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SECTION

I

POLITICAL ECONOMY
AND ECONOMIC THEORY

1
DOMESTIC DEBTS IN TURKISH
ECONOMY: EVALUATION OF
THE 1980-2018 RERIOD*
Cansel OSKAY1

INTRODUCTION
Public borrowing has been one of the major problems for both developed countries
and developing countries like Turkey since the 1980s. Due to the neo-liberal policies, which started to be implemented in many countries around the world in the
1980s, borrowing requirement in the public sector started to increase. As of this
date, borrowing has become a frequently used resource as a public financing tool.
In Turkey, 1980’s were the years in which structural change and transformation
was experienced together with foreign expansion and system change. The increase
in public sector deficits also with the effect of globalization increased borrowing
in public finance. However, domestic borrowing in Turkey turned into a regular source of income used to meet the public deficit financing needs rather than
being used as a fiscal policy tool (Sakal, 2003, p.168). Since the second half of
the 1980s, the financing needs of the public sector have been met by domestic
debts as well as external debts due to the policies and political preferences implemented (Ulusoy, 2016, p.77).
Domestic debts, which were rarely resorted to in the 1930s and 1970s to support
development were implemented during the 1980-2018 era to close the budget
deficits and to repay the debts that had been taken on before. In this period,
the increase in public sector borrowing requirement was the most important
1
*

Assıstant Professor at Mersin University Faculty Of Economics And Administrative Sciences.
E-mail: canselseymen@hotmail.com
The study was derived from my unpublished doctoral thesis, approved in Selcuk University
Institute of Social Sciences in 2004, entitled “Domestic Debts as a Public Financing Tool and
Its Effects on the Economy of Turkey (1980-2000).”
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factor that increased public domestic debt stock. Especially in the last 21 years
from the end of the 1990s to the present, most of the public financing need
has been met with domestic debts. The outlook of domestic debt in Turkish
economy changed during this period. Changes in the amount and structure of
the domestic debt stock have serious effects on the real and financial sectors
and affect macroeconomic balances. The domestic debt outlook, which is important for achieving economic and financial stability, deteriorated significantly
during the 2001 crisis and became unsustainable Therefore, in the study, the
domestic debt outlook was evaluated by making a distinction between 19802000 and 2001-2018 periods.

1980-2000 PERIOD DOMESTIC DEBT OUTLOOK IN
TURKISH ECONOMY
Domestic Debt Stock
During the 1980-2000 period in Turkish economy, the continuous increase in
public sector borrowing requirement (PSBR), which shows the ratio of total public deficit to gross domestic product also increased the domestic debt stock. Even
though the public sector borrowing requirement, which was 6.5% in 1980, declined to 2.7% in 1986 with the effect of the stability program implemented starting from this year, it showed the inclination to increase since 1987. It increased
to 5.4% in 1990 and to 7.5% in 1993 (See Graph 1). In the 1990s, the lack of
fiscal discipline, current structural problems, high inflation and political instability led the country to an uncertain environment. In such an environment, domestic borrowing was only possible with high real interest rates and shorter maturities. This situation caused the domestic debt stock to increase rapidly (Seymen
Oskay, 2004a, p.126).
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Graph 1: 1986-2018 Period Public Sector Borrowing Requirement and the % Shares
of Central Government Domestic and External Debt Stock in GDP

Source: TC Hazine ve Maliye Bakanlığı.

While the domestic debt stock was TL 721 thousand in 1980 it increased by
443.8% and rose to TL 57.180 thousand in 1990. Due to the crisis in 1994,
domestic debt stock, which was TL 357,347 thousand in the previous year, increased by 123.67% and reached TL 799,309 thousand (see Table 1). Despite
the measures taken, the borrowing requirement of the public sector continued to
increase in the second half of the 1990s. With the effect of political uncertainty
starting at the end of 1995 and the election, public sector borrowing requirement
increased from 3.6% to 6.4% in 1996. Domestic debt stock increased by 131.30%
in 1996 compared to the previous year and reached TL 3,148,984 thousand.
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Domestic Debt Stock Domestic Debt
(Thousand TL)
Stock Increase
Ratio %
721
273,88
991
37,44
1.341
99,86
3.173
136,61
4.634
46,04
6.972
50,45
10.514
50,80
17.218
63,76
28.458
65,28
41.934
47,35
57.180
36,3
97.647
70,77
194.236
98,91
357.347
83,97
799.309
123,67
1.361.007
99,82
3.148.984
131,30
6.283.425
99,58
11.612.885
84,81
22.920.145
97,38
36.420.620
58,90
Domestic Debt
Service
(Thousand TL)
216
655
761
1.819
1.132
2.578
5.755
10.280
14.634
26.073
42.454
91.822
221.423
523.878
1.092.620
1.744.209
4.921.403
5.264.585
14.471.509
25.477.768
37.577.493

Source: Seymen Oskay, 2004b, p. 85; TC Hazine ve Maliye Bakanlığı.

1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000

Years
Domestic
Borrowing
(Thousand TL)
595
884
1098
3534
2437
4741
8650
15.307
23.387
34.746
47.008
114.593
282.333
599.873
1.303.548
1.833.102
5.345.792
6.370.002
14.225.324
26.876.405
32.468.545
Domestic Debt
Service/
GDP %
4,1
8,3
7,3
13,1
5,1
7,2
11,3
13,8
11,3
11,5
10,8
14,6
20,3
26,4
28,1
22,5
33,3
18,3
20,1
23,8
20,9

Table 1: Some Domestic Debt Indicators for the Period of 1980-2000

275,4
132,9
144,2
297,2
215,2
183,9
150,3
148,9
159,8
133,2
110,7
124,7
127,5
114,5
119,3
105,1
108,8
120,9
98,2
105,5
86,4

Domestic Debt
Rollover Ratio %
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In 1999, with the deterioration in economic indicators and the increase in budget deficit, PSBR reached 11.4%, the highest level of the period with an increase
of 4.4 points. That PSBR declined to 8.7% with a decrease of 2.7 points with
the economic program introduced at the beginning of the year 2000 also reduced
the need for domestic borrowing. In 2000, the rate of increase in domestic debt
stock decreased by 38.48 points compared to the previous year and declined to
58.90%, reaching TL 36.420.620 thousand (See Table 1).
While the ratio of total public domestic debt stock, representing the public domestic debt burden to GDP remained below 20% except for the 1999 and 2000
crisis years, it was realized as 16.7% on average during the period. The domestic
debt burden, which was 13.8% in 1980, increased to 15.4% in the crisis year of
1994, to 16.2% in 1998 and to 21.3% in 2000. As can be seen in Graph 1, the
share of domestic debt in the total public debt burden remained below the share
of external debt until the end of the 1990s. Especially since 1998, it highly exceeded the external debt burden. This is also the case today. The increase in the
ratio of domestic debt stock to GDP indicates an increase in the amount of domestic debt in the economy.
In this period, the distribution of domestic debt stock consisted of government
bonds, treasury bills, short-term advances to the treasury and consolidated debts.
During the 1980-1985 period, domestic borrowing was mainly in the form of receiving short-term advances from the central bank. Although the short-term advance tended to decline in 1986-1990, it increased again in the early 1990s, especially during the 1994 crisis. In accordance with the protocol signed between
the Treasury and the Central Bank in 1998, the use of short-term advances was
terminated. With the introduction of the tender method starting from 1985, the
method of issuance of government bonds and treasury bills has gained weight
compared to debt monetization. In the 1990s, the increase in domestic debt stock
mainly stemmed from the bonds and the high rate of increase in bills. While the
share of consolidated debts in domestic debt stock was above 50% until 1988,
then it started to decrease and has been set to zero since 1997. While the share
of short-term advances and consolidated debts was high at the beginning of the
1980-2000 period, the share of bonds and bills increased at the end of the 1990s
(Seymen Oskay, 2004b, pp. 82-89).
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The Treasury, which wanted to increase domestic borrowing, aimed to reduce costs
and extend the maturity with new borrowing instruments and sales methods. The
sale of government domestic debt securities (GDS) began in 1985 with the tender
method, in 1988 with the offering method and in 1992 with the public offering
method. In the 1990s, sales of FX-denominated and CPI-indexed government
debt securities in domestic debt stock started. In order to reduce the uncertainties
in the markets, to lower interest and exchange rate risk premiums and to form
an environment of trust, the Internal Debt Advisory Board was established and
domestic borrowing programs were shared (Turan et al., 2012, p.194). Since the
beginning of 1999, the sale of bonds with 2-years fixed interest, 3 years on credit
with coupon payments once in 3 months with variable interest started. In 2000,
foreign currency indexed securities were sold in order to support the implementation of exchange rate anchoring in accordance with the economic program. In
2000, in order to increase productivity and liquidity in primary and secondary
markets, a market-making system was introduced (Meriç, 2013, pp.179-182).

