product groups in total were included
(including game consoles, home textiles, white goods, consumer durables, construction
materials, industrial machinery, harvesting machinery, textile machinery, sugar confectionery,
cocoa powder, chocolate, biscuits, etc.). Surcharge rates gravitate around 17%.

e Imports from countries with which Turkey has free trade agreements (FTAs) were exempted.
This concerns notably imports from the EU. About 57% of the products subject to surcharges
are imported from the EU and other FTA countries, 43% of them are imported from other
countries and are affected (including imports from China, India, Japan, Russia and the United
States).

Activity rebounded and gained momentum through summer. Credit card spending recovered its pre-shock
level in July. House, car and other consumer durable sales, fostered by loan packages, grew sharply.
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House sales rose to 125% of their level of a year ago, with house prices up by 25%, and even larger
increases in certain regions (CBRT, 2020a). The seasonally adjusted PMI index - the reference indicator
of business sentiment in Turkey- jumped from a depressed score of 33.4 in April to 56.9 in July (its highest
level since March 2011), before declining to 52.8 in September and rebounding to 53.9 in October. Short-
time work applications fell, and job vacancy announcements increased. Despite the fall of energy prices,
and a still large output gap, inflation responded to domestic demand, stayed close to 12% until October
and soared to 14% in November and 14.60% in December.

Exports, despite the weakness of traditional markets in Europe, improved faster than expected.
Merchandise exports rebounded by 34% qg-o0-q in the third quarter of 2020 and reached an all-times high
in December. The depreciation of the Lira and the diversification of markets by manufacturers helped. The
rebound of industrial activity in Germany - Turkey’s main international value chain customer - played a
positive role. Among the main export items, motor vehicles recovered by mid-summer, with also strong
growth for textiles and clothing, chemicals and steel products. Manufacturers were active in pandemic-
related markets: exports of masks, protective gears and health equipments (including a respiratory
assistance device developed by a joint-venture of domestic firms) increased by a total of 530 % in the first
half of the year over the same period of 2019.

The upturn was more subdued in services. The traditionally strong correlation between manufacturing and
service confidence indexes was broken (Sameks, 2020). Public space activities, including restaurants,
leisure services and public transportation stayed frail. E-commerce partially substituted to traditional retail
trade. Nearly 40% of Turks were estimated to be using e-commerce at the height of the crisis in April, while
the share of on-line sales in total retail sales had approached only 7% at the end of 2019 (Webbrazzi,
2020a and 2020b). The retail franchising association (BMD) reported that nearly 60% of its members
achieved a 100% increase in their e-sales between September 2019 and September 2020, but less than
one third of them could match their ‘brick-and-mortar’ sale levels of the year ago by the same date (P.A.
Turkey, 2020).

Tourism remained very weak, as international visitor numbers fell by 91% over a year ago in July and by
76% in August. Some recovery in domestic tourism, together with Germany, the United Kingdom and
Russia freeing up their tourist flows to certain regions of Turkey in August triggered an uptick. However,
the United Kingdom reversed their liberalisation decision in late September after the controversy on the
accuracy of case reporting, while reservations from Russia (the largest tourism market in terms of visitor
numbers) continued to increase (Figure 1.2 Panel E). A study suggested that tourism sector revenues
(value added) could fall from USD 34.5 billion in 2019 to USD 15 billion in 2020, before recovering to
around USD 25 billion in 2021 (Ernst & Young, 2020a and 2020b).
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Figure 1.2. A sharp macroeconomic shock
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1. The index has been in accordance the recommendations of the European Commission General for Economic and Financial Affairs. It is based
on the survey results and the scale is from 0 to 200. It indicates an optimistic outlook when the index is above 100, but it indicates a pessimistic
outlook when it is below 100.
2. Monthly data compiled by Turkish exporters assembly. Data on total exports are slightly different to those in Turkish Statistical Institute
(TurkStat).
Source: OECD (2020), OECD Economic Outlook: Statistics and Projections (database), TurkStat, the Central Bank of the Republic of Turkey,
Turkish Exporters Assembly, Turkish Employment Agency and Ministry of Culture and Tourism of Turkey.

StatLink Sz https://stat.link/xnuj61
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Balance-of-payment strains have been significant

Turkey faced pressures on its already strained external accounts (following, notably, the 2018 financial
turmoil as discussed in the thematic chapter) during the COVID-19 crisis. The worsening of the trade
balance in the first half of the year was amplified by a surge in gold imports (the favourite saving vehicle of
Turkish households in uncertain times) and was compounded by an increase in the interest costs of
external debt. The current account deficit to GDP ratio reached 5.1% of GDP in the first quarter of 2020,
8.2% in the second quarter and 4.7% in the third quarter (Figure 1.3).

A deterioration in the financial account compounded the current account deficit. Capital outflows during
the crisis were larger than in other emerging countries and lasted longer. Furthermore, foreign capital did
not flow back as it did to other emerging markets. This was due, according to available indicators (including
risk premia), to a weakening of investor confidence. At the same time, domestic non-financial businesses
and banks continued to reduce their external debt as they were doing since the 2018 turmoil. This improved
their balance sheets but reduced capital inflows (Figure 1.3 Panels C and D). Finally, the “net errors and
omissions” item, which traditionally captures movements in Turkish savings parked abroad and tends to
offset foreign financing shortfalls, moved this time in reverse direction. The resulting exchange-rate
depreciation was sharp despite policymakers’ efforts to contain it (Figure 1.12 below).

Figure 1.3. The current and capital accounts have deteriorated
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The recovery will be uneven and there are important risks

After a strong upturn in the third quarter of 2020, the recovery is expected to slowdown in the last quarter.
Turkey’s output is projected to contract by around -0.2% in 2020. Uncertainty is high on the trajectory of
the second wave of the pandemic, on its economic impact, and on future policy developments. Headwinds
from the international environment, modest coverage of Turkey’s social safety net and low level of cash
transfers, combined with firms’ and households’ increased debt levels, are projected to make the recovery
more gradual than in previous post-shock upturns (Table 1.1).

The “New Economy Programme 2021-2023”, published at the end of September, had projected a slightly
positive GDP growth of 0.3% in 2020, followed by 5.8% growth in 2021 and 5% growth in 2022 and 2023
(it had mentioned a risk variant for 2020 and 2021, with respectively a -1.5% GDP contraction on the first
year and 3.7% growth on the second). The V-shaped baseline was obtained despite a tightening of the
fiscal stance starting from the last quarter of 2020, and without additional monetary policy support, thanks
to strong projected investment and export growth. Household consumption was expected to recover more
gradually.

The New Economy Programme aimed at addressing a number of shortcomings in the business
environment, in the entrepreuneurial eco-system, in Turkey’s digital skills and in the flexibility of the labour
market. It sought to foster e-trade, to attract more foreign direct investment and to enhance environmental
sustainability - specifically by converging with the European Union’s Green Deal. It aimed at increasing
Turkey’s share in global value chains. At the same time, it stated that public procurement, the tax system,
government-owned financial institutions and business incentives would be mobilised “to reduce import
dependence and the imported content of domestic production”. Associated with the trade protection
measures introduced during the COVID-19 crisis (which increased Turkish businesses’ cost of participation
in global value chains - Dusundere and Koyuncu, 2020 and Akman, 2020) this commitment to reducing
import dependence may conflict with the stated goal of deeper international integration of the Turkish
economy. These policies can back domestic production and employment in the short-term, but they risk
eroding the momentum of integration in global production networks, including in the European single
market (Irwin, 2020).

New financial policy measures were introduced along the New Economy Programme. They relaxed partly
the restrictions imposed on the operation of financial markets during the COVID-19 shock. First, the “asset
ratio” for banks, which compelled them to expand their credits and investments in government securities,
was scaled down (subsequently, following additional economic policy measures in November, its phasing
out was decided from end-2020). Second, the exchange-transactions tax which penalised currency
conversions was reduced. Third, the withholding tax on bank deposits was curtailed. Finally, the regulatory
cap which restricted bank’s swap agreements with foreign counterparts was partly relaxed (see Box 1.5
below for more details). These measures were seen as positive steps by domestic and international
investors, towards a more conventional operation of financial markets.
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Table 1.1. Macroeconomic indicators and projections

Annual percentage change, volume (2009 prices)

2016 2017 2018 2019 Projections
Current prices (TRY billion) 2020 2021 2022
Gross domestic product (GDP)' 2,626.6 75 3.0 0.9 02 26 35
Private consumption 1,560.4 5.8 0.7 1.6 0.8 3.9 57
Government consumption 387.0 54 6.5 43 2.7 21 0.1
Gross fixed capital formation 764.5 8.3 0.3 -12.4 5.6 2.6 3.8
Stockbuilding? -28.6 1.0 2.9 0.1 6.2 0.1 0.0
Total domestic demand 2,683.3 74 -1.6 2.1 8.7 3.0 41
Exports of goods and services 606.3 12.4 9.0 49 -19.1 7.6 74
Imports of goods and services 663.1 10.6 6.4 5.3 7.7 9.3 8.8
Net exports? -56.77 0.2 42 3.2 8.5 0.9 0.8
Other indicators (growth rates, unless specified)
GDP deflator 11.0 16.5 13.9 12.6 12.1 9.9
Consumer price index® 111 16.3 15.2 12.2 12.0 10.0
Core inflation index* 10.1 16.5 13.4 11.0 12.0 10.0
Unemployment rate (% of labour force) 10.9 11.0 13.7 13.2 13.7 14.5
Current account balance (% of GDP) 4.7 21 12 4.7 -4.6 4.8

1. Based on working-day adjusted series.

2. Contribution to changes in GDP. Stockbuilding includes statistical discrepancy.

3. Based on yearly average.

4. Consumer price index excluding energy, food, non-alcoholic beverages, alcohol, tobacco and gold.
Source: OECD (2020), OECD Economic Outlook: Statistics and Projections (database).

Macroeconomic developments ahead will be highly sensitive to the sentiment of domestic and international
investors concerning the quality and predictability of fiscal, monetary and financial policy frameworks. The
borrowing needs of businesses and households, and, increasingly, of the public sector increase
vulnerability to any adverse developments in risk premia and exchange rates.

External funding needs will encompass the financing of the current account, the rolling-over of maturing
debt and the need to offset capital outflows. Direct financing needs (net of capital movements) are
projected to reach 29.2% of GDP between October 2020 and October 2021. The renewal of maturing trade
credits (estimated at USD 54.2 billion) and of the deposits of non-residents (USD 68.7 billion) should be
smooth, but rolling-over bank, non-financial business and government debt (USD 58.1 billion) could be
costly and demanding. Supportive international financial conditions are expected to facilitae external
financing in the short-term, absent new tensions, but high risk premia will put pressure on the long-term
sustainability of external debt (as discussed in more detail below).

The macroeconomic outlook is exposed to geopolitical risks. Turkey depends strongly on external trade
and on value chain interactions with trade partners, which expose the economy to both downside and
upside risks from geo-political developments. Interactions and relations with the EU (48% of Turkish
exports in 2019), Near- and Middle-Eastern countries (19% of Turkish exports), the United States (5% %)
and Russia (2.2%) are implicated. The opportunities arising from the restructuring of global value chains
may be affected. On the other hand, improvements in co-operation prospects with the EU, UK, US and
region’s countries could generate new opportunities for Turkish businesses. This applies in particular to
the modernisation of the customs union agreement with the EU (Adar et al., 2020).

The Brexit process will have noticeable implications for Turkey, as it is a large exporter to the UK (6 % of
Turkish merchandise exports in 2019). A Trade Working Group between the two countries is working on
a Free Trade Agreement (FTA) to preserve the existing preferential trade conditions to the extent possible.
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Without such an FTA, key exports such as automotive, machinery, electronics -about 75% of all Turkish
exports to the UK- would face tariff increases of 2 to 18%.

Turkey hosts the largest refugee population in the OECD (3.6 million) and this group is particularly affected
by the COVID-19 crisis. They face higher health risks due to their living conditions (Deutsche Welle,
2020a). They are also estimated to have faced large employment losses as the majority work informally
(Euronews, 2020b). Turkish authorities face therefore additional public health, social and fiscal challenges.
Further refugee inflows may occur. Defense- and security-related spending is large, requiring its integration
in the medium-term public finance framework. There are also, regrettably, natural disaster risks in the
background. Table 1.2 outlines some exceptional events which could lead to additional changes in the
outlook. A section below on well-being and social cohesion discusses some of them in more detail.

Table 1.2. Events that could trigger major changes in the economic outlook

Events Implications
A worsening of the COVID-19 pandemic Further depression of external and domestic demand. Additional contraction of employment and
abroad and at home incomes. Fiscal dilemmas between competing health spending, social solidarity and economic

support programmes could worsen.

A negative confidence shock due to fiscal,  Additional TRY depreciation, increasing risk premia, adverse capital movements and domestic
monetary or financial policy uncertainties financial contagion.

A severe worsening of geo-political tensions  Contraction and reversals in value-chain partnerships of Turkish businesses with selected countries.

involving Turkey Negative impacts from trade and investment restrictions.
A major earthquake Human tolls and crisis management challenges. Important losses of property and production
capacity.

Policy priorities for containing the pandemic and supporting the recovery

Containing and managing the second wave of the pandemic is obviously key for economic recovery. OECD
cross-country insights confirm that good policies pay and various model simulations indicate that, even in
the absence of a general application of a vaccine, additional contagions can be reduced. After long-lasting
solicitations, the resilience of the hospital system and of health professionals became a challenge in the
second wave. Medical associations speak of growing tensions (Ankara Tabip Odasi, 2020), and according
to their estimations (not confirmed by the Ministry of Health) there has been a rise in the number of health
professionals withdrawing, resigning or on long-term sick leave (BBC News, 2020b). The Ministry of Health
declared at the end of October that future resignations of public health personnel will not be accepted
(Turkish Medical Association, 2020b) and announced the recruitment of 12.000 additional health
professionals to support the existing staff and infrastructure. The testing, tracing and tracking system
continues to function intensely (with more than 19.000 teams working full-time throughout the country) but
there are concerns about its being overwhelmed by the resurgence of cases. Further efforts will be needed
to preserve the preparedness and capacities of the public health infrastructure.

The “return to normal life” measures should be backed with stricter enforcement of physical distancing.
Policymakers gained precious experience in fine-tuning lockdowns, selectively confining vulnerable
groups, and isolating clusters. The results obtained so far should be re-assessed to identify the most
effective procedures. As in all OECD countries, special attention should continue to be paid to the quality
and accuracy of tests (OECD, 2020d). The number of cases and fatalities should be monitored and
communicated according to international standards.

While a one-size-fits-all support strategy was justified during the first phase of confinements, policy support
should now be adapted to the varying conditions of sectors, workers, households, and companies in the
second wave. The economy will need to operate under partial confinement for some time as long as an
effective vaccine is not widely applied. The reallocation of workers and capital resources to viable activities
should be facilitated. Measures which postpone the liquidity strains in the business sector as a whole
should be replaced gradually with supports to the post-shock investment capacity of promising firms and
activities. The recommended priorities for Turkey’s support policies in the short run include:
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e Firms and workers in viable activities prevented from operating normally should continue to be
supported. This should notably include the large enterprises with high fixed costs in the tourism,
hospitality and entertainment sectors, which are crucial for Turkey. All firms receiving public support
should be encouraged to prepare for post-pandemic economic conditions, including through re-
training of workers and greening of activities.

e The gap in employment-related social protection between formal and informal workers should be
reduced. For vulnerable families who are not covered by employment-related protections,
temporary but predictable allowances rather than irregular one-off transfers should be put in place.

e Part of the subsidised and guaranteed loans to households and firms can be replaced with targeted
and temporary transfers. For example, the one-off subsidy of TRY 1,000 to the 6 million households
at risk of poverty during the COVID-19 crisis can be converted into a temporary but recurrent
allowance for a limited period.

e For young workers and graduates joining the labour market, further apprenticeship and internship
programmes adapted to the post-COVID world should be put in place. Enterprises which benefit
from government aids should be encouraged to implement such programmes. A temporary
exemption of employer and employee social security costs could be granted to all young workers
(in addition to the already existing “easy employer” scheme, which cuts social security contributions
for firms employing young workers for less than 10 days per month).

e Additional policy measures should ensure that working-age recipients of unemployment benefits
and other social help actively look for jobs, and participate effectively to the re-training programmes
on offer.

Strengthening macroeconomic fundamentals after the shock

Re-balancing demand and securing external sustainability

To shift to a sustainable growth path after the COVID-19 shock, Turkish economy needs to address its
central structural imbalance. Growth is excessively driven by domestic consumption. Every time the
economy operates closer to full employment, the current account deficit widens. The resulting dependence
on foreign savings has entrenched under generally benign international funding conditions after the global
financial crisis. Dynamic growth of domestic consumption under such circumstances typically fuels
domestic price pressures, feeding into inflation inertia, triggering episodes of real exchange rate
appreciation, and weakening external competitiveness. There have been periodical corrections through
balance of payment strains, and related exchange-rate depreciation shocks, most recently in 2018, but
they have not delivered durable adjustments. The impact of the 2020 depreciation remains still uncertain.

Policymakers have tried to re-balance the economy periodically but could not surmount the underyling
structural challenge. Policy measures aimed at curbing household consumption, lifting-up household
savings, and stimulating exports started to pay off (Figure 1.4). However, the re-orientation of the supply
side of the economy towards exports has remained too slow and the aggregate supply potential could not
expand at a pace fast enough to absorb the trend increase in the labour force (Figure 1.4 Panel D). This
dilemma impelled policymakers to periodically revert to domestic demand stimulation, as they have done
again after the 2018 shock and during the COVID-19 crisis.

This growth pattern has led to a steady deterioration in Turkey’s net international investment position (with
a pause between 2018 and 2020, due to the cyclical impact of growth shocks and to the deleveraging
efforts of the private sector). Beyond cyclical effects, the gross external debt stock is on an upward trend.
Absent structural change, the external debt-to-GDP ratio will remain a concern for the sustainability of
growth (Figure 1.5). As discussed in the thematic chapter, improving productivity and international
competitiveness will be crucial for reverting to a sustainable growth trajectory. Fuller use can then be made
of the economy’s resources, more and better jobs can be created, and people’s living standards can be
raised without falling into stop-and-go cycles.
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External sustainability can also be improved by reducing international investors’ risk perceptions. Turkey’s
risk premium has risen since the onset of the COVID-19 crisis from an already high level - before declining
at the end of 2020. While it had improved thanks to fundamental institutional reforms in the 2000s,
permitting an outstanding decline in the economy’s funding costs (Goneng et al., 2010), risk premia had
increased again in the 2010s as policy and institutional uncertainties augmented (Box 1.2). In mid-October
2020, Turkey’s 10-year government borrowing costs in USD reached 6.8% against 5.2% for South Africa,
3.6% for Brasil, 2.8% for Poland and 2.7% for Mexico. Reducing policy and institutional uncertainties would
ease investors’ risk perceptions, lessen external funding costs, stimulate non-debt capital inflows and
enhance external debt sustainability (Box 1.2).

Figure 1.4. Re-balancing has made progress, but with slower growth and job creation

A. Share of household consumption in GDP B. Gross national saving
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The discovery of natural gas reserves on Turkey’s Black Sea coast in August 2020 (estimated at 400 cubic
meters) may positively affect structural external balances - independently from events in the Eastern
Mediterranean. Yearly energy imports equal roughly the structural trade deficit. Natural gas imports
gravitate around 45 billion cubic metres, corresponding to nearly 2% of annual GDP (depending on energy
prices and on the business cycle). The contribution of the new gas reserve would depend on the pace of
exploitation. The authorities estimate that exploitation can start in 2023 and that the energy bill can be
reduced by 0.3-0.4% of GDP starting from that year. There are reports that additional reserves may be
discovered.
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Figure 1.5. External debt is expanding strongly
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Box 1.2. Curbing the high risk premia

Turkey's risk premia and external financing costs are very high in international comparison, for both credits
and equities (Figure 1.6).

GDP growth, price stability, and the quality of governance institutions are key determinants of Turkey’s risk
premia (Gul, 2020a). Technological progress in the business sector helps reduce the risk premium as
investigated in earlier OECD Surveys (OECD, 2018; Ozmen, 2019). Statistical analyses confirm that high
risk premia pass through to lending rates and capital costs (Giil, 2020b).

High risk premia reflect on stock prices, by increasing the discount rate of investors. This is one of the
drivers of the differentiation of the price/earnings ratios of listed firms. Panel B of Figure 1.6 provides a
proxy of international differences in equity capital costs. In October 2020, the top 100 Turkish firms were
trading at a 54% discount from emerging market peers, hinting at very high risk premia (Oyak Yatirim,
2020).

If Turkey could reduce its risk premia to the levels observed in the 2000s, external and internal debt
sustainability would improve (Figure 1.5, Panel E and Figure 1.10). More stable funding costs would reduce
the risks of balance of payment crises, decrease credit and equity capital costs, and stimulate investment
and growth.

Figure 1.6. Risk premia are excessive and should be reduced
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Moving to a more transparent and predictable fiscal framework

Turkey went into the COVID-19 crisis with a public deficit of 2.9% of GDP in 2019 and, despite the low
level of public debt, extensive off-balance sheet commitments (Figure 1.9). This resulted from the massive
government stimulus provided in 2019. At the beginning of 2020, staff expenditures had significantly grown
due to job creation in the public sector. Higher borrowing costs had also lifted interest expenditures. In
contrast, COVID-19-related on-budget costs had remained relatively limited in the first wave of the
pandemic. According to the IMF Fiscal Monitor database, COVID-19-related spending and foregone
revenues amounted to about 0.2% of GDP by mid-June 2020. The government has estimated these direct
budget costs at 0.7% of GDP by the end of July (including the costs of the short-term working arrangement,
the unpaid leave scheme, the additional unemployment insurance payments, and the one-off social
support for the families in need).

The mainstay of Turkey’s COVID-19 support policies in the first wave was quasi-fiscal, not directly affecting
the net lending of the government (see Box 1.1). Public bank loans and government loan guarantees, and,
to a smaller extent, equity injections in financial and non-financial firms formed the backbone of government
actions (Figure 1.7). Such ‘below-the-line’ supports amounted to 9.1% of GDP in the first five months of
2020 according to the IMF Fiscal Monitor database, going well beyond the emerging market ‘below-the-
line’ average of 2% of GDP.

This distinct support system had distinct impacts on Turkey’s public finances, business and household
balance sheets and on the financial system as a whole:

o Ultimate impact on public finances. A sizeable share of the quasi-fiscal support offered during
the first wave of the COVID-19 shock may turn into explicit fiscal costs. This is expected to result
from the social security debt accumulated in the health system (Ministry of Development, 2018),
which increased during the pandemic, and from loan defaults and calls on government guarantees.
Even if Turkish banks entered the pandemic with, in principle, robust capital structures (Figure 1.8),
the system’s non-performing loan (NPL) ratio increased from below 3% in early 2018 to 5.3% in
January 2020 (a still low level given the severity of the 2018 shock in international comparison -
Ari et al., 2020). It then declined to 4.1% by the end of August 2020, reflecting the fast expansion
of new loans, the re-scheduling of existing loans under policy guidance, and the relaxation of loan
classification methodologies along international recommendations (there is international
consensus on the need to avoid classifying loans as non-performing after the standard 90 days
delinquency during the pandemic). In its Financial Stability Report in November 2020, the central
bank documented that while non-performing loan ratios improved in Turkish banks between 2019
and 2020 as a result of these restructurings and reclassifications, “loans under close scrutiny”
account for around 10% of credit portfolios (CBRT, 2020b). Traditionally, 15% of these loans tend
to turn non-performing but this proportion may worsen under demanding circumstances.

The loan classifications that the banking regulator (BRSA) has been implementing since 2019 and
according to the latest international standards (IFRS 9) will permit a more refined monitoring of
loan quality. The BRSA and The Banks Association of Turkey (TBA) are publishing detailed
financial information on bank balance sheets on their websites (on a sectoral basis on the BRSA
website and on individual banks on the TBA website) and these reports, with the help of
internationally comparable classifications, will enable more refined data driven analyses of bank
balance sheets by third-parties in the future. The quarterly external audit reports are also publicly
available. Nevertheless there were qualms about the asset quality of some Turkish banks before
the pandemic (IMF, 2019; European Bank for Reconstruction and Development, 2020). They were
related to the suspected evergreening of bad loans in recent years (IMF, 2019).

The challenge concerning loan quality was amplified after the COVID-19 shock. The policy-
stimulated credit growth in 2020, due to its exceptional pace, is expected to have reduced loan
quality. The volume of public and private credits increased sharply between March and August
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2020 (Figure 1.7). The guarantee provision capacity of the Credit Guarantee Fund was doubled in
March 2020 (from TRY 250 billion to TRY 500 billion) and actual loan guarantees increased by
52% between June 2019 and June 2020. A significant share of these loans and guarantees were
granted to households, firms and self-employed under financial constraints, which may be
expected to continue to face strains during the second wave of the pandemic. While the budgetary
impact of the loans extended by the Credit Guarantee Fund is limited to 10% of the outstanding
loan amount, and both public and private banks classify and provision for their risky loans under
the same standards, current indicators of loan quality, including the non-performing loan ratios,
may fall short of highlighting sizeable future contingencies. The potential cost of loan defaults to
public banks for public finances should be estimated, including under adverse scenarios.

The recommended Fiscal Policy Report can present this information. The banking regulator as well
as independent third-party analysts can contribute to prospective analyses. OECD recommends
the publication of asset quality reviews for individual banks and for the banking system as a whole
(OECD, 2020n; European Banking Authority, 2020). Turkey is one of the few OECD countries not
releasing stress test results for individual banks, out of concern for undue market impacts under
limited financial literacy. Even though there is no general requirement with respect to Basel
standards on publishing individual banks’ stress tests, disclosures can increase domestic and
international confidence in the resilience of the banking sector (BIS, 2018). Cross-country research
suggests that such disclosures are welfare-enhancing (OECD, 2020n).

Faced with macroeconomic sustainability concerns in markets, Turkish policymakers scaled down
their quasi-fiscal activism from late August. Loan growth moderated, but stayed above historical
trends until the very end of the year (Figure 1. 7). Loan conditions were tightened. Interest rates
on public banks’ housing credits were, for example, raised from 8.4% in June to 11.3% by mid-
summer and to 16-24% by the end of September. Rates on so-called “emergency loans” for
households increased from around 15% in June to between 20-30% at the end of September. The
banking regulator reduced its regulatory “asset ratio” in two steps, in August and September, to
reduce its expansionary impact and, ultimately, phased it out from 31 December 2020.

Figure 1.7. Credit growth was exceptional after the COVID-19 shock
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Figure 1.8. Banks have weathered the 2018 strains but will come under pressure after the pandemic
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Source: IMF (2020), IMF Financial Soundness Indicators Database and Banking Regulatory and Supervisory Authority (BRSA).

StatLink Sa=ra https:/stat.link/xb210t

e Debt burdens for businesses and households. Despite starting from a comparatively moderate
level in international comparison, total debt accumulation since the onset of the pandemic amplified
the risks of debt overhang in many businesses, and of excessive debt leverage in many
households. Business debt as a share of GDP had soared before the pandemic, from 35% in 2009
to 69% in 2018 — one of the sharpest increases in the world. It settled at 66% in 2019, after active
de-leveraging by businesses following the 2018 financial turmoil and mounted again through 2020.
In keeping with the balance sheet analyses of the 2018 OECD Economic Survey of Turkey, young
start-ups and medium-sized firms should face the highest risks of debt overhang. Industrial
investment will suffer, notably in capital-intensive activities with high digitalisation needs such as
tourism (Dunya, 2020) and retail trade. Business bankruptcies, which were adjourned between
March and June 2020 will unavoidably grow. They increased by 10% over a year ago in August
and an international study projected them to increase by more than 30% in 2021 - alongside a
cross-country surge of 35% (KPGM, 2020). Turkey’s high risk premia is affecting adversely the
feasibility and cost of financial restructurings.