Domestic Debt Structure
The domestic debt stock, which increased rapidly during the 1980-2000 period,
disrupted the structure of domestic borrowing. The biggest fund customer in the
financial system, the state, was able to make domestic borrowing well above inflation and exchange increase ratio with a high interest rate and shortening maturities (Seymen Oskay, 2004a, p.128). While the average maturity structure of
domestic debt securities issued by auction method was 232 days and the average
compound interest rate was 63.9% in 1988, in 1994 the maturity decreased to
119 days, while the average compound interest rate rose to 164.4%. In 1996, the
average maturity increased from 195 days to 349 days. The average compound
interest rate declined from 135.2% to 127.2%. Thanks to the stabilization program prepared for the improvement of the current economic and financial situation in 1999, the expectation turned positive in the long term and the average
maturity increased to 479 days in 1999 and 410 days in 2000 and the average
compound interest rate decreased gradually and declined to 109.5% in 1999 and
38% in 2000. Starting from the beginning of 2000, the transition to exchange
rate anchoring and the confidence created by the stabilization program applied
were effective in decreasing the average risk premium and a significant decrease in
the cost of domestic borrowing was realized (Seymen Oskay, 2004b, pp.106-107).
14
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Domestic Debt Service
The government has to repay its overdue debts with principal and interest. In the
1980-2000 period, the domestic debts, which were repaid in the short term with
high interest rates, brought about an increase in the domestic debt service consisting of principal and interest payments. The debt service, which was TL 216
thousand in 1980, became TL 37,577,493 thousand in 2000. Especially the increase in interest payments has been effective on the rapid rise in domestic debt
service since the early 1990s. The share of interest payments in domestic debt service increased from 9.7% in 1980 to 23.6% in 1990 and to 49.5% in 2000. In
2000, the interest payment of the debt approached the principal payment. The
ratio of domestic debt service to GDP, which shows how much of the GDP will
be used in domestic debt service, increased gradually from 4% in 1980 to 28.1%
in 1994 and 29.9% in 2000. During the 1980-2000 period, domestic borrowing was well above domestic debt service. For the domestic debt stock to be decreased, the remade domestic borrowing should be realized under the domestic
debt service. The domestic debt rollover ratio, which indicates how much of the
domestic debt service was provided by domestic borrowing, was above 100% excluding 1998 and 2000. The domestic debt rollover ratio remained above 150%
on average throughout the period (See Table 1).
The fact that the domestic debt interest payments in the budget reached a large
size turned the budget into a debt-interest payment instrument. The increase in
domestic debt interest payments among public expenditures increased the budget
deficit further. The increasing budget deficit required more domestic borrowing
and led to higher interest payments. The fact that domestic debt interest payments
could not be covered by budget revenues led to an open-debt-interest spiral (Seymen Oskay, 2004a, p.132). This situation deteriorated the domestic debt outlook.
Domestic borrowing in Turkey has been far from considering macroeconomic
balances and has become a financing device used only to cover budget deficits.
Therefore, borrowing funds borrowed through domestic borrowing did not contribute to the growth of the economy as they were not used for productive investments. The inability to meet the repayment of domestic debts that have to be
repaid in to short term has even rendered re-borrowing obligatory. This put pressure on inflationary expectations and price increases. As a result of the high interest rates on domestic debt securities, other interest rates in the market also increased. Therefore, the resulting environment of distrust and uncertainty shifted
15
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the private sector into speculative areas. The high level of interest payments, which
have the characteristics of transfer expenditures in the budget, had a negative impact on income distribution. That the repayments of domestic debt was mainly
met with tax revenues and the fact that tax payers and domestic debt interest earners were from different income groups caused this situation (Gürler, 1998, p.19).

Distribution of Domestic Debt Securities According to Buyers
It is important from which sources the state borrows heavily from the primary
market within the domestic financial system, in terms of its economic effects. In
the 1980-2000 period, banks had the largest share of 95% on average annually.
The average annual share of the public sector was 12%, the private sector 3.5%
and account owners 3%. The financing of a large part of the public financing
need from banks is an indication that the capital market has not developed sufficiently. Regarding the banks’ mainly gravitating towards domestic government
bonds, not only that they were short-term and high yielding, but also the privileges granted were effective. The high sales of short-term high-interest domestic
debt securities to the banks in the money market increased inflation with an expanding effect on money supply. This situation also created a crowding-out effect by reducing the loans to be given to the private sector. With the decrease in
investment expenditures of the private sector, production decreased and this affected national income and employment negatively (Gürler, 1998, p.141).
As a result, the domestic debt outlook in the 1980-2000 period was not very
bright. In an environment of political and economic instability, shallow financial system, underdeveloped capital market and structural problems, domestic borrowing was resorted to mainly for the refinancing of the budget deficit
and overdue domestic debt without considering macroeconomic balances. That
mainly domestic borrowing was performed in this period increased the domestic debt stock and negatively affected the domestic debt structure. The domestic
debt stock, which was constantly increasing due to shorter maturity and rising
interest rates, aggravated the financial and management problems. These developments, which increased domestic debt service payments, aggravated the burden of domestic borrowing on the budget and brought about the vicious circle
of domestic debt-interest. Domestic debt indicators deteriorated and debates on
the sustainability of domestic debt started. This process, which led to macroeconomic instability and financial instability, continued until the crises in the early
16
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2000s (Köstekçi and Yıldız, 2019, p. 93). There were significant changes in the
domestic debt outlook of the 2001-2018 period, which encompasses the 2001
crisis period and beyond.

2001-2018 PERIOD DOMESTIC DEBT OUTLOOK IN
TURKISH ECONOMY
Domestic Debt Stock
The public sector borrowing requirement increased due to the insecurity and negative expectations created by the crises of November 2000 and February 2001 in
the market. It increased by 3.1 points compared to 2000 and reached its highest level, which is 11.8%. While the share of domestic debt stock in GDP was
21.3% in 2000, it increased by 28.5 points in 2001 and was realized as 49.8%.
Within the total debt burden during the crisis, the domestic debt burden surpassed twofold the external debt burden (See Graph 1). Together with the contraction in the economy, domestic debt became unsustainable. Domestic debt stock,
which was TL 36.420.620 thousand at the end of 2000, increased by 235.41%
and reached TL 122.157.260 thousand (See Table 2). The crisis experienced increased the domestic borrowing need and cost of the public sector and increased
the pressure on debt management. The increasing non-cash debt stock as well as
the shortened maturity and rising interest rate led to a rapid rise in domestic debt
stock and domestic debt burden. During the crisis period, there were severe deteriorations in both the amount and the structure of domestic debt. Special domestic debt securities issued non-cash to cover the duty losses of state banks and
to strengthen the financial structures of the banks transferred to the SDIF, were
effective in increasing the domestic debt burden (Seymen Oskay, 2004a, p. 127).
A new economic program was put into practice with the post-crisis “Transition
to Strong Economy Program,” which brought heavy costs to the economy. Reducing high public debt was among the goals of this new economy program. In
this context, legal and institutional arrangements were made to improve the administrative and technical capacity of public debt management. With the 4749
issued “Law on Regulation of Public Finance and Debt Management” adopted on
March 28, 2002, public debt management was rendered risk-oriented. With this
law, which can be expressed as an important transformation in public debt management, effective and active domestic borrowing with minimum cost and minimum risk level was aimed at within the framework of transparency, accountability
17
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and domestic borrowing strategies (Köstekçi and Yıldız, 2019, p.88). The transformation in public debt management after the crisis led to a significant change
in the domestic debt outlook. In addition, strict monetary and fiscal policies,
structural reforms and political stability carried out within the scope of the program objectives in this period ensured the environment of trust in the markets
by reducing risks and uncertainties in the economy. In this context, the rate of
increase in domestic debt stock decreased with the decrease of PSBR from 2002
to 2008 global crisis period. In 2002, PSBR decreased to 9.7% and in 2007 to
0.1%. The domestic debt burden decreased to 41.7% in 2002 and to 29% in
2007 (See Graph 1). The domestic debt stock increased by 22.7% and amounted
to TL 149.869.691 thousand in 2002, increased by 1.5% and amounted to TL
255.309.982 thousand in 2007 (See Table 2). In the 2008-2009 crisis period,
while PSBR increased by 1.5% and 4.8% respectively with an exactly opposite
outlook, the increase in domestic debt stock rose to 7.6% and 20.1%, respectively. The domestic debt burden has been decreasing since 2002, excluding 2009.
The domestic debt burden rose to 33% in 2009 due to the contraction in the
economy with the effect of the global crisis. In 2010-2017 period, PSBR and
domestic debt indicators were brought to controllable levels. Therefore, the domestic debt outlook improved and sustainability was achieved. Since 2017, there
has been a deterioration in PSBR and domestic debt outlook. PSBR increased to
1.8% in 2017 and to 2.5% in 2018. According to the new economic program,
3.2% was targeted in 2019. In 2017, domestic debt stock increased by 14.3%
and reached TL 535,448 million. This increase was driven by the rise in public
expenditures and tax cuts, as well as the increase in budget deficits by the end of
privatization revenues. In 2018, it increased by 9.5% and reached TL 586,142
million (See Table 2).
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Table 2: Some Domestic Debt Indicators for the 2001-2018 Period
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According to the data of September 2019, it has increased by 19.6% and reached
TL 701.029 million. Domestic debt stock has increased by 474% in the last 19
years. Despite the constant increase in public domestic debt stock, the domestic debt burden tends to decrease due to the rapid growth of GDP. Although
the domestic debt burden tends to decrease in the 2001-2018 period, it is quite
high compared to the average level of 16.7% in the period 1980-2000 with an
average of 27.5%. The domestic debt burden was 17.2% in 2017 and 15.7%
in 2018. In 2018, due to the high exchange rate and high inflation, the domestic debt burden decreased. According to September 2019 data, the domestic debt burden increased to 17.6% (See Graph 1). While the share of domestic
debt in total public debt stock decreased from 61% to 54.9% in 2018, compared to the previous year, the share of external debt increased from 38.9% to
45.1%. According to September 2019 figures, the share of domestic debt and
foreign debt were 56.6% and 43.4%, respectively (TC Hazine ve Maliye Bakanlığı, 2019, p. 14). Although there has been an increase in the share of public
external debt in the total public debt stock in recent years, the share of domestic debt stock is still high.

Domestic Debt Structure
As a result of the unfavorable developments in the financial markets with
the effect of the 2001 crisis, the domestic debt stock increased rapidly and
the domestic debt structure changed. As a result of the increase in insecurity
and risk premium during the crisis period, the average maturity was shortened from 410 days to 148 days, and the average compound interest rate increased from 38% to 96.2%. In this period, the distribution structure of the
domestic debt stock consists only of bonds, which are the long-term debt instruments and bills, which are the short term debt instruments together with
the termination of the consolidated debts and short-term advances. The application of short-term advance, which had the highest share in the domestic
debt stock in the early 1980s, was completely abolished in 2001 by Law No.
4651. The share of the bond, which was very high in the domestic debt stock
in 2001, showed the inclination to decrease rapidly starting from 2002, and
the share of bonds increased (Köstekçi and Yıldız, 2019, pp.122-123). Bond
sales were rare and small. In order to extend the maturity, domestic debt securities denominated in TL were replaced with new foreign currency indexed
and long-term TL denominated floating rate securities with the internal debt
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swap transaction at the end of 2001. The structure of the domestic debt stock,
which consisted mainly of fixed and variable interest domestic debt instruments in 2000, changed in 2001 and mainly consisted of floating rate, foreign currency denominated and foreign currency indexed securities. This situation increased the interest risk while providing longer maturity (Seymen
Oskay, 2004b, p. 96). In 2002, the domestic borrowing maturity started to
increase and the borrowing interest rates started to fall. The market-making
system, which was abandoned due to the crisis, was put into practice again
in 2002 and continued successfully until today. Within the scope of risk-focused public debt management, strategic criteria were introduced at the end
of 2003. In order to reduce interest and exchange risk, the issuance of fixedrate, medium and long-term, TL denominated and inflation-indexed domestic
debt instruments were focused on. Thus, the share of floating-rate and FX-denominated domestic debt securities in the domestic debt stock was gradually
reduced. In 2012, the share of FX denominated securities in the domestic
debt stock was reset, while the share of TL denominated long-term securities with fixed interest rates such as 2, 5 and 10 years increased. In order to
diversify the investment instruments in the capital markets, rent certificate
sales started in 2012. In the following years, the sale of bonds continued in
line with the public debt strategy. However, in 2018, the share of fixed-rate
securities in domestic debt stock decreased, while the share of floating-rate
and CPI-indexed securities increased. In 2018, the sale of foreign currency
denominated securities started again and increased in 2019 (TC Hazine ve
Maliye Bakanlığı, 2019, p.14). The maturity, which was 71.2 months in 2017,
started to shorten again in 2018 and became 59.3 months. In 2013, the average interest rate of domestic debt decreased to 7.7%. In this period, global
liquidity abundance was effective in decreasing borrowing costs. The average
interest rate of domestic debt was inclined to increase starting from 2014 and
rose to 17.6% in 2018. As a result of high inflation, the average interest rate
of domestic debt increased while the maturity was shortened. In September
2019, the average maturity of domestic debt was 29.2 months and the average interest rate was 20.8% (TC Hazine ve Maliye Bakanlığı, 2019, p.7). According to the October-December 2019 domestic borrowing strategy issued
by the Ministry of Treasury and Finance, in October 2019, the decision was
made to sell 91-day and 182-day bonds.
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Domestic Debt Service
In 2001, domestic debt service increased by 337% from TL 37,577,493 thousand to TL 164,360,842 thousand. The share of interest payments in this increase is much larger than the principal payment. Domestic borrowing increased
by 546% from TL 32,468,545 thousand to TL 209,613,234 thousand. The domestic borrowing remade in the 2001 crisis was TL 45,252,392 thousand more
than the domestic debt service. The ratio of domestic debt service to GDP rose
to 66.7% in 2001 with a difference of 45.8 points compared to the previous year.
The high interest rate on domestic debt repayments increased the interest rate
on domestic borrowing. In 2002, it declined rapidly to 39.24%. In 2018, it decreased to 2.8%. Since 2002, the extension of maturities and the decreasing cost
have reduced the frequency of domestic debt service and the necessity of finding
new resources. Starting from 2002, except for 2009 and 2017, the new domestic
borrowing has been lower than the domestic debt service. The domestic debt rollover ratio, which shows how much of the domestic debt service was covered by
re-borrowing, rose from 86.4% to 127.5% in 2001 with a 41.1 percentage point
increase compared to the previous year. The ratio, which decreased to 88.8% in
2002, increased to 105.8% in 2009 crisis period and to 126.4% in 2017 (See
Table 2). According to the new economic program, it is targeted to be 93.5%.
The domestic debt rollover ratio was 85% on average during the 2001-2018 period. The domestic debt rollover ratio, which is important in terms of showing
the weight of the public sector in the financial markets, is not low enough. This
shows that the dominance of the public sector in financial markets continues.

Distribution of Domestic Debt According to Buyers
The share of domestic residents and institutions in the distribution of domestic
debt stock in terms of buyers in 2001-2018 period is high. Regarding the domestic residents that have an average share of %85 in the period, the share of
the banking sector was 50% and the shares of nonbank public and CBT were
35%. Although the share of the banking sector decreased compared to the pre2001 period, it still has the highest share. The the decrease in the banking sector was compensated by the increase in the share of non-residents. The share of
non-residents has increased since the mid-2000s. While it was 7.1% in 2004, it
increased to 12.4% in 2010 and 19.4% in 2017. It decreased to 14% in 2018
and to 10.9% in September 2019 (TC Hazine Ve Maliye Bakanlığı, 2019, p.15).
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CONCLUSION
The constantly increasing public domestic stock, has been one of the most important issues since 1980’s in Turkey’s economy. The increase in public debt stock,
especially at the end of the 1990s, stemmed from the increase in domestic debt
stock. Since 1998, the financing requirement of the public sector has been mainly
met with domestic debt. In Turkey, domestic borrowing was resorted to not to
provide macroeconomic balances but to close the budget deficits and to pay the
maturing liabilities. The domestic debt outlook, which was bad in the 19802000 period, continued until the beginning of the 2000s. During the successive
crises in the early 2000s, the outlook of domestic debt deteriorated further and
became unsustainable. In the post-crisis period, the negative outlook started to
reverse. The domestic debt outlook changed dramatically, domestic debt indicators improved and became sustainable. Thus, the increase in domestic debt stock
ceased to be a problem in the economy of Turkey. However, deterioration in the
domestic debt outlook is observed to have started again in recent years. We can
say that the increase in the budget deficit as a result of increasing public expenditures, privatization revenues coming to an end and tax policies implemented
with the expansionary fiscal policy applied to this situation, and stagnation with
high inflation are effective. While the domestic debt outlook is no longer a problem today, the expectation of an increase in the budget deficit may bring the public finance problem back to the agenda. The increase domestic borrowing will
be inevitable. In this case, the public sector borrowing requirement should be reduced by providing fiscal discipline. For this, controlling the public expenditures
and an efficient and fair functioning tax system are important. In addition, the
implementation of domestic borrowing policies in coordination with the monetary and fiscal policies may improve the domestic debt outlook and ensure economic and financial stability.
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WHY DID THE OTTOMAN SYSTEM
FAIL IN ITS TRANSITION TO
CAPITALISM? A STUDY ON SABRI F.
ÜLGENER AND NIYAZI BERKES

Hüsnü BİLİR1
INTRODUCTION
Sabri F. Ülgener (1911-1983) and Niyazi Berkes (1908-1988) were among the
significant thinkers of the Turkish world in their life time. They are listed among
the generation that included such names as Mümtaz Turhan, Nurettin Topçu,
Behice Boran, Pertev Naili Boratav, Muzaffer Şerif Başoğlu and Kemal Tahir in
social sciences who were influenced by the rapid political and social transformation process in the 1940s (Coşkun, 1991, p. 76; Sayar, 1998, pp. 223-224; Kayalı, 2011, p. 113). The common point in Ülgener and Berkes’ analyses is the research of the Ottoman-Turkish economic and social structure. They both referred
to various disciplines like economics, sociology and history, however not only do
their starting points differ but also their conclusions are rather different. Ülgener was quite acquainted with Sufism and Ottoman divan literature influenced
by his family tradition and the German Historical School, notably Max Weber
(1864-1920), that he met during his years in college had quite an impact on Ülgener’s way of thinking.2 Berkes, on the other hand, was influenced by Karl Marx’s
(1818-1883) ideas both through the courses he took in college and his time at
the University of Chicago and studied the Ottoman-Turkish economic and social history from this perspective.3
1
2

3

Assistant Professor, Aksaray University, Faculty of Sport Sciences, Department of Sport
Management, husnubilir@aksaray.edu.tr.
Ülgener is one of the most significant –maybe the top- representatives of Weberian analysis in
Turkey. Ülgener’s relationship with works on “mentality” and “economic mentality” originates
from the work entitled Economic System and Economic Ideology (1934) by Alexander Rüstow
(1885-1963) who had left Germany for Turkey. Later on his interest got even deeper with his
reading of Werner Sombart (1863-1941) and Weber (Yılmaz, 2011, pp. 49-50).
Berkes thought that Marxism offered a more revealing and solution-delivering explanation
than liberal theories which fell insufficient against the backdrop of the Great Depression in
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Although they adopted Western approaches theoretically, both thinkers handled
the theories in question through a scientific perspective underlining the authenticity of the Ottoman-Turkish world.4 To this end, they attempted to understand
the fundamental mechanisms of the Ottoman system and to explain the ways in
which this system failed to undergo an evolutionary or revolutionary transformation (Berkes) or why it failed to undergo a process of transition from feudalism
to capitalism (Ülgener).5 In so doing Berkes underlined the material and social
factors, while Ülgener focused on the relationship between religion and economy
and the prevalent mentality. In this respect Berkes pointed out the despotic structure of the Ottoman state system and set forth that this system was neither feudal nor capitalist having been interwoven with internal contradictions that would
block the system’s transition to capitalism, while Ülgener, focusing on the relationship between Islam and capitalism, stated that the predomination of the esoteric wing of Sufism, which deviated from Islam’s original and essential form,
dragged the Ottomans to a mentality of “middle agism” (ortaçağlaşma) and “craftsmanization” (esnaflaşma) which in turn prevented their transition to capitalism.
The aim of this study is to provide an answer to the question why the Ottoman’s economic-social structure failed to undergo a transition from feudalism to