OECD ECONOMIC SURVEYS: TURKEY 2021 © OECD 2021


https://stat.link/xb210t

36 |

Household debt was, at first sight, at benign levels in international comparison before the COVID-
19 shock — at around 15% of GDP. It will increase during the pandemic as a result of loan-centred
supports. It already increased by 33% between January 2019 and September 2020. The OECD
Secretariat estimates that it may have reached 20% of GDP by the end of 2020 and a private
forecaster projects it at 25% in 2022 (Trading Economics, 2020). This pace of expansion of credits
is a source of risk for their quality (Alessi and Detken, 2018). The allocation of credits between
different types of households will bear on their macroeconomic and social impact. Low-income
households (for whom credits are the main source of income replacement to finance basic needs)
will be constrained by excessive leverage. In contrast, households sheltered by social safety nets
can use the subsidised loan packages for more discretionary purchases and can continue to
borrow.

Systemic impacts on the financial system. The underlying developments in the financial system
were accelerated by the COVID-19 shock. The share of government-owned financial institutions
expanded, furthering a development that started in 2018. Guidances and regulations related to
capital allocation, including those introduced as macro-prudential tools, have expanded. This
included a constraining “asset ratio” for banks which penalised them if their pace of credit extension
and security purchases fell below targeted rates (BRSA, 2020a). In the context of the monetary
and financial policies introduced from November 2020 this regulation is repealed from 31
December 2020.

Banking has a central role in the Turkish economy (the correlation between credits and the
business cycle is the highest among all countries reviewed by the Institute of International Finance
in 2019). Fundamental reforms during the 2000s made commercial banks competitive, well
capitalised and well regulated. However, one structural flaw was the tendency of commercial banks
to engage in pro-cyclical lending as in other OECD countries (Huizinga and Laeven, 2019; Colak
et al., 2019). Whereas Turkey’s public banks are subject to the same legislation as private banks,
and are in principle run under the same corporate governance rules, they undertook active
countercyclical policies after the 2018 financial turmoil and during the pandemic. This has been
visible in the divergence of their lending behaviour from private commercial banks during these
downturns (Figure 1.7).

The establishment of a Sovereign Wealth Fund (Turkiye Varlik Fonu - TVF), with the aim of
“providing resources for Turkey’s strategic investments” mirrors the same approach in equity
financing (Box 1.3). In September 2020, the President also announced an intention to use the
retirement savings accumulated in the 2nd pillar pension system (BES, worth approximately 3.5%
of GDP as of September 2020 ) “as long-term and low-cost funding sources for the real economy”.
No further details were made public. The BES system is currently managed by a competitive
pension fund management industry (OECD, 2019c).

Government-owned banks generated 72% of the net credit increase in 2019, and more than 60%
in the first half of 2020. Their weight in financial intermediation raises new challenges. While
banking regulations are line with international good practices, and Turkey complies with Basel
rules, extensive reliance on public banks raises risks. A recent analysis of government-owned
banks’ lending found that it is strongly affected by Turkey’s national political cycle as well as local
political circumstances (Bircan and Saka, 2019). Once the most acute phase of the COVID-19
pandemic is over, a transparent environment should be restored between different types of
financial institutions. Public banks’ corporate governance practices, their competiton conditions
with private banks, and the financing of their public service obligations should be closely examined
in the light of international good practices (OECD, 2015c). Banking regulators should involve the
Turkish Competitiion Authority to ensure a level playing field between public and private banks -
as well as between public and private borrowers in access to finance. Such efforts would improve
the pricing of risks and the efficiency of credit allocation.
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Quasi-fiscal channels helped minimise the burden of the pandemic on public finances in the first wave,
facilitated the distribution of liquidities, and rendered part of the transfers reimbursable. At the same time,
the transparency of the support package, its targeting to businesses and households most in need, and its
consolidation in a coherent macroeconomic framework was made more difficult. To support the recovery:

e Fiscal policy should replace concessional credits to eligible households and businesses with
reduced prospects to reimburse their loans, by direct temporary transfers. Fiscal room is available
for such a re-balancing of support channels.

e Fiscal tightening should resume only gradually, once the recovery is firmly underway.

e The contingent liabilities that public bank loans and government loan guarantees raise for public
finances (not only the guarantees underwritten by the Treasury) should be transparently gauged.

e As long as the pandemic is not under control, all room available for fiscal support should be
preserved for helping the health system and the households and businesses in need. Lesser
priority plans should be postponed, to preserve room for rapid fiscal response to changing needs.

Figure 1.9. The fiscal stance loosened considerably already before the COVID-19 shock
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Note: Panel A and B for 2020 and 2021 are IMF projections. See the Statistical Appendix in the publication below for more details.
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revenues and expenditures. 2020 GDP is OECD estimate.
3. Targets are obtained from Medium Term Programs (New Economic Programs). Realisation estimate for 2020.
Source: IMF (2020), Fiscal Monitor, October 2020, Ministry of Treasury and Finance of Turkey, TurkStat, and Presidency of Turkey, Presidency
of Strategy and Budget.
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Box 1.3. The Sovereign Wealth Fund (TVF)

Turkey’s Sovereign Wealth Fund (TVF) was created with a special law in 2016. It became part of the
Presidency in 2018, the President becoming its Chairman of the Board and the Minister of Treasury
and Finance its Deputy Chairman. Its board composition, its special legal status and its strategic
mandate make it a unique entity. It aims at “developing and increasing the value of Turkey’s strategic
assets, at providing equity for Turkey’s strategic investments, at financing large infrastructural projects,
at deepening the local capital markets, at stimulating employment, and at supporting Turkey's
international economic objectives” (TVF, 2020). It is expected to “help reduce Turkey’s chronic current
account deficit by investing in petrochemical, mining and energy sectors”.

As of October 2020 the Fund was led by Mr.Z. Sonmez, the former Turkey head of Malaysia’s national
wealth fund Khazanah, who described TVF as “an Asian style asset-based development fund inspired
by Singapore’s Temasek and Malaysia’s Khazanah”.

A large set of government assets were transferred to TVF. Its portfolio comprises listed and non-listed
firms in various sectors, including financial services, energy and mining, transportation and logistics,
technology and telecommunications, agriculture and food - including Turkish Airlines, Turkish
Petroleum, Ziraat Bank and Turkish Post. According to its consolidated financial statements at the end
of 2019 its total assets reached TRY 1.46 trillion (US $ 245 billion at that date) and its net equity TRY
234.54 billion (USD 39 billion).

TVF has access to a variety of funding sources, including cash and assets that may be transferred from
other public institutions; dividend, rental and royalty income from the assets it owns; and direct funding
from local and international financial markets.

It was granted immunity from a range of laws and regulations including the Law on the Court of Accounts
(it is not audited by the Court of Accounts) and the Law on the Protection of Competition. This could
reduce competition in the markets and activities where TVF intervenes. It is also exempt from certain
taxes and charges including the stamp duty, income and corporate taxes, tax deductions and from the
fees of the Borsa Istanbul. Under Turkey’s Banking Law (No. 5411) the loans to be made available to
risk groups defined in the Banking Law cannot exceed twenty-five percent of their own equities.
However, according to an amendment in this Law in February 2020, TVF is exempted from this limitation
as it is not included in the designated risk groups.

TVF’s 2018 and 2019 financial statements were audited according to International Financial Reporting
Standards (IFRS). It is a member of the International Forum of Sovereign Wealth Funds and has
committed to comply with its ‘Santiago Principles’ (SWF, 2008). TVF could also draw on OECD’s
“Guidance on Sovereign Wealth Funds” (OECD, 2008). This guidance contains principles and
safeguards to help countries with both such funds and those receiving their investments to facilitate
their operation in a transparent and open framework.
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Boosting long-term fiscal credibility

Once the recovery takes hold, the medium-to-long term sustainability of public finances should be
improved. OECD’s public debt projections presented in Figure 1.10, which take into account the costs of
the COVID-19 shock, show that the prudent ‘fiscal policy debt limit" estimated at 35-40% of GDP (see
below) is already breached, and will be difficult to restore in the period ahead. Under unchanged policies,
the public debt/GDP ratio is projected to increase strongly. Ageing-related spending as a result of the
closure of Turkey’s demographic window around 2025-2030 is expected to bear on debt dynamics.

Recent changes in the composition of government debt, including its lower average maturity and the higher
share of floating rate and foreign currency borrowings increased vulnerability to adverse developments in
exchange and interest rates (Ministry of Treasury and Finance, 2020). In November 2020, the authorities
announced an intention to increase again the share of long-term Turkish Lira borrowings. The outlook
may turn more straining if the contingent liabilities accumulated during the COVID-19 shock move on
balance sheet. This risk is not taken into account in the projections of Figure 1.10. Public debt dynamics
could in contrast improve if Turkey’s trend growth rate is lifted-up and if risk premia and real interest rates
are reduced thanks to the reforms recommended in this Survey (Figure 1.10).

Turkey’s room for fiscal manoeuvre would increase if its status on financial markets were upgraded. This
would create fiscal space in the event of a renewed worsening of the pandemic, and would allow time to
strengthen the public finances once the recovery is on track. An estimate based on past responses of
Turkey’s risk premia to alternative public debt trajectories suggests that the public debt-to-GDP ratio should
stay below the 50-55% band in order to cope with persisting exchange and interest rate risks. Once the
public debt ratio reaches the 30-40% band, the countercyclical impact of fiscal stimuli starts to weaken,
due to adverse impacts on risk premia and market interest rates (fiscal policy debt limit as discussed in
Ozatay, 2019). Such thresholds will vary in the post-pandemic world as a result of changes in global public
finance benchmarks, but these considerations should be taken into account in the long-term planning of
fiscal policy.

The reduction of general government debt from around 76% of GDP in 2001 to around 38% in 2008 —
which positively decoupled Turkey from several other OECD countries — was a major achievement of
Turkish macroeconomic policy (OECD, 2010). It triggered a massive fall in Turkey’s risk premia and
created much welcome room for countercyclical fiscal policy. This room was effectively utilised following
the global financial crisis, and more aggressively in the recent period, both after the 2018 and COVID-19
shocks.

Strengthening fiscal institutions would help improve the management of public finances and market
credibility in the current circumstances (Box 1.4). Four goals matter most:

e General government accounts should be reported according to international national accounting
standards. These should be used as the central planning and communication instrument of fiscal
policy. Government accounts are currently published by different agencies (including the Ministry
of Treasury and Finance, the Strategy and Budget Unit of the Presidency, and Turkstat) using the
same basic data (from the General Directorate of Accounting of the Ministry of Finance) but along
their specific methodologies. There are only slight differences between these methodologies and
each one has its respective utility, but the planning and communication of fiscal policy should be
unified around a common set of international national accounting standards. This would facilitate
the timely generation of general government accounts, their international comparability and their
monitoring and analysis on a cyclically-adjusted basis. Central budget outcomes (significantly
narrower than general government outcomes) should be focused at principally for high frequency
indicators.
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e A Fiscal Policy Report, on the model of the Central Bank’s Inflation and Financial Stability reports,
based on quarterly general government accounts, should review the totality of the above-the-line
and below-the-line public revenues and expenditures, and below-the-line contingent liabilities.

e Once the exceptional public finance conditions of the COVID-19 shock are behind, a fiscal rule
should be re-introduced under the surveillance of an independent Fiscal Council, as in many other
OECD countries. The rule developed in 2010 (but then not implemented) remains well adapted to
Turkey’s circumstances (see Box 1.4).

e Ataxreform is compelling on both economic and social grounds. A key priority should be reducing
labour taxes as discussed later in this chapter. Social protection should be financed from more
employment-friendly sources. The recurrent tax amnesties should be discontinued. The recent
digital taxes should be re-examined in the light of ongoing international co-operation (OECD,
2019h).

Box 1.4. Upgrading fiscal institutions

Building confidence in the long-term sustainability of public finances is essential. This should implicate
both general government finances and quasi-fiscal and contingent liabilities. The 2005 Law on Public
Financial Management and Control (Law 5018) should be fully enforced to this effect. This legislation
defined a comprehensive fiscal policy framework (Yilmaz and Tosun, 2010). It prescribed a programme-
based spending framework, area specific funding ceilings, performance benchmarks, and a good
financial control and audit system. It vested the Court of Accounts and the Parliamentary Budget and
Planning Commission with the task of monitoring the actual fiscal position, including off-budget
liabilities.

Three streams of off-budget liabilities deserve special attention in Turkey:

e The contingent liabilities of public financial institutions, including government-owned banks
(Ziraat, Halkbank and Vakifbank), the Eximbank, the Development and Investment Bank, the
Sovereign Wealth Fund and the Credit Guarantee Fund. The liabilities of these institutions
expanded strongly following the August 2018 financial turmoil and the COVID-19 crisis.

e The contingent liabilities of public-private partnerships (PPPs). Turkish PPPs reached the
highest average investment size per project among all emerging countries — they are estimated
at almost USD 600 million per project by the World Bank. On the other hand, according to the
Turkish Presidency Strategy and Budget Unit database, the average investment size of PPPs
is slightly above USD 300 million. More than 250 PPP projects in a wide range of activities were
operational in 2020 (Table 1.3). Yearly disbursements for realised liabilities are published, but
a prospective analysis of the obligations that may arise in the future is not available. These
obligations will depend on commercial and financial contingencies — such as those currently
experienced in airports. They may reach very high levels.

Table 1.3. Public-private partnerships*

Sectors Motorways ~ Airports ~ Energy Health Ports Industrial Marinas Border Railways
facilities facilities Gates
Projects (Number) 41 18 97 18 23 2 18 23 1
Investment  amount 23.6 19.1 18.2 10.5 21 1.5 1.3 0.6 0.3
(US$ Billion)
* As of January 2020.

Source: Strategy and Budget Unit of the Presidency of the Republic.
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e Public pensions. Pensions are not included in public debt in a conventional sense. They
represent nonetheless a substantial liability for public finances and should be properly assessed
in efforts to secure their sustainability. The closure of Turkey’s demographic window around
2025-2030 is an important challenge (OECD, 2018a). Low average retirement ages, low
contributor/beneficiary ratios, and the uncertainties concerning the indexation of future pension
benefits create financial risks. Scenarios for long-term financial balances of public pensions
should be regularly published in the recommended Fiscal Policy Report.

A formal fiscal rule adapted to Turkey’s circumstances, as was designed in 2010, should also be put
on the agenda. This design was backed by the OECD at its inception (OECD, 2010). It was a “growth-
based balance rule”, setting a ceiling for the annual general government deficit, which would be a
function of: i) the general government deficit in the previous year; ii) the deviation of the previous year’s
deficit from the long-term deficit target; and iii) the deviation of the GDP growth of the current year from
the trend growth rate.

The objective of the 2010 fiscal rule was to maintain the public debt/GDP ratio at around 30% in the
long-term. Policymakers were given three “windows” in the course of each year to adapt fiscal policies
to the requirements of the rule: i) in the spring of the year t — 1, when preparing the medium-term
economic framework of the year t; ii) in the fall of the year t — 1 when finalising the budget for the
Parliament; and iii) in the spring of the year t, when the growth and fiscal outlook become more precise.

If a fiscal rule of this type, which is well-adapted to Turkey’s circumstances is implemented, an
independent Fiscal Council can be vested with its monitoring and implementation as in other OECD
countries.

Figure 1.10. High interest costs and ageing create pressures on public debt

General government debt, percent of GDP
0 % of GDP

Baseline Higher ageing costs = = = Structural reforms Lower risk premia

75

60

45

30

2006 2008 2010 2012 2014 2016 2018 2020 2022 2024 2026 2028 2030 2032 2034 2036 2038 2040

Note: The baseline scenario assumes a primary balance deteriorated at -2.5% of GDP in 2020 followed by a deficit of -1.5% in 2021, then
stabilised at -0.6% of GDP throughout the projection period. GDP growth paths are based on the scenarios presented in the last section of this
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below the baseline on USD debt).

Source: OECD Secretariat projections.

StatLink Sa=r https:/stat.link/rbeztd
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Stabilising inflation and increasing monetary policy credibility

The COVID-19 shock amplified the longstanding challenges of Turkey’s monetary policy (OECD, 2018a).
Inflation is high, stuck at a level well above the official target of 5% and its responsiveness to the cyclical
position of the economy is low (Figure 1.11). In the face of the high output and employment cost of
disinflation, and under the appeals of the executive authority, the central bank has long been perceived by
international investors as prioritising growth and employment over price stability (Goldman Sachs, 2020;
Citibank, 2020). Furthermore, during periods of decline in risk appetite in international markets, capital
outflows tend to lead Turkish authorities to try to contain exchange rate depreciation through direct and
indirect interventions. This tends to generate tensions with Turkey’s officialy open capital account, currency
convertibility and floating exchange-rate regimes — compounding investor uncertainties. The COVID-19
shock has amplified this policy conundrum:

Increases in inflation. Inflation and inflation expectations augmented after the COVID-19 shock
from an already high level (Figure 1.11). Additional price pressures resulted from exchange rate
depreciation, cost increases in value chains, changes in work organisations, and, in certain markets
such as housing and motor vehicles, from credit-fuelled demand. Inflation expectations picked up
and remained significantly above the official inflation target as well as the official inflation projection
(that the central bank asserts as “an interim target when inflation deviates significantly from target”-
CBRT, 2019a). The central bank lifted its end-year inflation projection from 7.4% in April 2020 to
8.9% in July and 12.1% in October. Market expectations reached 12.5% in November, whereas
actual inflation reached 14% in November and 14.6% in December, heralding a further worsening
in expectations.

Monetary stimulus through new channels. In response to the COVID-19 shock, the Central
Bank announced various “Measures Against the Economic and Financial Impacts of the
Coronavirus” (Box 1.1). It slashed its policy rate to 8.25% in May and pulled down the real policy
rate to negative territory (both on an ex-post and ex-ante basis). It launched quantitative supports
as in other emerging countries (Benigno et al., 2020), offering additional liquidity windows for
banks, larger rediscount facilities for businesses, and higher ceilings for government securities in
its portfolio. As a result, the monetary base, the size of the central bank’s balance sheet and total
money supply have all expanded (Figure 1.11, Panels E and F). By August, the expansion of
money supply (M1) was the fastest among emerging countries and reached an annual increase of
70% -- against an emerging countries median of 11%. These developments increased
uncertainties about the viability of the official inflation target.

Faced with an acceleration of capital outflows and exchange rate depreciation through Summer,
the Central Bank took tightening steps. It started to tighten liquidity in August, raised the policy
interest rate by 200 basis points to 10.25% at the end of September, and a further 475 basis points
to 15% in mid-November. Between these two increases, it refrained from lifting up the policy rate
directly, and tightened liquidity indirectly by offering funding through higher cost channels. This
increased its effective funding rate to 13.40% by the end of October, but, despite this significant
tightening, the divergence between official and effective monetary stances was interpreted by
markets as a sign of political constraints to the independence of the Central Bank. These
constraints had increased after legislative changes in 2019 which shortened the tenure of the top
management of the Bank and facilitated conditions for its removal (actually permitting the removal
of one governor in mid-2019). All in all, developments during the COVID-19 crisis increased market
uncertainties over the future course of monetary policy, fuelled risk premia and accelerated
exchange rate depreciation until November 2020. Against this backdrop, the appointment of a new
governor in November 2020, with the Bank re-iterating price stability as its fundamental objective,
associated with a consequential increase in the policy interest rate and its re-confirmation as the
main channel of liquidity provision improved investor expectations. Risk premia and exchange rates
eased.
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Both policy and effective funding rates had stayed in negative territory in real terms (on an ex post
as well as ex ante basis, as discounted by current and expected inflation) during most of 2020.
They turned positive only in November. If expectations do not converge with the Bank’s inflation
target and projections in the period ahead, and if risk premia and exchange rates are not durably
appeased, the real rate would need to be lifted up further. It would need to be kept firmly and
consistently in positive territory to regain credibility for monetary policy.

o Capital flight and capital flow management. Several measures were taken in the past two years
to reduce capital outflows and counter exchange-rate depreciation. These included taxation of
foreign exchange operations, restrictions on foreign exchange derivatives, limits on foreign
exchange operations of banks, and new regulations to curb “manipulative and abusive behaviour”
in financial markets (Box 1.5). Public banks also intervened to help stabilise the currency, which
increased their open position to around double the amount of the normally authorised regulatory
limit in summer (38% vs. 20% in the first week of August). This was subsequently corrected by
public banks increasing their foreign currency-denominated assets. These interventions created
uncertainties on the degree of capital account openness, currency convertibility and exchange rate
flexibility. Some of these measures started to be rolled back from late September (BRSA, 2020b).

e Foreign exchange reserves shrank as a result of these interventions. Gross foreign currency
reserves fell from USD 106 billion in March 2014 (11.3% of 2014 GDP), to USD 85 billion in March
2018, USD 54 billion in May 2020, and USD 40 billion in August 2020 (5.3% of 2019 GDP).
Compliance with the standard reserve adequacy metrics of the IMF fell from the minimum required
level of 100% in March 2014 to 67% in mid-May 2020 according to the official estimation of the
IMF (IMF, 2020).

Net reserves -- foreign exchange assets minus liabilities- also declined. According to the CBRT
definition, they fell from USD 36.8 billion in January 2020 to USD 23.3 billion in August 2020.
According to a wider non-official definition (which also subtracts the short-term swap resources,
assimilated to short-term debt) they fell, during the same period, from USD 17.8 billion in January
2020 to USD - 8.8 billion in June and to USD - 35.3 billion in August (a negative position) (Egilmez,
2020a). There is market demand for more detailed net reserve gauges. This invites the publication
of complementary indicators of the net reserve situation and active communication according to
these market demands.

Swaps with foreign (central) and domestic (commercial) banks were indeed the main source of
external funding for the central bank during 2020. They represented 63% of its gross reserves
(including gold) at the end of June and 76% at the end of August. The authorities aim to establish
additional international swap agreements to improve gross reserves. International swap
transactions with other Central Banks are also used for supporting international trade with local
currencies. Such agreements, or other international arrangements offering stable external funding
options, would help, given sizable external liabilities and dependence on short-term funding.

All in all, monetary policy interventions in response to the COVID-19 shock backed economic activity,
provided liquidity to the banking system, supported the exchange rate, helped to prevent a surge in
corporate insolvencies and eased the financing of the Treasury. However, they also exacerbated
uncertainties about the multiple objectives and instruments of the central bank. Exchange rate
interventions by public banks — which are not publicly communicated — have amplified contingent liabilities
for public finances.

This monetary policy framework has contributed to dollarisation. The dollarisation of households’ and
businesses’ bank deposits, and large firms’ liabilities, is high in Turkey. While dollarisation shrank following
2000s’ reforms, as confidence built-up for the Turkish Lira, it rose again in the 2010s, passing, for bank
deposits, above 40% in 2015 and 50% in early 2020. It further increased after the COVID-19 shock,
boosted by negative real interest rates and uncertainties on the path of monetary policy, attaining 56% for
household deposits in November. Dollarisation undermines the efficacy of monetary policy and adds to the
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volatility of the exchange rate (Estevao and Everaert, 2016). International research on its determinants find
that curbing inflation and improving macroeconomic stability reduce it strongly. It also suggests that
administrative measures to limit dollarisation (Turkish authorities took periodically such measures,
although at a moderate intensity) increases the economy’s funding costs as long as fundamentals are not
strengthened (Ergun et al., 2017).

Foreign investors have withdrawn from Turkish Lira-denominated financial markets in a more structural
way. The share of foreign investors in the outstanding stock of government bonds fell from 20-25%
between 2012-2018, to 10% in 2019, and to below 4% in July 2020, despite favourable global capital
market conditions over much of this period. Exits from bond and equity markets reached respectively USD
7.6 billion and USD 5.8 billion in the first ten months of 2020.

International experience suggests that policy interventions and capital controls leading to such withdrawals
may negatively affect long-term investment and growth (Andreasen et al., 2019). Recent research on
vulnerable emerging economies suggests at the same time that well-confined capital flow and foreign
exchange-rate measures, if implemented on a transparent and rule-based mode as prescribed by the
OECD Code of Liberalisation of Capital Movements (OECD, 2020f), may have stabilising effects on output
and employment (Adrian and Gopinath, 2020). Research also suggests that monetary policy rules
responding to real exchange rate, asset price and credit spread developments, in addition to standard
inflation and output gaps, may be effective in emerging economies (Mimir and Sunel, 2019).

To strengthen and consolidate market confidence, monetary policymakers should aim at:

e Restoring domestic and international confidence in the independence of the Central Bank.
Legislative measures reinforcing the inamovibility and extending the tenure of its management
would send the strongest signal.

e The real policy interest rate should be kept in positive territory as long as inflation and inflation
expectations diverge from official projections and targets.

e The Central Bank should spell out a strategy for rolling back, as soon as circumstances permit, the
exceptional pandemic liquidity measures, as emphasised in its policy statements.

e Capital flow management measures and exchange interventions should be resorted to only in
exceptional circumstances and in accordance with the OECD Code of Liberalisation of Capital
Movements.

e Foreign reserves should be replenished as conditions allow. In addition to standard reports on their
level, as currently available according to international standards, active communication by the
central bank on various aspects of its reserve position according to the information needs of
financial markets, including with the help of published research, would improve confidence.

e Various public concerns about statistical methodology, data source and data quality issues related
to inflation and monetary policy should be explicitly addressed (even when they may be misplaced).
Central bank’s high-quality analysis and communication instruments such as the Inflation and
Financial Stability Reports can be used for this purpose.
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Figure 1.11. Monetary policy has failed to ach
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Box 1.5. Capital flows and exchange rate measures

The Central Bank (CBRT) and the Banking Supervisory Authority (BRSA) implement several measures
impacting on capital flows and the exchange rate. CBRT has a legal responsibility to steer the value of the
national currency and has been very active in this area since the 2018 shock. Its official policy document
states that “the Central Bank has no nominal or real exchange rate target” but “if the exchange rates deviate
significantly from economic fundamentals and their movements permanently affect price stability or pose
risks to financial stability, it will respond with the instruments at its disposal.”.

Exchange rate measures take place under Turkey’s fully liberalised capital account and floating exchange-
rate regime, which have served the economy well over the past two decades. They permitted to bring in
large amounts of foreign savings and provided an adjustment mechanism for macroeconomic shocks.
However, free capital flows make also the domestic credit cycle, and, through it, the overall business cycle
very sensitive to changes in global risk appetite and in investor sentiment concerning Turkey. Turkish
policymakers have put in place, through the 2010s, macroprudential tools to temper this sensitivity. In the
absence of tested international good practices, they developed, on a trial-and-error basis, an instrument
set based on different provisions for different types of international bank liabilities (Kara, 2016).

These buffers proved broadly effective in de-synchronising capital infows and GDP growth. However,
their efficacy may have declined in the most recent period. The correlation between net capital inflows and
GDP growth had attained a high coefficient of 0.54 between 1999 and 2010, then had fallen to as low as -
0.17 between 2010 and 2016 and increased again to 0.22 between 2016 and 2019.