4

5
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the 1930s when he was at the University of Chicago (Dinçşahin, 2015, pp. 53-54). One can
argue that Berkes “embraced Marxism as a scientific method and as the healthiest analytical
approach that could be used to explain social events” (Altun, 2004, pp. 451-452). This study,
too, is based on the notion that Berkes adopted Marxism as a scientific method. It is seen that
Berkes often used Marxist concepts and methods in his analyses. For instance, Berkes’s (1972,
p. 17) goal was to be able to understand “the dialectical evolutionary process of Ottoman
history” and to “identify the mode of production, the ownership of means of production, and
the forms of dispossessing the producers of their production along with its value, and their
distribution” (ibid., p. 36). One should, however, note that Marxism was not the only channel
that fed Berkes’s intellectual depository. He himself listed Talcott Parsons and Louis Wirth
among the names that had a major influence on his intellectual universe (Berkes, 1936, pp. 125,
130).
Ülgener criticized Weber on the grounds that he did not have sufficient information on Islam
and the Eastern Civilization thereby offering an inaccurate definition of Islam, and adapted
Weber’s analysis to the Ottoman economic-social world within the framework of the sui
generis structure of the Ottoman system and Islam. Berkes (1972, p. 5) stated that taking ideas
based on Western European economic history as a model and “ascribing” them to OttomanTurkish economic history was very misguiding due to the structure of the Ottoman system
based on the Eastern tradition.
According to Adanır (2000, p. 122), Berkes and Ülgener prove to be the two names that got
closest to the “secrets” of the Ottoman order. See Adanır, 2010, 2013 for a reading on Ottoman
economic-social history through Ülgener and Berkes.
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capitalism specifically based on Ülgener and Berkes’s studies who represent two
different traditions in the history of Turkish economic thought.

SABRI F. ÜLGENER AND THE OTTOMAN MIDDLE AGE
MENTALITY
Ülgener adapted Weber’s analysis that explained the emergence of capitalism in
Western Europe through an economic mentality and the “Protestant Ethic” to
the Ottoman system and analyzed the Ottoman-Turkish economic-social history
along the lines of Weberian rationalization. Ülgener sets out his analysis based
on Weber’s views on the relationship between religion and capitalism and agrees
with Weber’s ideas in general.6 The point he disagreed with was Weber’s interpretation of Islam. Weber (and some Western historians) argued that Islam’s understanding of god did not impose an active responsibility on the individual in
getting out of difficulties and reach salvation, beyond submission to this superior
power; this understanding was far from the urban bourgeois character of the religious understanding in the Western world; Islam gathered worldly possessions
by the sword and the accumulation of wealth occurred through ranks and grades
granted by political decisions. He, on the other hand, stated that this was not the
only motive in Islam that could not be reduced to a mere religion of warriors.7
6

7

Weber argues that the emergence of capitalism in Western Europe cannot be explained by a
single factor. According to Weber (1961, pp. 207-209), in order for the system that he qualified
as “Rational Western capitalism” or “modern rational capitalism” to emerge and for the
whole age to be qualified as capitalist; a rational capital accounting system, a free market, a
rational technology, and a trustworthy legal system should exist, economic life should become
commercial, and a working class that had to work for a living should be present. These material
conditions, however, are not sufficient; a power that would give its “spirit” to these conditions
is necessary: This power is the Protestant ethic. According to Weber, the transformation of
the mentality that emerged with the Protestant sect in Western European history laid the
foundations of capitalist development within the historical process. The capitalist spirit and
economic rationalization, which are the two primary factors of capitalism, secured themselves
a place to live within this mentality. Weber defined the understanding that aimed to achieve a
professional, systematic, rational and legitimate gain as the “spirit of modern capitalism” and
stated that these characteristics had been present in Western Europe since the 16th century.
According to Ülgener (2006c, pp. 56-57), most of these ideas of Weber on Islam “cannot be
considered to go beyond hasty and one-sided judgments –let alone their disorganization.”
Weber’s one-sided perspective stems from “its understanding of method, to be more precise,
from its very own contradiction with that understanding.” What really mattered for Weber was
the Western civilization and the sources that fed and formed it. He dealt with Islam within this
context in order not to learn about it in its core being but only to better present the West in a
binary.
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According to Ülgener (2006c, p. 81), the primary and essential sources of Islam
persistently underlined the idea of exchange undertaken by the parties on their
own volition and closed to “superstition,” except for jizya and spoils of war. Further, one perhaps does not need to wait for a religious reformation in the West
to see the ways in which labor was transformed from a kind of burden that could
be endured to a certain extent to the command of god. The same or similar lines
are readily observed in Islam as well; a hadith by the prophet provides one of the
best examples of this: “Worship as if you are going to die tomorrow, work and
earn as if you will live for good” (ibid. p. 83). In this regard, it can be asserted
that Islam bears a challenging identity against feudalism and feudal values rather
than advocating a feudal and lavish life (ibid. p. 80).
Therefore, for Ülgener, “Islam will perhaps be ranked the last in the series” among
the factors that prevented the settlement of the market economy in the modern
sense in the East (ibid. p. 84). The primary reason why the Islamic world lagged
behind should be sought in the process which Ülgener called “middle agism.”
Ülgener uses this concept to refer to a life style rather than a historical period:
It is, first of all, the end of a bright period of commerce. ‘Craftsmanization’ in
forms of enterprise; closure and rigidification in the understanding of value with
the same speed; a professional and artistic bigotry that do not permit even the
slightest novelty (traditionalism) (…) Finally, a consciousness of aghas and masters
passed down by feudal life from a century to another. A mentality that wants to
see lavish consumption get used to present itself above everyday economic worries, production and value creation laid on others’ shoulders other than himself
–not to mention that it was never far from the attractive impact of appearance
and vanity (Ülgener, 2006a, p. 9).
According to Ülgener, while this kind of mentality had gradually been eradicated in the West during the 13th and 14th centuries, it sustained its presence in
the East, especially in the Ottoman Empire. The Ottomans’ short-lived administrative and military rise did not alter this state of affairs either. The prolapse of
economy from production and commerce to land once again, shrinkage in economic activities, relieving of such concepts as “Kârhane” (workshop), “El Kâsib”
(earner), “Bazergân” (merchant) off their meaning and undermining them which
had previously been rendered as models for entrepreneurship, profit and gain
brought about “middle agism” (ibid. pp. 31-36).
28
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The world of intellectual mentality sustained the heaviest blow from middle agism because the setback in commerce also narrowed down the intellectual world.
According to Ülgener (ibid. p. 57), while on the one hand means of living for
people of the age of disintegration were narrowing down during this process, on
the other hand, moral rules were being shaped by the values of the Middle Age
(chance, consent to one’s fate, submission to destiny, etc.). While husbandry,
craftsmanship, commerce, and agiotage were among the primary forms of income, the desire for gain that was necessary for one to be able to talk about the
mentality of profit and entrepreneurship could not be separated from its crude
and primitive forms to be transferred into normal means of production and exchange (ibid. pp. 144-149).
This takes us to “craftsmanization” that is another significant concept in Ülgener’s analysis. Ülgener (2006d, p. 158) defines this concept as “the institution
of craftsmanship’s outweighing other forms of activity (specifically commerce) in
number and structure with its sui generis customs and conventions.” According
to Ülgener, since the population appealed to by the sects or cults were not middle and upper merchants but was comprised of modest shopkeepers with shallow measures, the spread of Sufism and cults went hand in hand with the popularization of craftsmanization that had emerged at the end of the Middle Ages.
The period during which Islam was born and intercity commerce and big merchants were commended had come to an end, an economy built on small and
shallow units was established with the disappearance of a bright commercial life.
The market, in parallel, was no longer a praised place and was transformed into
one “under gross incrimination or, at least, suspicion” (Ülgener, 2006c, s. 113):
“Consequently, the return to the land [was] a return to craftsmanship, to craftsmanlike views and thinking, in a word, to the middle ages” (Ülgener, 2006a, p. 27; emphasis mine). Thus, middle agism and craftsmanization seem like the two sides
of the same coin in Ülgener’s analysis.
The most important factor that brought about this process of middle agism and
craftmanization is the perception of Sufism (Tasavvuf). According to Ülgener
(2006c, p. 91), Sufism is the name given to the “long and laborious path of inner and profound withdrawal” that was differentiated from Islam’s original and
essential self. Sufism, which blended the beliefs of Central Asia and partially India
and Iran along with perhaps Greek and Christian beliefs in between, was a substantial protest movement against the power including the Sunni ulama while it
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became a center of attraction that bundled up and provided an environment of
peace and trust for large masses of oppressed people who were left insecure and
homeless following Mongolian invasions (Ülgener, 2006c, p. 91). According to
the teachings of these cults, a person “is not the instrument and performance of
god’s will on earth but is the passive bearer of fate and fortune and maybe merely
their audience” (Ülgener, 2006c, p. 94). This person is one that “although never
indifferent to earthly pleasures and possessions, does not like wasting his life concerning himself with the future in haste and rush to this end; is completely surrounded by records of authority and tradition (becomes even softer and submissive when distanced from the center towards the ‘rural’ periphery); is a lump sum
person in his accounts, ways and conduct8” (ibid. pp. 92-93).
Yet, to Ülgener, Sufism does not refer to a monolithic way of thinking and living.
In this direction he points out that there are two different currents of Sufism: the
first one is an introvertist current, i.e., esoterism (Batınîlik) that directs political
ambitions towards itself by delivering an esoteric interpretation of religious rules
and liberation (ibâhet) which even goes beyond it. Esoterism represents the introvert side of Sufism. It is this understanding responsible for the backwardness
of the Ottoman Empire:
While the fact that industrial capitalism approached the most sensitive and vital
segment for the professional man of work and profession in the West –Northwestern Europe and North America- with the methodical-disciplined wing of
religious reformation (Calvinism) helped it create the climate of conduct and
thought necessary for its existence, the penetration of Sufism into large masses
and business circles along a rather esoteric line did not fail to create a separate
type of conduct and, beyond it, a climate of signification inclined to a different
order –rentier capitalism (Ülgener, 2006c, p. 137).
The second one is Melamism, a conduct that is against this esoteric propaganda
and a line of liberation that aims to work and labor non-stop against this kind
of idleness and inertia. For this school, which included names like Rumi and
Hacı Bayram Veli, the world is neither a place for pleasure and indulgence nor
one that can be escaped to in order to stay away from sin and guilt. A believer
8
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In opposition to this type of person, there is an enterprising and dynamic spirit in the mentality
of capitalism and the person here “lives virtually to work” in contrast to the craftsmen who
work to live (Ülgener, 2006b, pp. 32-33).
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should process this heap of substances and materials unloaded before himself and
give it a form and order:
To state it in the shortest and clearest lines possible: The world, to a Melami, is
neither a place of pleasure and indulgence nor a “mortal world” that he needs to
stay away to avoid involvement in its sins and guilt; on the contrary, it is a heap
of substances and materials unloaded before the believer to be given form and
order (Ülgener, 2006c, p. 105).
Therefore, in Melamism, working and exerting oneself is not a human weakness
to be avoided but, on the contrary, a calling that should be undertaken with virtue and a sense of mission. Ülgener establishes a parallel between the Melamis
and Calvinists in this regard; Melamis are “persistent followers and advocates of
working and laboring non-stop who do not stay idle and inactive”:
He is with everyone and, like everyone else, is after his work never thinking of displaying his closeness to God through a specific conduct and special outfit outside
the people, silently busy with his own servitude in the meantime! Even shorter
still; he appeared with the people with God in his heart! He is the persistent follower of labor and production –which does not fall short of the Calvinist linein his simple and extremely modest life (Ülgener, 2006c, p. 103).
The reason why the impact of Melamism, which resembled Calvinist mentality,
was limited was that esoterism spread to a wider audience, including the craftsmen, as it appealed to the grassroots (Yılmaz, 2011, p. 65) because the powerful upper classes made up of prominent figures of the ulama, military (ümerâ)
and the Sufis had been the founders and advocates of the rentier economy based
on consumption, authority and tradition; not one that is founded on accumulation, exchange and production (Zorlu, 2011, p. 265). Thus the behavioral portrayal of the Ottomans presented them as types indifferent to material and life,
with a weak sense of wonder, those who did not like to spend their lives concerned with work, and who strictly adhered to customs and traditional authority
in their works and decisions. While this structure contributed to the unity of the
Ottoman society, it on the other hand prevented the development of a capitalist
ideology of labor with its focus on customs, habits, and routine. In this vein Ülgener associates the failure of capitalism to develop in the Ottoman society with
this conservatism and closure in the mental world of the craftsmen and gentry
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and qualifies the sum of this pre-capitalist moral views as “the mentality of the
Middle Ages” (Acar and Bilir, 2014, p. 120).