After the 2018 financial shock, as well as during the COVID-19 crisis, Turkey dealth with very volatile
capital movements. These arose from both alterations in global risk appetite, as well as from increased
Turkey-specific investor uncertainties and risk perceptions. They underpinned a significant trend
deterioration in nominal and real exchange rates (Figure 1.12)

Figure 1.12. Nominal and real exchange rates have deteriorated before the recent uptick
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1. Based on consumer price index. Data refer to monthly data.
Source: The Central Bank of the Republic of Turkey (2020).
StatLink Si=r https:/stat.link/1hbvez
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Turkish authorities introduced several measures during this period to prevent further shorting of the lira
and limit further volatility. These included:

Restrictions on foreign currency (FX) loans to corporates (May 2018): legal entities with FX
liabilities of less than USD 15 million may not borrow in FX more than the sum of their FX income
of the last three fiscal years, with some exceptions.

A limit on banks’ currency swap, forward and option transactions (where banks receive TRY at the
maturity date) with non-resident partners at 10% their capital since 25 September 2020 (25% on
15 August 2018, 10% on 8 February 2020, 1% on 12 April 2020). On 11 November 2020, the limit
for swaps, forward and option transactions where banks pay TRY at maturity was raised to up to
30% (depending on their remaining maturities) .

A limit on Turkish banks’ lira denominated transactions with non-resident financial institutions (5
May 2020) including repos, deposit facilities and loans, at 0.5% of banks’ equity, with some
exceptions (the overdraft credit facility for foreign banks were exempted from this limitation).. On
27 November 2020, the mentioned ratio was increased to 2.5 % of banks' equity.

Mandatory repatriation and surrender requirements on FX export proceeds (September 2018).
These must be repatriated generally within 180 days and at least 80% should be surrendered to a
local bank in exchange for Turkish liras. On January 2020 the surrender requirement was dropped,
but the repatriation requirement remained.

Prohibition of property, labor and service contracts denominated in foreign currency between
Turkish residents.

A settlement delay of one day for FX purchases by individuals of more than USD 100 000 (May
2019). This provision was repealed on 8 December 2020.

A tax on foreign exchange sales by banks of 0.1% of the value of the transaction (May 2019). This
tax was hiked to 0.2% on 7 December 2019 and to 1% on 24 May 2020. It was reduced to 0.2%
on 30 September 2020.

Reserve requirements for banks, differentiated by currency, were adjusted several times across
maturity brackets and liability types.

On 7 May 2020, a new regulation was published “to curb manipulative and misleading transactions
in the financial markets”. Among other acts, the following are considered manipulative and
misleading for the purposes of this regulation:

o providing false or misleading information on the supply, demand or price of a financial
instrument.

o engaging in transactions that affect or may affect the price of a financial instrument through a
deceptive mechanism or setup.

o conveying false or misleading information about a reference value, providing false or
misleading inputs, or taking, knowingly, any manipulative behaviour affecting the calculation of
reference values.

In May-July 2020, regulators enforced certain activity bans:

o On 7 May 2020, Turkish banks were prohibited from conducting foreign-currency trades
involving the Turkish Lira with three banks, UBS Group, Citigroup, and BNP Paribas, reportedly
due to the failures of these three banks to meet their TRY liabilities on time. The trading ban
on the three banks was lifted on 11 May 2020.

o On 6 July 2020, the Istanbul Stock Exchange prohibited six foreign banks from short selling
stocks on the Turkish stock exchange for up to three months. Barclays, Credit Suisse and
Merrill Lynch (part of Bank of America) faced a three-month restriction, and Goldman Sachs
Group, JPMorgan Chase, and Wood & Co. a one month restriction. The banks had failed to
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comply with a requirement to notify the authorities about their short-selling trades. Short sale
restrictions for Goldman Sachs Group, JP Morgan Chase, and Wood & Co. ended on 6 August
2020, while those for the other three institutions ended on 6 October 2020.

e On 18 April 2020, the banking regulator introduced a new “Asset Ratio” for banks (except
development and investment banks and small banks), aiming at increasing their lending during the
COVID-19 crisis. The ratio was adjusted a number of times and had substantial implications on
banks’ lending and foreign exchange borrowing decisions in 2020. Although it was phased out from
31 December 2020, its implementation principles which played a major role are summarized below:

o The sum of a bank’s loans, 75% of its securities portfolio and 50% of its Central Bank swap
balances must exceed the sum of its TRY deposits and 125% of foreign currency deposits. On
29 May 2020, the coefficient of “FX Deposit” was hiked to 175%. On 10 August 2020, BRSA
stated that the Asset Ratio should not fall below 95% for the deposit banks and 75% for the
participation banks at the end of each month. On 28 September 2020 the limits were lowered
respectively to 90% and 70%.

o Some banks may not be able to meet the ratio by boosting lending, and may increase their
holdings of government securities, or foreign exchange swaps with the CBRT. The ratio creates
an incentive for banks to increase their FX swap transactions with the CBRT, which will boost
the central bank’s gross FX reserves. On the other hand, in order to meet the target, banks
may reduce the FX deposits of their clients, as these have a higher weight than TRY-
denominated deposits in the asset ratio, thereby reducing the FX liquidity buffers.

Strengthening employment, job quality and social cohesion after the COVID-19
shock

The economic slowdown of the past three years culminating with the pandemic reversed the progress
achieved in the labour market over the years towards better quality job creation and consequent gains in
well-being and social cohesion. The shock has hit informal workers the hardest, as many work in contact-
intensive services and may find it hard to apply physical distancing measures in their frequently sub-
standard workplaces. They are also excluded from employment-related formal social safety nets. Young
jobseekers were particularly affected by the contraction in net job creation.

A large portion of workers do not hold formal wage-earning jobs (Figure 1.14). The remarkable firm-to-firm
and region-to-region labour mobility (Akgunduz et al., 2019) have not sufficed to allocate labour resources
to higher productivity firms. The majority of workers are employed in micro-size informal or semi-formal
activities. Despite a strong increase in women’s labour force participation, backed by myriad policy
initiatives (which grew from 23% in 2007 to 34% in 2019, before declining to 32% in August 2020, against
70% for men) most women stay inactive, or work as unpaid family workers (Figure 1.15). There is a close
link between informal work and family poverty across regions, skills and occupations of breadwinners.
More than 15% of children live in this context in relative poverty, the third highest proportion in OECD
(OECD, 2019f). Recent refugee inflows have amplified these disparities.

Informality arises from several factors, mostly related to labour regulations and labour costs. Turkey’s
employment rules for both permanent and temporary workers are among OECD’s most rigid (Figure 1.16).
Gross labour costs are inflated by high labour taxes, reflecting both the cost of the pension scheme
(amounting to deferred wages) but also of a universal health insurance system partly funded by these
taxes. Turkey boasts also one of the OECD’s highest minimum wage/median wage ratios, despite deep
productivity differences between firms and regions. This ratio increased the most in Turkey in the entire
OECD area over the last two decades. Informal and semi-formal firms that do not comply with regulations
have flexible employment relations and low employment costs, which provide them with advantages over
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formal sector competitors. Large corporations, multinational firms and high-quality start-ups cannot benefit
from such flexibility. The resulting frictions were identified in earlier OECD Surveys as a core impediment
to efficient resource allocation in the Turkish business sector (OECD, 2016; Atabek et al., 2016).

The August 2018 and the COVID-19 shocks have amplified these labour market challenges:

Total number of jobs (formal and informal) contracted by 2.4 million workers between May 2019
and May 2020. The strong recovery in the third quarter of 2020 reduced net losses to 0.7 million
between September 2019 and September 2020 - a decline of 2.6%. The employment rate, Turkey’s
key indicator of labour market performance fell from 48% in April 2018, to 41.4% in May 2020,
before partly recovering to 44.1% in September 2020 (Figure 1.13). Despite massive withdrawals
from the labour force, the unemployment rate reached 12.7% in September 2020 and 24.3% for
the 15-24 year-olds.

If men and women’s labour force participation had continued to increase along their earlier
trajectories (i.e. without the last two years’ labour force withdrawals) unemployment would have
reached higher levels. According to one estimation, it would have reached 19% in July 2020 (TUkel,
2020). The “broadly defined rate of unemployment” (according to US Bureau of Labour Statistics’
U-6 benchmark, which includes workers not looking for a job but are ready to work and the seasonal
workers, therefore broadly correcting for temporary withdrawals from the labour force), rose from
19.5% in September 2019 to 22.9% in September 2020.The share of “youth neither in employment
nor in education or training” increased from an already high 24% in May 2019 to 29.1% in
September 2020. The size of this group, whose income and employment prospects are being
eroded, is a severe challenge to Turkey’s well-being and social cohesion. It invites active policies
to give young people greater opportunities on the labour market, through labour cost cuts,
entrepreneurship and vocational education.

The two job retention schemes that Turkey used against the pandemic, i.e. the short-time work
scheme and the government-paid furlough arrangement (18.3% and 7.6% respectively of total
wage-earning employment in May 2020) have kept the level of employment above the level it would
have fallen to without these buffers. A quarter of employment in summer was “retained” through
these policy measures — a higher rate than in many other OECD countries (OECD, 2020g). The
“number of workers in effective activity” reported by Turkstat fell from 26.2 million in January 2020
to 20.8 million in May (a 20.4%) decline), before improving to 25.7 million in September.

Remote (on-line) working diffused more rapidly than expected in information-intensive businesses
and in the public sector, including a substantial shift to e-commerce in export activities and in retail
trade (Turkonfed, 2020). On-line work is difficult in contact-intensive services, which are pervasive
in Turkey. According to one estimate, 20% of existing jobs lend themselves to remote work, against
40% in advanced countries (OECD, 2020e). There are large differences between regions in this
area: the potential ranges from 30% in Istanbul to 15% in Eastern provinces. The degree at which
this potential was mobilised in different activities and regions requires further investigation.

The enforcement of employment rules may have weakened during the crisis. As the shock
impacted the informal wage earners and the self-employed the most, the aggregate share of
informal workers fell from 36% of all employed in September 2019 to 32.2% in September 2020.
At the same time, semi-formal practices which help to circumvent regulations and legal contracts
appear to have augmented. In asymmetric bargaining positions, a number of firms demanded wage
cuts from their employees as an alternative to lower-paid furloughs. The enforcement of new health
and safety rules against the pandemic (Ministry of Family, Labour and Social Services, 2020a)
became a challenge in the high-informality economy (International Labour Organisation, 2020)
Statistical evidence is practically impossible to collect in this area but there are many reports about
their uneven enforcement between formal, semi-formal and informal firms. There were also many
cases of good co-operation between firms and employees for adapting work modes to new
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circumstances. They are easier in sectors and firms with well-established social dialogue and
collective negotiation practices (Avrupa Birligi Baskanhgi, 2020).

o Despite the trend increase in women'’s labour force participation mentioned above, Turkey’s gender
gaps in labour markets (OECD, 2020) were adversely affected by the pandemic. Women'’s labour
force participation and employment rates had remained the lowest of OECD in Turkey, reflecting
several factors including skill mismatches, undersupply of childcare services, inadequate maternity
leave entitlements (notably in the informal sector) and cultural specificities (Figure 1.15). Unlike
during the 2018 crisis, which caused larger employment losses among men than women (due to
the collapse of construction jobs), the COVID-19 shock hit Turkish women harder than men, as
they are over-represented in service sectors and in informal employment. Female jobs contracted
by 5.2% between September 2019 and September 2020, against 1.4% for men. Women'’s total
work hours fell by 9.8% in September 2020 over a year ago, against 5% for men (average working
hours of employed men and women decreased respectively by 2.1% and 2.2% between
September 2019 and September 2020). During the lockdowns, women fulfilled the bulk of child
and elderly care and contagion mitigation responsibilities, dealing with considerable additional
strains.

OECD recommendations on employment policies during the pandemic apply fully to Turkey (OECD, 2020).
As a general policy goal, the job-retention schemes in place (both the short-time work and the furlough
schemes), implemented in the entire economy, should be converted to more selective arrangements to
facilitate the shift of jobs from unviable to viable activities. All OECD countries are currently looking for
ways to achieve such a fine-tuning of job protection programmes. For instance, firms can contribute more
to the cost of hours not worked and to the re-training of workers during reduced work time. The ban on
dismissals imposed in exchange of government-funded unpaid leaves can be gradually replaced, as
proposed by a number of social partners. Firms benefitting from government aid can also be encouraged
to create apprenticeships and internships for young workers. Temporary subsidies can support such
inclusive initiatives.

Turkey’s long-delayed labour market reforms become more compelling after the COVID-19 shock, for three
reasons. First, resuming net job creation, especially for low-skilled workers, become crucial for regaining
the ground lost in social cohesion. Secondly, as informal workers are not covered by employment-related
social protections, reforms facilitating transitions from informal and semi-formal to fully formal jobs become
more urgent. Finally, well-functioning labour markets are a key requirement of global value chain operators
re-organising and redistributing their activities and Turkey should not fall behind.

Policymakers should draw on the new OECD Job Strategy, which stresses emerging economies’ need to
shift to formal labour markets (OECD, 2018b). The OECD strategy suggests that cutting non-wage labour
costs, shifting part of the financial burden of social protection to sources other than social security
contributions, making statutory minimum wages affordable for low-productivity firms, and modernising
labour regulations for temporary as well as permanent contracts would stimulate job creation in the formal
sector once the recovery takes hold. The mobilisation of the existing potential for increasing women’s
labour force participation requires,among other factors, an increase in the availability and quality of early
child care and education infrastructure.

Re-balancing the roles of statutory law and of enterprise-level negotiations for improving wage and work
conditions has become more important (Boeri et al., 2019). A shift to adaptive negotiations would help all
firms, including those with lower productivity, to comply with legislation, to escape informality and to
upscale. This implies a wider adoption of bargaining between social partners than is currently the case in
Turkey (where only 12% of workers participate in such processes). The pressures of the pandemic for the
viability of firms and jobs could help re-fuel social dialogue, for both the modernisation of work modes at
enterprise level and the adaptation of nationwide labour regulations. An “OECD Jobs Strategy Country

OECD ECONOMIC SURVEYS: TURKEY 2021 © OECD 2021



| 51

Review” could help policymakers, employers and workers alike to discuss further a country-specific reform
package (OECD, 2020i).

In the short-term, the special circumstances of the pandemic are not supportive of comprehensive
structural reforms. Labour costs in the formal sector can nevertheless be alleviated with temporary or
permanent cuts in social security contributions, by shifting part of their financing to more employment-
friendly sources. The government is already implementing such cuts in certain regions and for certain
special categories of workers. The schemes subsidising the social security contributions of persons aged
18-29 who set up their firm (this scheme supported around 125.000 entrepreneurs between mid-2018 and
mid-2020) and the older and broader-based reductions of 5 percentage points in employers’ social security
contributions for all wage-earners (applied since 2006) are estimated to have been helpful. A systematic

assessment of the impact of these schemes by the Ministry of Family, Labour and Social Services is
ongoing.

Figure 1.13. The COVID-19 shock worsened the already weakened labour market situation
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1. Seasonally adjusted.
Source:TurkStat (2020).

StatLink Sa=r hitps://stat.link/839bev
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In the pressing circumstances of the pandemic, policymakers could consider an additional exemption from
employer and employee social security contributions for all workers below 25 for a temporary period. They
may also consider a structural initiative when circumstances permit it, by durably reducing part of employer
health insurance contributions of all workers as a first step in a broader employment-friendly reform of the
financing of the health system. Appendix B offers an estimation of the approximate fiscal cost of such
measures.

Figure 1.14. Unregistered employment varies across regions, sectors, firm sizes and education
levels
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A. Share of unregistered emplgyment by region B. Share of unregistered employment
% of total, by region by educational level
0, 1 2
w = Marmara — — - Aegean & Medt 0 % of total, by educational level .
: 08 ----- C&E Anatol." e SoUtheast Anatolia ; 06" = Low = = = Medium
Total Black Sea = -« High Total
80 80
60 \/\\\N’\ 60 =
=~-.,.‘§‘_—_'_-_- ) S —
0 . ST —ee o — 40
\ — . e -— e e oy,
20 S e— 20 e
0 L L L L L L L L L L L L L L ] 0Iq_Imlol,\loolojlol‘_lNlmlqlml‘ol,\le
T EE8Z2c oI S 858838 S5SS oSS 5SS S
S RIIIKKIRIRKRRKIKIKKKEL SR NN A e e s a e e s e
C. Share of unregistered employment by firm D. Share of unregistered employment by sector and
size unregistered employees in non-agriculture sector
% of total, by firm size, 2018 % of total, by firm size, 2018
OTotal OTotal O Total OTotal
AlLess than 11 AlLess than 10 A Agriculture Aless than 10
©11-19 = 10 and more © Manufacturing ® 10 and more
020-49 O Industry?
m 50 and more | Services
60 60 90 60
A A
50 50 75 50
A
40 40 60 40 A
30 30 45 30
20 20 30 20
<&
10 O 10 15 s 10
m = '
0 0 0 0
Whole economy Non-agriculture Whole economy Non-agriculture

Notes: Based on household labour force survey results. Breakdowns in series for 2014.

1. Central and Eastern Anatolia.

2. Low education refers to less than high school including illiterate, medium education refer to high and vocational high school (ISCED 3) and
high education refer to tertiary education (ISCED 5-6)
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Figure 1.15. Labour force participation is low, particularly for women

A. Labour force participation rate by gender
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1. Part-time is defined as less than 30 hours worked per week.
Source: OECD (2019), OECD Labour Force Statistics (database), OECD (2018), OECD Employment Outlook 2018, and OECD Statistics on
average effective age of retirement (http://www.oecd.org/els/emp/average-effective-age-of-retirement.htm).

StatLink Sa=r https:/stat.link/bficvd
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Figure 1.16. Labour market reforms would stimulate job creation in the formal sector
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Resuming progress in well-being and social cohesion

Turkey is among the OECD countries where different indicators of well-being improved more than average
between 2010 and 2018 (Figure 1.17). This resulted from improvements in employment and household
incomes. Total employment was of nearly 20 milllion in 2005, corresponding to 41% of the working age
population. It soared to 28 million in 2019, mobilising 46% of the working age population in more productive
sectors and higher quality jobs. According to Turkstat’s Life Satisfaction Survey, the “rate of satisfaction of
workers with their earned income” rose from 19% in 2003 to 49 % in 2016 - before regressing to 43% in
2019.

Public finances have also improved since the 2000s, permitting to upgrade social services and, notably,
allowing a path-breaking transition to universal health insurance. The share of citizens “reporting
satisfaction with social services” increased from 40% in 2003 to 70% in 2013 - before weakening to 61%
in 2019. Social transfers to the poor augmented. The rate of absolute poverty (the share of people living
with less than USD 4.3 per day) fell from 30.3% in 2002 to 3.7% in 2010 and to 1.6% in 2015 (the latest
year for which this data is available). Turkey continues to display nonetheless modest well-being standards
in comparison to OECD benchmarks (Figure 1.17).
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Figure 1.17. Well-being can be improved in several dimensions
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1. This chart shows Turkey’s relative strengths and weaknesses in well-being when compared with other OECD countries. The methodology of
the wheel involves a simple min-max benchmarking. Each indicator is normalised to range between 0 (worst possible outcome) and 10 (best
possible outcomes). For both positive and negative indicators (such as homicides, marked with an “*”), longer bars always indicate better
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people falling under a deprivation threshold) are shaded with stripes. A short description of indicators are found in http://oecd.org/statistics/Better-
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2. Panel B comes from Figure 1.10 in the publication, How's Life? 2020: Measuring Well-being. OECD countries’ performance in terms of well-
being levels are based on 12 headline indicators: household disposable income, household median wealth, housing affordability, employment
rate, life expectancy, student skills in science, access to green spaces, life satisfaction, homicide rate, time off, social interactions and voter
turnout. Time series since 2010 are available for all indicators except access to green spaces. To assess trends since 2010 (or the earliest
available year), countries are “scored” with 0 when indicators have been consistently deteriorating, 5 in the case of no clear change and 10

when indicators have been consistently improving. See Box 1.3 for details on how trends are assessed.See Box 1.3 in the source for more
details.

Source: OECD (2020), How's Life? 2020: Measuring Well-being, March.
StatLink Sa=r https:/stat.link/ozOm1x

The principal well-being gaps against OECD benchmarks concern household incomes and wealth, work-
life balances and environmental conditions (OECD, 2020j). Turkey does better than OECD averages in
social interactions and public political participation. Subjective life satisfaction, after improvements until
mid-2010s, lost ground in the last 4 years. Beyond national averages, heterogeneities remain deep
between households according to breadwinners’ labour market position (Figure 1.18).
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Regional convergence of living standards

Gaps in living standards between regions are substantial and, following a welcome phase of catching-up
in the 2000s, have stalled. Provinces with the lowest incomes per capita had grown more rapidly than
others in the 2000s (Figure 1.20, Panels A and C). This momentum has subsequently lost steam (Figure
1.20, Panels B and D). Wealth inequalities remain currently one of the deepest in OECD (Figure 1.19).

Figure 1.18. Working-age people who are unemployed or in inactivity are more likely to be poor
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1. ‘Self-employed’ is the category ‘employed other than employees’.
2. EU countries that are OECD members plus Turkey. 2019 data except 2018 for Hungary, Iceland, Ireland, Slovakia and United Kingdom.

Source: Eurostat (2020), Severe material deprivation rate by most frequent activity status (database) and Severe material deprivation rate by

age and sex (database).
StatLink Sa=m https://stat.link/3zpcn6

Figure 1.19. Income and wealth inequalities remain high
C. Wealth Gini coefficients®
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2. The poverty line is 50% of the median household income of the total population. Household income is adjusted to take into account household
size. Unweighted average of 36 countries for the OECD aggregate.

3. Scale from 0 (perfect equality) to 1 (perfect inequality). Credit Suisse's estimates.
Source: OECD (2020), OECD Social and Welfare Statistics (database) and Credit Suisse Global Wealth Databook 2019.
StatLink Sw=r https:/stat.link/un1w39
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Figure 1.20. The convergence of living standards tended to stall
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StatLink Sa=r https:/stat.link/mgz5yq
Social trust

Diversity in cultures and lifestyles is a genuine richness of Turkish society. At the same time, they form a
more challenging environment for sustaining social trust than in other OECD countries. Self-perception of
these differences may have increased (Kadir Has University, 2020). According to standard surveys,
Turkey’s citizens hold currently the lowest level of “average trust in others” among all OECD countries
(Algan, 2018).

Gender inequalities are not supportive of social trust. Violence against women is a source of special
concern. According to the latest OECD indicator available, Turkish women report the highest proportion of
physical or sexual violence from partners among OECD countries, at a rate of 38% (OECD, 2020k). The
balance between paid vs. unpaid work by men and women is also the most uneven in OECD (OECD,
2020j). In contrast, various indicators of gender gaps among university graduates are low in OECD
standards, confirming the strongly favourable impact of education.

OECD ECONOMIC SURVEYS: TURKEY 2021 © OECD 2021


https://stat.link/mgz5yq

58 |

The prospect of EU membership, which was a unifying aspiration through various sections of society when
accession negotiations started in 2005, has since weakened. Support for EU accession declined from 70%
in 2004 to 51% in 2019 (Kadir Has University, 2020).

Intentions to emigrate are high in certain fringes in the population and the actual emigration rates increased
(Tarkstat, 2020). A recent analysis found that one additional year of schooling increases the probability of
reporting an intention to emigrate by 24 percentage points (Geverek et al., 2019). The Presidential
Programme 2020 identifies this trend and declares that investigations will be undertaken to apprehend the
factors driving brain drain, with a view to encourage reverse returns.

The region’s special challenges

Hosting 3.6 million refugees (4.3% of total population at the end of 2019) is a major challenge for Turkey
(United Nations, 2019). Refugees represent a comparable proportion of the working age population. A
minority has been cleared for formal labour market participation, but the great majority work informally,
amplifying informality in regions where the refugee population is large. A survey by the Turkish
Confederation of Trade Unions found that this resulted in larger proportions of SMEs’ resorting to informal
employment, as domestic workers start to accept such jobs because of increased competition for work
(Turk-Is, 2019). One quantitative analysis found negative effects from refugees’ presence on low-skilled
workers’ employment and wage levels (Bagir, 2018). A follow-up investigation confirmed that refugee
inflows reduce aggregate demand for low-skilled labour, but also increase demand for skilled labour
(Ceritoglu et al., 2017). They seem to incite local families to lift up school attendance by their children as
well as the academic commitment of these children — an indirect positive impact on human capital (Timen,
2019).

People under temporary protection are granted free access to health and education services at pre-
primary, primary, secondary and tertiary levels - a generous and inclusive policy. At the same time, this
tends to create disturbances in the availability of these services for the local population — a perception
which has been exacerbated during the COVID-19 shock (Kiris¢i and Yavcan, 2019). A detailed analysis
confirmed indeed that the arrival of refugees puts pressure in particular on the health system (numbers of
doctors, midwives, hospitals and intensive care units per capita worsen). A 10 percentage-point increase
in the refugee-to-native ratio, as is the case in several provinces, decreases the number of doctors per
person by about 6-9 percent (Aygin et al., 2020). The gap between Syrian refugees’ and locals’ fertility
rates (5.3% vs. 2.1%) appears to compound the perceived social challenges (Hacettepe University, 2019).

Another essential regional concern arises from geological risks. Earthquake threats are particularly high in
the Istanbul region which hosts 19% of the population and generates 31% of GDP. The prevailing scientific
view is that a quake of a magnitude 7-7%2 on the Richter scale is statistically expected (Geomar, 2019;
Swiss Re, 2015). A significant share (60% according to some estimations) of residential and non-
residential buildings have been constructed semi-formally, without adequate and complete building
authorisations. An urban transformation programme was launched after the 1999 earthquakes, which
aimed at upgrading a large number of dwellings in the Istanbul area and in other risk-prone regions. The
compliance of large parts of the building stock with earthquake resilience norms- which have themselves
evolved through time- is nevertheless not assured. About 40% of Turkish households find that their dwelling
would not resist to a serious seismic shock (Kadir Has University, 2020).

International reinsurers state that, despite good progress in insurance coverage after the 1999
earthquakes, only 40% of Turkey’s building stock is insured. They suggest that nearly 7 million people may
be affected by a shock of magnitude 7.5, and material losses could attain USD 90 billion (Swiss Re, 2018).
Natural disasters are traditionally covered by government self-insurance but OECD has adviced Member
countries to offset financial risks by capital market instruments (OECD, 2017). Turkey created a National
Catastrophe Insurance Pool (NCIP) which started to issue natural disaster bonds. The National
Development Plan 2019-23 stated that additional earthquake risk mitigation strategies will be developed
and implemented during the Plan period.
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De-carbonising the economy and improving air quality

Reducing greenhouse gas emissions and local air pollution, and preserving non-renewable land and
coastal resources are Turkey’s top environmental challenges (OECD, 2019g). Greenhouse gas emissions
(GhG) are below OECD averages but grew at the fastest pace of the OECD area over the past decade
(Figure 1.21). There was a degree of decoupling between emissions and economic activities, but, on
current trends, emissions are expected to more than double between 2015 and 2030. Turkey has pledged,
as an “intended national contribution” (INDC) commitment, to reduce GhG emissions by up to 21% from
their business-as-usual level by 2030. While Turkey has signed, but not yet ratified, the Paris Agreement
“as a developing country”, Turkish authorities continue to argue that the country’s developing country
status should exempt it from net emission reduction targets — a request so far not acquiesced by
international partners. The OECD Environmental Performance Review of Turkey in 2019 concluded that
Turkey needs “a resilient development strategy that should integrate climate and energy objectives” and
recommended the adoption of “a new National Climate Change Action Plan with sector-specific targets
and monitoring mechanisms” (OECD, 2019g). The Ministry of Environment and Urbanisation started to
work on such a plan in 2020 and aims at completing it in 2023.