NIYAZI BERKES AND THE INNER CONTRADICTIONS OF
THE OTTOMAN ORDER
Berkes argues that the inner contradictions of the Ottoman state system and the
disconnection between the ruling class and the social classes are associated with
both the collapse of the Ottoman State and its failure to materialize its transition to capitalism.
What are these inner contradictions? Or what is the source of these inner contradictions? These contradictions emanate from the Ottoman state system itself. The
genesis of the Ottoman system is different from those of Western European countries as per its inner dynamics and historical development. The greatest cause of
this difference is the fact that the Ottoman system was involved with the Eastern
tradition. According to Berkes (1972, p. 11), when seen sloppily, political systems
like the Ottoman state resemble the ailanthus tree which is an imaginary tree with
its roots up and branches and leaves down. The foundation of such systems is
different from the situation observed at the foundation of Western state systems
or those brought about by the ancient Greek tradition or ancient German tradition: “This is the political tradition of Eastern despotism9” (Berkes, 2012, p. 27).
The most important feature of the Ottoman regime is traditionalism rather than
religiosity and this system has some sui generis characteristics. The first one is
that order in this system (or as it was called by the Ottomans as “nizam” (order),
“âlem” (world) or “nizam-ı âlem” (world order) was established by God as was.
It does not change and it should not; if it is kept as is, it is eternal. The second
one is, ancient law (kanun-î kadim) legitimizes this type of state, i.e., it makes
the state an order set by God (ibid. p. 30).
The third one is that this state system sees the society not as a monolithic, complete body but divided, segmented, and static because such a state system cannot exist over a society with a continuous inclination to change, it topples upside down. Therefore, in this system “there is no social development, evolution,
9
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progress or revolution. The state is founded upon an unchanging ‘order’ and its
primary task is to provide ‘order’ and maintain ‘order.’ Each change leads to ‘revolution,’ to disturbance and corruption” (Berkes, 1972, p. 146). The fourth one
is, political sovereignty does not come from social roots; in contrast to Western
systems where the political power, i.e., the state is the power of the private property owning class, this kind of power in the Ottoman system is externally located
over the society by God (in fact by means of conquests and force)10:
This power is not one that comes from the right to own private land property
but one that precedes it (…) Since this power is available in the hands of people who make the state that is separated from the society and economic activities
(…) they deprive those who own ‘private property’ of political power and place
them under the power of a single state by eliminating all powers (…) Thus the
rayah11 who have the right to personal use of land has no political power whatsoever (ibid. p. 54).
Therefore, the ones who hold the power within the Ottoman system are either
man of religion or holy war, i.e., not the economic classes (peasants, workers, merchants, craftsmen) (Berkes, 2015, p. 17). Thus the fifth feature of the system is
the state’s failure to represent the interests and aspirations of people’s classes. The
major business of rulers of the state is conquest; the state earns money through
this business and finances its business: the thing that defines the Ottoman’s economic “éspirit” is war and treasury problems12 (Berkes, 1975, pp. 186-187).
Rulers of the state and the social classes are accordingly kept apart and when these
two begin to engage and intermingle the outcome would be an “abrupt revolution” against the order. Now this is one of the inner contradictions of the Ottoman
system that creates a conflicting result against its very own principle (Berkes, 1972,
p. 57; emphasis mine). While the fact that a precise line is drawn between the
rulers of the state and social classes, and such economic classes as the peasants,
craftsmen and merchants are excluded from the state administration leads to the
10 Berkes defines Ottoman state officials as “’entrepreneurs’ who gained strength by the craft of
war, those who embarked on a business of gain” (Berkes, 1972, pp. 11-12).
11 Berkes describes the rayah as “herded people” (1975, p. 57) or “herd” (2012, p. 31).
12 Berkes (1975, p. 325) states that the underlying idea beneath the economic politics in the
Ottoman state can be expressed in the following way: “No state can exist without an army; the
army needs instruments of war; this in turn depends on finance; the source of financial power
is the society; therefore, it is obligatory to keep the society in order.”
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perception that economic mentality is something “disowned,” it on the other hand
prevented the accumulation of capital required for the emergence of capitalism.
The sixth feature of the Ottoman state system –like all other states of the Eastern
tradition- is the fact that they do not invest the wealth they gained in economic
production. According to Berkes (1975, pp. 259-260), the Ottoman sovereign
class accumulated an enormous wealth beginning with the onset of the 16th century; the primary depots of this accumulation were the sultans, therefore the palace, the ulama class, high-ranking officials, rented lands and mansions, taxmen
and goldsmiths, landed proprietors, aghas and feudal lords13 (ibid. pp. 289-290).
This wealth that accumulated within a very small segment of the society, however, was either spent for luxury consumption or warfare finance or kept as the
personal wealth of the sultan himself.
Were the economic social classes able to accumulate capital? The system itself does
not allow these classes to undertake accumulation to this end. The major goal of
the state is to fight and protect or increase its political power; and the path that
leads to this is a sturdy treasury. Thus while the state consolidated its treasury
through the taxation of peasants, it at the same time imposed a strict control over
trade14 (ibid. pp. 72-73). The merchants’ tendency to gain easy and rapid wealth
and direct this accumulated wealth to gain interest were against the interests of
both the state and the people.15 Consequently, commerce in Ottomans was limited only to guild crafts and reduced to the level of small retailer trade under the
control methods of the state (ibid. p. 236).
According to Berkes (1972, pp. 79-80), the opportunity to invest the money accumulated through commerce and usury to industrial production, which are among
the first signs of the development of capitalist economy, was too little under such
13 According to Berkes, both landlords and feudal lords, which is the latest form of landlords,
are worse than feudalism itself: “While the seeds of capitalism are buried in the feudal system,
feudal lords are an outcome of the seeds corrupted by the absence of opportunities to transition
to capitalism and they generally are the most unfailing indicators of the transition of political
systems to corrupt orders which is only seen in non-Western countries (Berkes, 1975, pp. 309310).
14 Berkes, too, states that Sufism was strong among the craftsman class in the Ottomans but
does not differentiate between Melamism and esoterism, contrary to Ülgener, having assessed
both these currents as anti-establishment ones that found themselves a living space among the
craftsmen. See Berkes, 1972, pp. 72-76, 229.
15 This was the reason why most merchants did not invest their earnings in economic investment
(Berkes, 1972, p. 80).
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conditions. The transition of the capitalist merchant to investing would be an
act of “revolution” since it was against the principle that set forth that all classes
should stay where they were, i.e., in the place and function assigned to them by
the state. Whereas for capital to have the power to change the mode of production in agricultural production, guild crafts production, commerce and interest
capital accumulation; it should upset old modes of production, replace them with
new modes of production, and the capital should create a class that ran the capitalist production system (Berkes, 1975, p. 254). This accumulation in the Ottomans, however, went along with the power of the state and political influence.
The involvement of power and influence factors with capitals of interest, commerce, industry and agriculture or taking them under control prevented it from
having a transformative role on the initial accumulations’ modes of production in
these fields. No matter how contradictory and conflicting types they might have
beeen, including statesmen, taxmen, goldsmiths, landed proprietors and feudal
lords, their accumulation of wealth created by the exploitation of social classes
rendered these people a “coalition of keepers” who kept the existence of the old
system a condition for their own existence, not persons who would undertake a
revolution in production (ibid. pp. 257-258): “This is the basis of the Ottoman
disorder, the failure of this system to succeed in materializing neither an evolutionary nor a revolutionary progress” (ibid. p. 255) and the system’s “latest inner
contradiction lies here” (ibid. p. 257). This “does not stem from the lack of minds’
enlightenment but an outcome of the type of process in question” (ibid. p. 254)
Therefore, while Europe witnessed revolutionary changes in the 16th century,16
the Ottomans saw no changes. According to Berkes (2012, p. 24), the transition
from feudalism to capitalism in Western Europe dominated by feudalism, as the
initial starting phase, was only able to start with the birth of centralized absolute
monarchies. On the one hand units called “nations” were being developed, on
the other hand, state regimes with laws were born during the absolute monarchs’
conflict with the traditional classes of the feudal order. In the Ottoman order,
16 According to Berkes (1972, pp. 155-165), the two most significant reasons why there was a
capitalist economic development in the 16th century and afterwards, were the opening up of
great new commercial paths by maritime discoveries and the flow of gold and silver mines of
the new world to Europe. Within the subsequent years following these two developments, both
the political and economic superiority of feudalism and medieval cities faded away and a new
class called the bourgeois class gained economic and political power in some of these countries
where these developments were seen.
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however, this process did not run in this way.17 Berkes disagrees with the view
that the Ottoman Empire was feudal and even argues that the Ottomans were
shaped as the product of the fight against feudalism (Berkes, 1972, p. 35; emphasis
mine). Accordingly, Berkes thinks that it is more appropriate to use the concept
“pre-capitalist commodity economy” coined by Paul Sweezy to describe the period
between the 13th and 16th centuries, and states that the Ottoman economy was
one that “produced commodities for the market” but could not disinvest the “feudal mode of production and its intrinsic surplus-value exploitation” (ibid. p. 38).
Hence Ottoman economy, for Berkes, partially had feudal mode of production
and partially did not; while a closed economy which “produced for consumption”
was maintained in sections with a partially feudal mode of production, there was
an economy which funded, by means of state treasury with its income in cash
and kind along with its spending, an urban economy that produced for the state
in sections where it was not partially present. But “each and every tendency of [this
commodity economy] towards becoming a capitalist economy is being pruned off here
by the state while it is still a bud” (ibid. p. 39; emphasis mine). The source of one
of the fundamental, perhaps the most important, internal contradictions in the
Ottoman system can be found here: “Both the absence and presence of the state
power will explain us why, on the one hand, this economy was not only feudal
and, on the other hand, failed to transition to capitalist production and stayed
at the minimum subsistence level” (ibid. pp. 39-40). This is where “the historical
key to the absence of an agricultural and industrial evolution, i.e., the failure to
transition from a feudal economy to a capitalist economy lies” in the Ottoman system (ibid. p. 40; emphasis original). In this regard, Berkes is of the opinion that
the Ottoman order had internal contradictions that led to the killing of capitalism even before it was born, not to the development of capitalism.

CONCLUSION
Ülgener and Berkes analyzed the sui generis features of the Ottoman economic-social structure from different perspectives and studied the internal dynamics
of the system. There are, however, some common points in the analyses of these
two thinkers. The first one is that they both underlined that the Ottoman system
17 The Ottoman state was not based on a nation state either but the policy of the Ottoman sultans
and subjects was “not building a nation, but dissolving nations.” The Ottoman state, thus,
thoroughly became a “state of collected subjects” (Berkes, 1975, pp. 55-57).
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was different from those of the Western European countries and it belonged to
the Eastern tradition. The second is that they both stated that traditionalism was
substantially influential in the Ottoman system. This traditionalism emerged in
commerce staying in the form of small craftsmen organizations along with a reverence to aghas and masters. The third one is that they both pointed out that
the rulers of the state tended towards luxury consumption and could not transform the accumulated wealth to investment. The upper classes comprised of the
dignitaries of the ulama, military and Sufism with power and influence were the
founders and protectors of an economy based on consumption and dependent on
authority and tradition, not an economy based on accumulation and production.
Ülgener and Berkes, however, had different views on the internal dynamics and
basic features of the Ottoman system. Ülgener focused on the material foundations of the Ottoman system while analyzing the relationship between economy
and religion, notably economic mentality. According to Ülgener, although the
rational mentality that enabled the emergence of capitalism was present in the
original and essential form of Islam, the ways in which religion was practiced
changed beginning with the 15th and 16th centuries and this change in the form of
middle agism and craftsmanization prevented the transition from feudalism to capitalism. The world of mentality risen above such material foundations reached its
peak with Sufism. Ülgener distinguished between Esoterism and Melamism within
the Sufi tradition and argued that esoteric Sufism prevented the emergence of a
rational economic individual. Sufism –specifically esoteric Sufism- that diverted
from the Islamic essence formed an alliance with the craftsmen and gave way to
a non-progressive type of person/society resistant to change.
The real reason why the Ottoman society remained a backward one was this form
of mysticism partly kneaded with rudimentary ideas in the later stages, not Islam’s original pure form. Capitalism is only possible based on an Islam in compliance with the requirements of the age by weeding out such influences. If the Melamism wing of Sufism were predominant instead of its esoteric wing, the Melamis
would play a similar role to that of the Protestants in Weber’s analysis and provide the driving for necessary for the transition process from feudalism to capitalism
in Ottoman economy.
Berkes, on the other hand, argued that both the Ottoman state and social order
had internal contradictions that prevented them from transforming themselves and
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from transitioning to feudalism to capitalism. According to Berkes, the Ottoman
system was founded upon a concept of order set up by God; this order should
not be altered and kept as was. Political sovereignty, just like order, is bestowed by
God and it does not stem from social roots. This state of affairs, in turn, places
a clear-cut border between the rulers of the state and the social classes like peasants, craftsmen, and merchants.
According to Berkes, the commercial capital which is the first condition of the
development of a capitalist economy cannot emerge within this structure because
accumulation is undertaken by the power of the state and political influence, and
the participation of such factors of power and influence as statesmen, taxmen,
goldsmiths, landed proprietors and feudal lords to accumulations in interest, commerce, industry and agriculture or taking these under their control prevents them
from assuming a transformative role in the modes of production of initial accumulations in these fields and tries to keep the existing order as is. This proves to
be one of the greatest internal contradictions of the Ottoman system and this
contradiction does not stem from the failure to have intellectual enlightenment
but is a negative outcome of this type of process. Thus the Ottoman system failed
to undergo a transformation, evolution or revolution and stayed as a pre-capitalist commodity economy which could not fully surpass the feudal mode of production.
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3
STATE AS A SCARCING FACTOR:
QUESTIONING CLASSICAL
ECONOMICS
Pelin Vildan KOKCU DELİKAYA1

While micro economics of Orthodox economics considers the functioning of the
society which is focused on the production and exchange of goods with a ‘formalist’ approach, it does not consider ‘the economy in the general social structure’ and appears with an assumption: Scarcity assumption.
No matter how many means they have, capitalist modern societies use the scarcity assumption as a base and in accordance, they recognize the economic tools as
insufficient. Interesting thing is that this pre-acceptance occurs in the affluent societies (Polanyi, 1959). Although our needs are infinite, mentioned societies have
scarce sources: Land, labor, capital and enterprising (Polanyi, 1959). Therefore, at
this point, there is an emphasis on the necessity of limiting the fulfillment of individuals’ needs in order to afford the infinite needs with scarce sources because the
absence of sources that will help produce the needs would lead everyone to war.
In this context, should the highest market is incapable of providing an equal distribution in the functioning of relevant societal order and mode of production,
there appears an ‘embeded’ actor at the point of how the scarce sources will be
collected, used and re-distributed. This actor is a state which is established based
on the scarcity assumption. On that note, the scarcity assumption in the modern
capitalist societies requires the necessity of making political decisions as well as
and beyond the economic decisions, meaning the state. In this regard, the modern state, which will have duty of resource distribution, appears to effectively allocate the sources with all the modern tools of intervention, with its social expenditures, budget and taxes.
1
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Therefore, while the primitive societies which we historically take look at past,
can conduct abundance and peace with the mode of low production already,
then why is there a state which is functioning with scarcity assumption in capitalist mode of production in existence and what is the reason of scarcity despite
the existence of surplus ? Is the argument, of the orthodox economy and the appearance of modern state and how they fed each other on the process of development of scarcity assumption valid ? Is it a suitable argument to the pre-modern
societies and primitive societies and does scarcity assumption clarify the societal
order and the economy of primitive societies? Such questions will be answered
in the course of this paper. In addition, this paper will argue the scarcity assumption which the modern state presents as the only de facto fact and will examine
if the decision making structures of pre-modern state, which are the decision organizations of scarcity based economics, is suitable with the scarcity assumption.
In this framework the production and property relations and the gift system, which
is a form of exchange in this context, will be examined. Furthermore, within this
scope the capitalist economy will be compared with the primitive economy by
considering why and how the abundance, that is always a matter of division, was
distributed with gifts, charities and potlatch.