Figure 1.21. The carbon intensity of the economy should be reduced

A. CO, intensity ~ B.Energy intensity C. Renewable energy share
CO, per GDP Primary energy supply per GDP % of primary energy supply
ktoe/USD (2015 PPP)
04 kg/USD, 2015 015 15%

0.3
0.12 12%
02 ™= -

- o
0.1 I 0.09 9%
00 006 W 6%

O AMIONODNO T ANM IO WMo
SESINNRSSSRI83888]%
mmmm Turkey (demand-based) 0.03 3%
OECD (demand-based)
@ e == Turkey (production-based) 0.00 0%
.y O N ¥ © W O N T © S 8 3 83829 FT e ox
OECD (production-based) § § § § § é é é é é § § g § 2 E33533g
Note: Included are CO, emissions from combustion of
coal, oil, natural gas and other fuels. Gross Domestic e Turkey s TUTKEY
Product (GDP) is expressed at constant 2010 USD OECD OECD
using PPP.
D. Environment-related taxes E. CO, emissions priced above EUR30 and above EUR60  F. Environment-related inventions
% of GDP % of total CO, emissions from energy use, EUR per tCO,, 2015 2014-16 average
3% 90% 12% % of all technologies
0
3% ® ® 75% 10% 2
P
2% it 60% . 8%
2% I Pl 45% 6% ’
. ® o ®
1% 30% ¢ 4%
1% 15% l %
0% 0% 0%
Turkey OECD (median) CHE NOR GBR FRA ITA TUR Turkey OECD
m Energy, 2018 # Transport, 2018
oy ’ EUR30  #EURG0 « Average between 2000 and 2002

# Pollution, 2018  Resources, 2018
® Other, 2018 ® Total, 2000

Source: OECD (2020), OECD Green Growth Indicators database; OECD Environment Statistics database; OECD National Accounts database;
IEA World Energy Statistics and Balances database; OECD Exposure to air pollution database; OECD Effective Carbon Rates database; and
OECD Patents in environment-related technologies: Technology indicators database.
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The share of renewable resources in the production of electricity reached 44% by the end of 2019, above
the OECD average. This is mainly due to hydro-power sources. The underlying potential is significantly
larger however, thanks to high solar exposition (Bankovic, 2019). The Ministry of Environment and
Urbanisation is conducting studies on carbon pricing and on emission trading, in the context of the
preparation of the new climate law, which could help better mobilise this potential.

Carbon pricing would help orient GHG containment efforts more efficiently. Fuel taxes in Turkey are among
the highest in the OECD but are concentrated on certain types of road fuels. They serve fiscal rather than
environmental objectives. The elasticity of road fuel demand to fuel taxes is very low (Erdogdu, 2013), and
road-based emissions have continued to rise. Emissions other than from motor vehicles are taxed lightly
(Figure 1.22). The gap between gasoline and diesel taxes (both are taxed heavily) encourages diesel use.
Even if this gap narrowed in the recent period, diesel cars grew in popularity, contributing to high levels of
air pollution (OECD, 2019g). At the same time, lighter taxation of liquefied gas (LPG) made it a popular
alternative and has a positive impact on road pollution.

Figure 1.22. There is little or no carbon pricing in most sectors, except for road fuel

Average effective carbon rates across emissions by sectors, 2015 (Height of bar shows effective price of carbon.
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StatLink Sa=r https:/stat.link/bp03uo
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Managing a carbon credit system would facilitate transition to carbon pricing. Although Turkey is not yet
implementing carbon pricing, it seeks carbon credits from international markets. The Ministry of
Environment and Urbanisation explored a roadmap for an emissions trading system. Such a system would
include a dynamic allowance reserve to allow for growth, would grandfather allowances with a certain
share of auctioning, and would use domestic offsets registered under voluntary standards (Ecofys, 2016).
The harmonisation of these early efforts with the EU Emissions Trading System (ETS) Directive has
already permitted to establish a good emission monitoring, reporting and verification (MRV) infrastructure,
covering half of total emissions.

Air quality is a major concern in Turkey, especially in large cities (EEA, 2018). Population exposure to
particulate matter emitted by power generation, road transport and heating is well above the benchmarks
recommended by the World Health Organisation (Figure 1.23). According to the European Environment
Agency 2019 Report on Air Quality (EEA, 2019), annual mean concentrations of some of the pollutants
(including PM.2.5 and NO2) are particularly high in Turkey. The Ministry of Environment and Urbanisation
is running several studies and projects to improve air quality, but, for effective air quality management,
policymaking should be supported by reliable information organised in formal models and according to
benchmark indicators. The Ministry publishes air quality indicators according to EU norms on a dedicated
website (Ministry of Environment and Urbanisation, 2020), this information should be further completed to
cover all key sources of pollution in the entire territory.

OECD counselled to retrofit old coal power plants with state-of-the-art clean technology, or close them
down. The government’s decision in 2019 not to delay the implementation of air pollution norms for coal
power plants was a helpful step. Further, OECD recommends that coal should be gradually substituted
with natural gas in residential heating, as currently envisaged by the authorities (OECD, 2019g).
Policymakers also indicate that the thermal plants which do not meet pollution regulation benchmarks have
not operated in the recent period. Limit values for air pollutants are planned to be aligned with EU standards
by 2024. In transportation, cutting local air pollution calls for a modal shift from private to public
transportation and cleaner road vehicles. The government is also sponsoring a national electrical car
project. The infrastructure for electrical cars is being developed and the motor vehicles tax for electrical
cars was reduced by 75%. The Ministry of Environment and Urbanisation aims also at building 3000 km of
bicycle paths and 3000 km green of walking paths “to reduce air traffic pollution and to increase the physical
and mental health of the population”.

Fine coastal areas are Turkey’s unique natural assets and are under pressure. Their depletion would hinder
population’s well-being as well as the international competitiveness of the Turkish tourism industry.
Pressures are particularly strong in the Marmara region around the Bosphorus. Land preservation policies
are implemented only at a limited scale in Turkey (OECD, 2019g). Additional public information campaigns
on the vulnerability of natural assets would improve national and local governments’ accountability for their
protection.
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Figure 1.23. Air quality and other local environmental conditions should improve
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There is a large potential for further environment-enhancing investment in public infrastructures and for
greening economic activities in the business sector. Mobilising this potential would support the recovery
and help make growth more sustainable after the COVID-19 shock. OECD governments have already
included “green recovery measures” in their post-COVID-19 policy packages and Turkey can follow suit
(OECD, 2020i). While manufacturers benefit already from tax incentives for investing in energy-saving
equipment, there is further potential for energy saving in buildings, which can be leveraged with tax support.
Investment in this area is generally labour-intensive and new programmes can stimulate job creation.

The “European Green Deal Agenda” creates new opportunities and challenges for Turkey. This agenda
aims at further decarbonising energy production and at promoting cleaner manufacturing and
transportation in the EU and trade partners. It will likely imply border carbon taxes. Turkey is implementing
a Partnership for Market Readiness (PMR) project, to prepare for these measures. A new legal framework
is being developed for monitoring GhG emissions, in connection with the intended EU-compatible emission
trading system. Progress in this area can help Turkey enlist EU support for transition investments - as is
already partly the case (Corporate Sustainabilty and Responsibility Europe, 2020).

Upgrading public governance

OECD empirical research finds that effective governance institutions enhance growth and social inclusion
beyond and above specific policy measures (Cournéde et al., 2018). The National Development Plan 2019-
23 stresses the need to reinforce the governance environment as the basis for other policies. Turkey’s
position in international governance benchmarks suggests that there is still considerable room for progress
in this area. Gaps vis-a-vis OECD and peer countries have increased. Shortcomings in the rule of law and
in public sector integrity deserve special attention (Figure 1.24).
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Figure 1.24. Room for progress in governance institutions exists
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Figure 1.25. Rule-of-law should be improved

Rule of law and selected sub-components, scale from 0 to 1 (strongest adherence to the rule of law), 2020
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Source: 2020 World Justice Project, https://worldjusticeproject.org/our-work/wjp-rule-law-index.
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Improving on public integrity and fighting corruption and money laundering

Public integrity involves public trust in civil servants’ morality and capacity to resist private interests. It
requires a low degree of high as well as petty corruption (OECD, 2018c). It has become critical in the
COVID-19 context, as governments assume broader responsibilities, public finances come under
pressure, and the depth of the pandemic is testing people’s trust in official institutions. Improving public
integrity would also help attract new capital inflows, especially foreign direct investment in the context of
the ongoing re-organisation of the global value chains (Gaspar et al., 2020).

Turkey has fallen behind OECD countries in various indicators of public integrity (Figure 1.26). The Integrity
of the judiciary is a particularly pressing issue. In 2017, the OECD Working Group on Bribery (WGB)
expressed its concern about Turkey’s lack of progress with respect to recommendations made in Phase 3
of its work in 2014, with only 3 out of 27 recommendations fully implemented (OECD, 2017b). The Phase
3 Report highlighted the WGB’s concern that foreign bribery investigations and prosecutions may be
subject to improper influence by concerns of a political nature, and the Group decided to pay special
attention to developments in this area, recommending that Turkey safeguards the independence of its
judiciary and prosecution authorities (OECD, 2014) (see below regarding other key WGB
recommendations not implemented with respect to transnational bribery). The WGB reiterated in a 2019
press release that it was “highly concerned that foreign bribery investigations and prosecutions may be
influenced by considerations of national economic interest, the potential effect upon relations with another
State or the identity of the natural or legal persons involved” (OECD, 2019).

In its 2019 Report on Turkey, the European Commission has noted “increased political interference that
affects the quality and efficiency within the judicial system” (European Commission, 2019). While more
judges were hired, the Commission identified shortcomings in objective and merit-based recruitment
criteria. It found no legal guarantee to ensure the independence of the judiciary from political involvement.
In its Compliance Report under the Fourth Evaluation Round, the Group of States against Corruption
(GRECO), Council of Europe’s anti-corruption body, also raised concerns about lack of progress in this
area since its previous evaluation, with the judiciary appearing to be less independent than before. The
assessment found Turkey’s compliance with the recommendations to be ‘globally unsatisfactory’ (Council
of Europe/GRECO, 2019). Turkish authorities indicated that, as a follow-up to these recommendations a
Judicial Reform Strategy and a Turkish Declaration on Judicial Ethics were adopted. The Judicial Reform
Strategy includes several measures such as geographical guarantees for judges and public prosecutors
with a certain professional seniority, restructured promotion procedures for judges and public prosecutors
based on qualifications and performance, and new rights for judges and public prosecutors during
disciplinary processes.

In its latest plenary meeting on 26-29 October 2020, GRECO invited Turkish authorities to authorise the
publication of its confidential reports in the area of incriminations and transparency of party funding as
soon as possible. It found that in the area of corruption prevention Turkey’'s compliance with its
recommendations remained “globally unsatisfactory” (Council of Europe/GRECO, 2020).

There is no rigorous anti-corruption strategy currently in Turkey and administrative functions for integrity
and anti-corruption remain ad hoc. This has allowed progress against corruption to stall (European
Commission, 2019). A roadmap to strengthen the autonomy of independent bodies, to implement ethical
training, and implement objective hiring criteria of public officials in the administration will be critical to
improving public integrity.
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Turkey has also taken limited steps to fight bribery of foreign public officials in international business
transactions. As a member of the OECD Anti-Bribery Convention (OECD, 1997), Turkey is lagging behind
on its commitment to enforce its foreign bribery laws, which has prompted the WGB to issue a press
release in March 2019 (OECD, 2019e). Twenty years after the adoption of the Convention, the Working
Group found that Turkey’s failure to observe key standards of the Convention undermines its ability to fight
foreign bribery. In addition to issues around the independence of the judiciary and prosecution authorities,
Turkey was urged to address deficiencies in its corporate liability regime, and to take measures to
adequately protect whistleblowers. The Working Group also expressed its serious concern about Turkey’s
low level of foreign bribery enforcement, noting the absence of any foreign bribery conviction since the
entry into force of the Convention in Turkey.

Money laundering and terrorism financing should also be further strengthened given the threats in this area
in Turkey’s region. Financial Action Task Force, in a 2019 report, invited Turkey to achieve “major
improvements” in nine of eleven immediate outcomes (I0s) to counter these risks (FATF, 2019)
(Figure 1.26, Panel F). It called Turkey to close the gaps in, notably, two areas: i) prioritisation of the use
of financial intelligence on money laundering and developing a national strategy for investigating and
prosecuting different types of money laundering, and ii) transposition of UN designations without delay.
Progress is expected over a period of 16 months for Turkey to avoid being placed in a grey list (Reuters,
2019).
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Figure 1.26. Risks of corruption, tax opacity and money laundering

A. Corruption Perceptions Index B. Control of corruption
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Note: Panel B shows the point estimate and the margin of error. Panel D shows sector-based subcomponents of the “Control of Corruption”
indicator by the Varieties of Democracy Project. Panel E summarises the overall assessment on the exchange of information in practice from
peer reviews by the Global Forum on Transparency and Exchange of Information for Tax Purposes. Peer reviews assess member jurisdictions'
ability to ensure the transparency of their legal entities and arrangements and to co-operate with other tax administrations in accordance with
the internationally agreed standard. The figure shows first round results; a second round is ongoing. Panel F shows ratings from the FATF peer
reviews of each member to assess levels of implementation of the FATF Recommendations. The ratings reflect the extent to which a country's
measures are effective against 11 immediate outcomes. "Investigation and prosecution™ refers to money laundering. "Investigation and
prosecution®" refers to terrorist financing.

Source: Panel A: Transparency International; Panels B & C: World Bank, Worldwide Governance Indicators; Panel D: Varieties of Democracy
Institute; University of Gothenburg; and University of Notre Dame. Panel E and F: OECD Secretariat’s own calculation based on the materials
from the Global Forum on Transparency and Exchange of Information for Tax Purposes; and OECD, Financial Action Task Force (FATF).