ABOUT SCARCITY
The scarcity assumption which corresponds to a situation of preference during an
appearance of insufficiency of tools, is an assumption of formal economics (Polanyi,1992:4-5). While in some civilizations the scarcity is exceptional, in some societies it is in existence. However, scarcity is a factual phenomena. Fundamentally, this is
what we need to notice because defining the economics as formal would only degrade the economics to an order of preferences that are in a state of scarcity that
could only be valid in the market system (Polanyi,1992:6). In this regard, the market institution has developed the definition that is needed for the economics itself.
Here, land and individuals are commoditized and were included to the market2.
2
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In this sense, rent appeared as a price of land and wages appeared as a price of labor and
therefore people were degraded to material impetuses. Whereas people are not just material
impetuses but the market defines society as such. The market assumes that ‘’(…) people will
exchange if not prevented, should a precaution fails to be taken markets will naturally be
embodied almost as a result of gravitation’’ (Polanyi,1992:34)
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It is emphasized that the economy which functions with the scarcity assumption
is universally valid and is applicable to the primitive societies in the most general sense (Sahlins,2003:9). In this sense, when we historically move backwards
with a formalist economic point of view we would assume that we will see scarcity in primitive societies; however at the point that we would arrive if we were
to move historically forward, did the Orthodox approach not praise the enriching side of capitalist production and tell us the abundance of the West? This narrative tells us negative stories about the hunting societies and mentions the ‘substantivist economy’ they managed to conduct (Sahlins,2003:13). Is it really so?
For instance, Sir George Grey, who made discoveries on the poorest regions of
Australia during 1830’s (1841:259-262), noted that it was not at all how the Europeans described it to be. In fact, he noted that he saw a great deal of perpetual
abundance in the huts of the natives and added that their foods were both delicious and nutritious (Sahlins,2010:18-19). Regarding this issue, Sahlins (2010:35)
states that the primary reason of the scarcity in this region is the European exploitation of the native raw materials and wealth. In spite of the assumption of
formal economics, scarcity is not infinite.
Another example of the existence of abundance is that while Clark and Haswell
(1964:31) suggest that the primitive hunting societies do not use the lands and
resources extravagantly and make use of the land even only much under its average potential, Pirie noted about East Africa that the wild animal output per green
and natural field is more than the output of neighboring nomadic societies. Here,
we notice something other than the nonexistence of scarcity: in the economy of
primitive societies, producers or breeders produce for a living (Sahlins,2010:73)
and use their sources limitedly. Therefore, neither the resources nor the labor is
scarce. The thing that is low here is the life standards (Sahlins,2010:76-82). What
then brings abundance and defamiliarize scarcity?
In this sense, going back to the past, puts forward a distinctive reality about the
hunting societies, which is that they are an original abundance society where everybody’s needs are fulfilled (Sahlins, 2010:13). This puts us in a situation where
it is necessary for us to think about how the hunting and gathering societies conducted their lives in low standards and how they fulfilled their needs with ease
(Sahlins, 2010:40). Although the modern economics consider the primitive society as a ‘substantivist economy’ where there is starvation, technical insufficiencies
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and where people have to constantly work3 in order to survive and where it is absolutely impossible to ‘save’, there are no infinite needs or scarce sources in these
societies. On the contrary, it’s clearly seen that their needs are finite, they have
production tools that are easily made (Sahlins, 2010:13) and have more than
enough valuable goods for their own livelihood (Sahlins, 2010:24)
In this sense, the fact that the hunters were in prosperity, makes us defamiliarized
from the scarcity assumption because this information clears that we do not have
to work constantly because of our infinite needs and insufficient tools. Therefore,
the thing that defamiliarize the scarcity and provides abundance is something different. Economic material status is not the thing that needs to be examined in
order to evaluate an economy, what needs to be examined is the mode of economic organizations (Polanyi,1947,1957,1959; Dalton, 1961). In this context, the
mode of economic organizations of the primitive societies have to be examined.

THE MODE OF ECONOMIC ORGANIZATION OF
PRIMITIVE SOCIETIES
Primitive societies have the tendency of low production generating from the failure of households producing their own livelihood, limited utilization of labor
force, land, animals etc. (Sahlins,2010:76). This low production tendency is simply called the ‘household production’. In this mode of production of primitive
societies’ production tools are short, collective but despite this fewness, enough
(Sahlins,2010:47). It is observed that these production tools were made out of the
things that are easily found around (Sahlins, 2010:21). Another situation that is
unique to the primitive societies, especially the hunting and gathering societies,
and on which their abundance depends is the underdeveloped sense of property.
It is understood that the natural resources are available for all, property is collective, skills are common, division of labor is simple and based on gender (Sahlins,2010:21). Additional outstanding thing is that these primitive societies are
satisfied with the few they have and that’s already what is required by their mode
3
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: It is said that in primitive societies people did not work as hard and their specialty was
laziness. Although in an economy where they had restricted aims and where they did not
challenge the sources at all (Sahlins,2010:28-30), it can be understood that they had ‘the right’
to be lazy (Lafargue,1996). For example, Sahlins (2010:34) stated that daily six hour shift is
sufficient and that they did not have neither product nor time waste (Sahlins,2010:15-16).
Whereas imperialist thinking implies that people were lazy and that they could constantly
work. (Sahlins,2010:63)
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of livelihood of not having too many belongings. The fact that they always had
to be on the move not to starve, led them to adapt the nomadic lifestyle. In this
sense the primitive individual became the opposite of the ‘Economic Man’, which
is an installation of bourgeoisie. One maybe could call them the ‘uneconomic
man’ who are free from all materialistic pressure and very much away from the
sense of property (Sahlins,2010:24). One of the most essential things about the
primitive societies has became the existence of unused ‘surplus’. There are many
uncultivated lands and more than enough animals for them to earn their keeps
(Sahlins,2010:57-58)4.

GIFTS AS AN EXCHANGING RELATIONSHIP
In the primitive societies, it is observed that the exchanging of gifts is the center of
communal relations. Personal and face-to-face relations are very essential in these
societies where there is reciprocal obligations. The thing that arranges the social
existence is presents. In these societies where it is an obligation to give and receive,
said gifts are not unreturned, there is always a reciprocation (Godbout,2003:11)
According to the primitive societies, reciprocity is essential and the thing that
is called exchanging in a primitive society stands for a gift and a re-gift, which
corresponds to the return to one’s self and one’s soul. In this sense it is beyond
materialistic motives, it is spiritual. An exchange is something we can call more
economic, it is when different economic and societal interests come together. It
means that whatever one received, it must be re-payed soon enough, which Sahlins (2010) calls ‘balanced reciprocity’. Said exchange does not take place in the
framework of a determined exchange price system and it is done especially between the tribes that are relatively ‘foreigners’ to each other. Land and individuals are not materials and it is seen that the exchange prices are mostly stable. Redistribution and reciprocity are essential. The exchange rate here is dependent on
equivalency, focused on what will be received but not on what is being given and
the price of it is determined by a price system. However Polanyi (1992:16), dictates that trade and market trade are different things and that trade has been in
existence far earlier. Nevertheless, he states that with the discourse of market trade
the relations of exchange is determined by the price mechanism and is degraded
4

: Real production is less than its potential and the current population is beneath the numerable
maximum population (Sahlins,2010:50). Some parts of the labor sources could be turned into
surplus by not being used by the mode of production (Sahlins,2010:73).
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when done with money which is an indirect exchange tool. Yet, to take a look on
the exchange rituals that were done by the primitive societies either among themselves or with other tribes cracks a door to a very unusual society and an economy.
‘The things that are needed’ are essential. On the other hand, even if the only
things that are being produced are the things that are needed or vice versa, societies are never efficient for themselves and exchanging is always observed. It is from
what is being redistributed to what is not being redistributed (Sahlins,2010:88).
Transactional relations are above objects and therefore the most important thing is
the reproduction of humans and the gifts and objects are tools that are used to establish the link between human production and social bonds (Gobout,2003:201).
Additionally, needs are not defined as infinite, objects are only gathered by exchanging gifts and therefore there is lack of labor exploitation (Godbout,2003:163).
In this context, the structure of what was explained with its broad features and
is related to abundance is based on the Household Mode of Production. As was
demonstrated by Sahlins (2010) and Gobout (2003:163) the low mode of production of the primitive society, collectiveness of property, simplicity and commonality of production tools and most importantly the fact that needs are not
defined as infinite; additionally as Bataille (2010:89) demonstrated, in primitive
societies where objects are only gathered by the mode of exchange and therefore
where there is no labor force exploitation and where labor is free, there is absolute abundance.

IS ABUNDANCE DESIRABLE? ABUNDANCE AS AN
UNDESIRED CURSED SHARE
Although there are differences between the domestic, internal, communal status and descent structures, the essential thing is the distribution of wealth. What
is important here is that owning an amount of wealth that would make others jealous is something that is undesirable. Where there is scarcity, people become more generous, if they do not become so, they might be forced into it. It
is noted that especially during the times of famine, goods flow towards the poor
(Sahlins,2010:206-210).
In the primitive societies, another unique way of performing the obligations
with gifts is a way called potlatch, which a phrase meaning to feed or to consume
(Mauss,2011:209). Potlatch is the extermination of surplus and is to receive status
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and authority with this spending (Bataille,2010:28). It is highly believed that the
exchange of gifts creates a great deal of wealth (Mauss,2011:213-226). It can be seen
that the exchange of the substance with a gift is essential. The gifts that are given
has to be returned with the fear of losing the source of wealth (Mauss,2011:217).
While commentating on potlatch, Bataille (2010) always points a finger on a certain loss and a surplus of wealth. In archaic societies potlatch can be estimated in
the context of these losses. According to Mauss (2011) potlatch is actually the one
thing that is ‘free of charge’, even beyond it is never a subject of negotiation and
never separately thought of from feasts. It even merged with the religious sacrificial rites and used to challenge the opponent, it is a donation of wealth that is
being given away in order to humiliate the rival5.
In primitive societies while this is a voluntary act that was taken to promote peace,
potlatch is a spending that protects the interests of capital, much like the Marshall Plan today which aims to ‘create new enlarging opportunities’. The issue of
the massification of the surplus is the fundamental issue of Bataille (2010) just
as Sweezy and Baran (2007) indicated. In this sense, the cursed share is allowed
to exist. The modern state realizes a distribution of resources protecting the interests of the class which holds the modes of production and the actual savings
with the producing spending.