StatLink Sa=r https:/stat.link/uoxptc
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Policy choices will be key to how Turkey emerges from the COVID-19 crisis and
in the years ahead

The ability of Turkey to shift to a stronger and more inclusive growth path will depend on making policy
and institutional reforms. Turkey's own as well as international experience show that mainstream
macroeconomic, microeconomic and institutional reforms generate very high returns, in particular in
middle-income countries (Goneng, 2017). An econometric analysis for this Survey finds that a package of
structural reforms combined with stronger economic institutions could boost the level of GDP per capita by
around 10% over 10 years as compared to a scenario with no policy changes. Table 1.4 sets out three
reform scenarios, based on an OECD econometric model reflecting different degrees of implementation of
the reform recommendations of this Survey:

e The baseline trajectory is based on ongoing medium-term trends and assumes no changes to
structural policies and economic institutions. It projects growth averaging 2.9% of GDP per year
over the next 10 years, leading to an increase of the level of GDP per capita by around 33%. The
estimation framework underpinning the baseline trajectory rests on data prior to the COVID-19
pandemic.

o A first reform package would be centred on market liberalisation measures, including the removal
of anticompetitive regulatory barriers in product markets (OECD, 2020m), more flexibility in labour
markets, and cuts in labour and corporate income taxes. Over a 10 year horizon, the annual
average growth rate of GDP per capita could increase by an additional 0.37% as compared to
baseline with no policy changes.

e A second reform package would prioritise institutional and educational reforms, including an
upgrade in the quality of governance institutions and above-trend improvements in skills. Average
annual GDP per capita growth could then increase by an additional 0.6%.

¢ Athird avenue would consist of an integrated package of market liberalisation and institutional and
educational reforms (a combination of the two reform avenues above). Growth of GDP per capita
would be nearly 1% above the baseline.

Table 1.4. GDP impacts of reforms

Scenario Policy assumptions Increase in average annual yearly
growth of GDP per capita in 2015 PPP
USD over 10 years

Scenario 1: Market reform package  Close the gap in product market regulations to the OECD
average over 10 years.
Close the gap in employment protection regulations to
the OECD average of over 10 years.
Decrease the labour income tax wedges to the average  0.37%
of the 5 best performing OECD countries over 5 years.
Decrease corporate income tax rates to the level of the
average of the 5 best performing OECD countries over

10 years.

Scenario 2: Institutional and social  Increase the quality of education.

progress package Increase the level of rule of law to the OECD average 0.54%
over 10 years.

Scenario 3: Market reforms and

institutional and social progress All reforms from scenario 1 and 2. 0.91%

package

1. Model results need to be interpreted with caution. In some instances, the policy variables in the model captures the reform recommendations
only very roughly hence estimates should be seen as illustrative. Policy changes in the model are based on comparing the policy settings in
Turkey with other OECD countries. The model assumes that any spending increases are offset such that reforms are fiscally neutral. The model
does not capture endogeneous policy-induced changes in deep-rooted preferences like risk aversion or time preferences..
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Policy recommendations

Social and economic support against the COVID-19 shock
e Continue to support workers and fundamentally sound firms in temporarily affected
activities.

e Replace the concessional loans and the one-off transfer to households at risk of poverty
into a targeted allowance for a limited period.

e Grant an across-the-board employer and employee social security contribution
exemption to all young workers (15-24) for a temporary period.

e Continue to strengthen vocational education.

e Ensure that working-age recipients of unemployment benefits and other social supports actively
look for jobs, and participate effectively to the re-training programmes on offer.

Macroeconomic policy for a sustainable recovery
e Use the room available in public finances for transparent, temporary and targeted direct
fiscal supports and resume fiscal tightening once the recovery is firmly underway.

e Outline and communicate a coherent macroeconomic policy framework encompassing
fiscal, quasi-fiscal, monetary and financial policies.

e Publish a regular Fiscal Policy Report making transparent and projecting all public
financial liabilities.

¢ Restore the independence of the central bank, including with legislative measures.

e Maintain the real policy interest rate in positive territory as long as inflation and inflation
expectations diverge from official projections and targets.

¢ Replenish foreign reserves as conditions allow.

e Communicate actively on the foreign reserve position according to the information
needs of financial markets.

¢ Re-evaluate and reduce the weight of government-owned financial institutions.

e Maintain a neutral framework for banks’ credit allocation decisions.

¢ The authorities should communicate on how they evaluate and address the risks of
deterioration in banks’ asset quality.

e The results of the stress tests of individual banks and of the banking system as a whole
should be disclosed to the public.

e As long as the pandemic is not under control, use all available fiscal room for supporting the
health system and the households and businesses in need. Lesser priority spending projects
should be postponed, to preserve room for rapid fiscal response to changing needs

o Discontinue tax amnesties and re-examine the recent digital taxes in the light of ongoing
international co-operation in the OECD/G-20 process.

e The Central Bank should spell out a strategy for rolling back, as soon as circumstances permit,
the exceptional COVID-19 liquidity measures.

e Resort to capital flow management measures only in exceptional circumstances and in
accordance with the OECD Code of Liberalisation of Capital Movements.

e Financial regulators should involve the Turkish Competition Authority to ensure a level playing
field between public and private financial firms, as well as between public and private companies
in access to finance.
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e Explicitly address various public concerns about statistical, methodology, data source and data
quality issues related to all economic indicators, including those concerning inflation and
monetary policy. Use central bank’s high-quality analysis and communication instruments such
as the Inflation and Financial Stability Reports also for this purpose.

Improving employment and job quality
e Continue to facilitate labour force participation of women, including by increasing the

provision and quality of early child education.

e Make fixed-term and temporary work contracts more flexible and the severance
compensation system less costly.

o Consider exempting employers from 50% to 100% of health insurance contributions and finance
these cuts from other sources and savings.

e Make statutory minimum wages more affordable for lower productivity firms, notably by
promoting enterprise level bargaining for the settlement of minimum wage floors according to
enterprise and regional conditions rather than one-size-fits-all national legislation.

e Re-activate firm-level social dialogues, which are best suited to address COVID-19-related re-
organisation challenges

e Consider conducting an in-depth review of incentives to R&D to further boost R&D
investment of businesses while ensuring a level-playing field for competition.

Institutional modernisation

e Improve the quality of governance institutions and rule-of-law, with special focus on the
independence and credibility of the judiciary, checks-and-balances over government
powers, and a strategy of fight against corruption.

e Promote public discussions on the perceived quality of governance institutions and degree of
compliance with the rule-of-law on the basis of international benchmarks.

e Comply with the recommendations of the Group of States against Corruption (GRECO).
e Comply with the recommendations of the OECD Working Group on Bribery.

e Comply with the recommendations of the 2019 Financial Action Task Force report on fighting
money laundering and terrorism financing.

Environmental sustainability
¢« Implement a carbon pricing policy, applicable gradually after the COVID-19 shock and
encompassing all sectors.

¢ Implement the recommendations of the 2019 OECD Environmental Performance Review of
Turkey. In particular, adopt a new National Climate Change Action Plan as planned by the
authorities.

e Design a strategy to increase the share of renewable resources in the primary energy
production, drawing notably on the solar potential.

¢ Prepare and publish daily local air quality indicators according to international standards
in the entire territory.

e Develop a holistic strategy to improve air quality.
e Consider tax reliefs for energy-saving investments in the building sector.

e Continue to prepare the business sector to the introduction of border carbon taxes by
trade partners.
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Annex A. Turkey’s follow-ups to main past OECD

recommendations

Past OECD recommendations

Follow-ups

Strengthening macroeconomic institutions

Publish quarterly general government accounts according to
international national accounting standards and a regular Fiscal Policy
Report covering all contingent liabilities and quasi-fiscal activities of the
government.

To reorient spending to top priority areas, implement the strategic and
performance-oriented budgeting objectives of the Public Finance Law
5018.

Restore the credibility of monetary policy by committing all stakeholders
to the independence of the central bank. Forward guidance should be
provided on how the authorities plan to achieve the inflation target.

Streamline and stabilise business incentives. Report them according to
state aid law, subject them to competition review, and monitor their
impact on beneficiary firms’ behaviour using the new Enterprise
Information System (EIS).

Streamline the various R&D incentives schemes on the basis of cost
benefit analyses, and build on international best practices to improve
take-up and efficiency of tax subsidies and grants.

The Ministry of Treasury and Finance, the Strategy and Budget Unit of
the Presidency anf Turkstat publish general government accounts, on
the basis of statistical data from the General Directorate of Accounting
of the Ministry of Finance and Treasury, but according to slightly
different methodologies which have their respective utilities. Turkstat
started to publish them according to internationally comparable national
accounting standards. Unifying the communication and monitoring of
fiscal policy according to national accounting standards is
recommended.

The 2021 budget law was prepared as a program budget and was
submitted to the Parliament on 17 October 2020.

The Monetary Policy Committee pledges, in its press releases, to
determine its future monetary stance on the basis of underlying inflation
trends.

Research organisations started to conduct empirical analyses of the
impact of business incentives on the basis of EIS information.

Recent Research-Development-Innovation strategies started to draw on
the economic impact analyses of earlier support programmes.

Product market reforms

Identify the remaining obstacles to the opening of network sectors to
competition.

Delink agricultural support from production and shift its composition away
from price measures towards direct support.

Labour market reforms

Liberalise fixed-term employment contracts.

Reform the severance payment system (to reduce its cost for employers
and facilite the coverage and mobility of workers)

Keep the growth of the official minimum wage below average productivity
gains for a while.

Allow regional differentiation of minimum wages through local consultations
between employers, employees and public sector representatives.

Grant permanent social contribution cuts for low-skilled workers in the
entire country, financing them by widening the tax base.

Facilitate further women’s labour force participation, notably by increasing
the provision and quality of early child education and elderly care.

A draft amendment to Labor Law was submitted to Parliament in
October 2020 to make the fixed-term employment contracts for
workers below 25 and above 50 more flexible, in order to increase
their employment opportunities. It was withdrawn following strong
union opposition. Consultations resumed with social partners.

The 11th Development Plan 2019-2023 has set the severance pay
reform as one of its main objectives.

Regional minimum wages were implemented between 1951-1974
and the experience was not found to be positive. Following recent
consultations between social partners a national minimum wage
system is maintained.

Social security contributon incentives have been applied to women
and young workers since 2011 and to young entrepreneurs since
2018.

A legal amendment in July 2019 requested all firms employing more
than 150 female workers to provide day care services to employees
with children aged 0-6. A new “Women Up” project co-financed with
the EU will support 4000 woman employers, with a budget of 30

million Euros. Other programmes aim at supporting the labour force
participation of women with young children through institutional child
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care or professional caregivers.

Evaluate the uptake of the recent social security contribution cuts and make = Existing temporary and permanent social security contribution cuts to

permanent those which have proven most supportive of formal sector job ~ foster job creation are being analysed by the Ministry of Treasury and

creation, financing this through better tax enforcement. Finance in coordination with the ministries in charge of
implementation, in order to increase their effectiveness.

Education policy

Continue to reduce the quality gaps between schools.

Grant more autonomy to education institutions, against greater performance

accountability.

Further develop pre-school education. The project for “Increasing the Quality of and Access to Early
Childhood Education”, co-financed by the EU and implemented with
the technical support of UNICEF aims at updating early childhood
education curricula and to facilitate access with the help of flexible
participation models. The project will help to increase quality of and
access to ECE services for 0-to-6-year-old children especially in the
most vulnerable communities. It will be implemented in 20 provinces
with a large population of 3-6 year old children with low participation
to pre-school education.

Continue to strengthen vocational education in co-operation with enterprises A vocational Training and Skills Development Cooperation Protocol

and evaluate the outcomes of the recent initiatives in this area. (MEGIP) between the Turkish Employment Agency (ISKUR) and
the Union of Chambers and Commodity Exchanges of Turkey
(TOBB) permitted to offer vocational training courses and on-the-job
training programmes responding to business sector needs starting
from 2018. As a result of this cooperation, there has been an
increase in the number of trainees attending vocational training
courses co-organised with the private sector.

Environmental protection and green growth
Use economic instruments such as harmonised pollution taxes and = Turkey is not yet implementing carbon pricing but the Ministry of

emission permits to reduce carbon emissions. Environment and Urbanisation is conducting technical evaluations.
Evaluate and manage the environmental impact of massive transformations = 1/100.000 scaled territorial plans in 19 planning regions (covering 61
of land and sea. provinces) have been approved by the Ministry of Environment and

Urbanisation, designating residential and business investment
areas on the basis of environmental protection objectives.
Integrated Coastal Zone Plans covering about 82% of Turkey's
coasts were also prepared by the Ministry. Strategic
Environmental Assessments (SEAs) are also enforced in the sectors
covered by SEA regulations.

Public governance and integrity
Strengthen the rule of law, judiciary independence and step up the fight against
corruption.
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Annex B. Fiscal implications of the reform
recommendations of this Survey

Policy recommendations with fiscal implications Preliminary estimation of approximate fiscal costs

The one-off transfer of TRY 1000 to the 6 million households at risk of = Disbursement during 6 months would cost 0.8% of GDP.

poverty can be converted into a temporary but targeted and recurrent

allowance for 6 months.

The employment of young workers (15-24) can be made exemptofall =~ Assuming that 3.1 million young workers currently in employment and an

employer and employee social security contributions (TRY 1280 per  additional 300 000 young workers for whom new jobs are created benefit,

worker, reducing employer costs by 22% and increasing worker  this measure would cost 0.9% of GDP per year of implementation. It is

incomes by 19%) for a temporary period. assumed that young workers are paid in average the official minimum
wage.

Totality or part of employer health insurance contributions (7.5% of = A total exemption of employer health insurance contributions would cost

gross wages) can be funded from the general budget as a first stepin  approximately 1.5% of GDP per year, at unchanged employment levels. A

labour market reforms to permanently reduce the labour tax wedge. ~ 50% exemption would cost 0.7% of GDP per year. Calculations are based
on the average wage of registered workers in 2019.
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