WHAT ABOUT THE CAPITALIST SOCIETIES?
In the capitalist process the ‘general formula for capital’ is valid: MàCàM’. It
implies the transformation of a specific amount of money to more money by the
medium of material. The purpose here is not M’≤ M, instead its M’à∞. The aim
is not to produce enough to survive but it is to produce to be wealthy and for this
wealth to exceed itself constantly (Sahlins,2010:89). As will be explained in details
later, Bataille’s (2010:23) fundamental number is based on this. Capitalist society
has the tendency to ‘enhance the surplus’ by making productive spendings and
save the wealth. In addition, in these societies if the production is not consumed,
5

The exchange price of the donation is ‘’ (…) originates from the obligation of fulfilling the
responsibility of the agreement one agreed on paying back with interest by making an even
bigger donation and therefore respond to the challenge and be freed from the humiliation.’’
(Bataille,2010:27). What is substantial here is the annihilation of the excessiveness. The term
potlatch is ‘’ restricted by the manners that are inseparable from the exchange for the archaic
societies and is conducted with challenging one’s rival and by making agnostic spending that
leads to reciprocity.’’ (Bataille,2010:28).
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it is considered as a surplus that needs to be demolished (Bataille:2010:89). In
this context, it is possible to see abundance in contrary to the scarcity assumption of economics6.

WHY DO WE MAKE THE SCARCITY ASSUMPTION?
The thing that is called a ‘gift’ is something that is not commercial but makes
it possible to exchange and guarantees it with an international-foreigner. As a
matter of fact, the breaking point is the appearance of the market and the commercial society. Market has created a different relationship where serf is producing in accordance with the knowledge of whom (s)he is producing in the
medieval feudal age. Market has created a market where there is production of
what is not ‘fatal’ and where the producer produces without the knowledge of
where or who will be benefitting from his/her production. In this world, the
product is now ‘’something that requires utilization’’ (Godbout,2003:225) and
the person to seek and find that is the merchant. The production of a product
that is needed is not what matters anymore, the important thing is to sell the
possible amount of product to the highest possible amount of money. Therefore, ‘these strange objects that are invisible to imagination will slowly but increasingly invade the society which will become more and more dependent on
the objects’ and the important thing is that ‘the creation of unnatural needs
in order to sell what was produced will become an inseparable and permanent
part’ of the system (Godbout,2003:224-225). This is why the assumption of
classical economics of ‘the needs are infinite and sources are finite’ is based on
the needs liberalized from natural needs and therefore promotes the producer.
Now, economy is producing what is not needed and is in pursuit of creating
‘surplus’ which is focused on the benefits of the consumer and on purchasing without utilization. Therefore, it is a deed that creates the ‘fear of scarcity’.
(Godbout,2003:225).
6
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: While the progress of the forces of production facilitated to procure the mandatory goods, it
de-established the common work and property. the old-fashioned mode of production started
to prevent their progress and there appeared a new mode of production. The unnecessity of
collective production abolished the collective property. If there is no collective work, there is
no collective property. while the progress of the forces of production creating a division of
labor in the society, it demolished the unity in these lands. The division of production created
private property and therefore initiated a transition to a different social order (Mitropolski,
Zubritski and Kerov,2006:55)
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In this sense, what creates the breaking point is market and the appearance of
commercial society. What materialize the gifts and degraded the relations with a
price beneficial system of the exchange of materials and therefore abstracted the
social relations has became to be the market. It is market itself, which is in pursuit of producing ‘surplus’ and which is creating the fear of ‘scarcity’ by producing surplus products that exceed the needs and create unnatural needs to sell those
products. As Bataille (2010) emphasizes, what is essential is constant production.
Things such as share, wealth and distribution of wealth which were cursed in the
archaic society, is now in reverse. Wealth is not something to be distributed, there
is constant production of surplus. The problem is the massification of this surplus and the capitalist mentality is more than ready to create new routes for expansion. This could even lead from destroying the world with world wars to the
distribution of Marshall aids in order to re-built it and make the re-production
possible (Bataille,2010). Right at this point, state appears to create the necessary
relations in accordance with the benefits of producing capitalist. It is the state itself which provides the necessary adjustments on behalf of the capitalist class in
the assumption of scarcity, motivating the consumption and over production.

Is State Demolishing the Gift System?
Now, lets think about a state. The structure of the primitive societies lacks the
state. However, what prevents the very existent war and conflicts appears to be
‘gifts’. Gifts are the political decision making mechanisms in the pre-modern state
era (Sahlins,2010:167;Mauss,2011). In this context, this is what allows us to compare the capitalist and primitive economies.Is there such a thing as to give more
than what you received in the modern state understanding? If so, how? Mauss
(2011) answers this question as follows:
‘’ The workers gave their lives and labor force to both their employers and to the
society. Although the worker has to contribute to the creation of safety, the debts
of those who benefit from the workers’ services cannot be fulfilled by simply paying a salary. The state represents the society and therefore has to provide assurance
to the worker against unemployment, illness, aging and death.’’ (Mauss,2013:348)
In other words, accordance to Mauss (2011) what matters is the return of what
has been given to it’s original owner. Family aid unions, retirement unions, savings unions, public aid institutions, charities etc. are the gifts of the state which
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is responsible of returning the rights that has been bestowed to it by the society.
In this sense, taxes are the redients of what was given to state and it is essential
that it returns to its original owner. The Welfare State period during the transformation process of capitalist state included these features. However, this entity
had regressed because of the deadlock during the process of capital accumulation.
Nevertheless, Godbout (2003:141-149) suggests that the state extinguished the
gift system because redistributing and social political things like taxes and social
security are not suitable for the understanding of gift exchange saying that there
is expectation of reciprocity, what is being given is not given willingly and it is
not more than what had been received7.
The state which we consider to replace the gift system is actually the entity that
loosening the gift system. Capitalist state, which is surrounded by the market
economy basis and neo-classical understanding, with its structure of motivating
disintegration of the gift system, individualism and technocratic behavior is very
distinctive from the gift system. The state which continues its existence with making redistributions in the gaps that the market could not fulfill by making direct
or indirect monetary transactions and especially by the means of services, makes
it look like its saving the individual from his/her responsibility towards the members of primary network such us family and children, while in reality using it for
its own interests (Godbout,2003:99). In the essence of the capitalist state, both
welfare state and neoliberal state were shaped in order the make necessary adjustments to overcome the capital accumulation crisis for the interests of capitalist class, which was meant by the transformation of the capital accumulation in
accordance with the interests and needs of the capitalist class.
In addition, the state that defines the collective needs of the society in a subjective
way, allocates the sources in this manner which is the answer why many organizations that were established on the grounds of the gift system has much less relations with the state (Godbout,2003:99). The social security system, health and
7
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With respect to this, authors like Mauss and Titmus suggests that the interference of the state
and the social politics that provides redistribution allows individuals to protect themselves
from the improvement of the market. Additionally they put forward that by providing
individuals with the right and freedom to create their own responsibilities, the state will be
able to provide the right to give that was de-established by the market and therefore reinforce
the understanding of gift system while Godbout contrarily suggests that the state is vague
when it comes to reinforcing the said system and that its market transfers ‘a specific sort
of commercial relationship with the classes that it would not be able to create on its own’
(Godbout,2003:219-220)
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education services might seem as if they were gifts from the state but in fact they
are not. The state’s actions are not a series of deeds where it distributes complimentarily, willingly and equally nor the richness flows from wealthy to rich like
we have witnessed in the primitive societies. The state is only paying back to the
tax paying society. This action the state lacks the most essential factor of gift system which is giving without expecting anything in return, which means that it is
not ‘a risky deed which nothing in return was guaranteed’ (Godbout,2003:102).
Therefore the cycle that the state provides does not corresponds to the gift exchanging system. (Godbout,2003:101)8.
Consequently the state has a structure which does not have neither market nor
gift systems, only providing the transactional relations that enables the monetary
exchanges and while doing so, it excludes individuals (Godbout,2003:104). In the
process of economical transition, gift has disappeared by differentiation. However,
in the context of market understanding that defines the individuals, despite the
fact that it is in different shapes and nowhere near being the dominant method,
it is still in our lives in the meaning where the egoist and self-seeking individuals would give something in return (Godbout,200:22-31).

CONCLUSION: THE NECESSITY OF ANALYZING THE
HISTORY ACCORDING TO THE MODE OF PRODUCTION
One of the greatest examples of how the progress can actually be a return to the
past can be the realization of how the primitive societies were ‘original affluent
societies’ and that this abundance originated from their adaptation of low production as a lifestyle. In addition, coming to realize that since primitive ‘stateless’ societies managed to stand on their own, states are not the ones that conduct exchange, social agreements and peace but it is ‘’hau’’ which is the spirit of
the product that they believe should always return to its original producer with
more than what was given.
8

: ‘’Gift is a part of a voluntary system but the state functions with the taxes it collects from
the citizens’’ and aims at treating everyone equally. ‘’The state detests the differences,
considers them as a potential source od inequality and subjective preference. Whereas they
are the fundamental basis of gifts: not only it is customized it also establishes the functions
of organizations that were established in the basis of the principle of gifts. (…) But the cycle
with the mediation the state happens in a system that is freed from the individuals and their
relations. Citizens occur in cycle as taxpayers primarily and finally as those who benefit the
services. In both situations they were purified from their distinctive features. Differences that
are the primary dynamistic sources of gifts, disturbs the state’’ (Godbout,2003:101)
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This realization first and foremost offers a significant opportunity to critically approach, question and understand one of the most fundamental assumptions of
classical economics called the scarcity assumption and to comprehend modern state
in accordance with it. Because the neo-classical economics, despite the constant
and accumulative existence of surplus, marks the place we arrived with diversity in the mode of production and historical progress with the scarcity assumption. In this modernity, our needs are infinite but the sources are finite and in a
capitalist mode of production the state appears to be decision maker of how the
scarce sources will be provided, utilized and distributed and in some sense as an
actor who provides the ‘social agreements’. In other words, the scarcity assumption, beside and beyond the economical ones, requires political decision making,
which means the state. Therefore, when we take a look at the past we see that
while the mode of production and the gift system of primitive societies can create abundance and peace, like Batielle (2010) suggested there is an existence of
surplus and like Sahlins (2010) emphasized there is a tendency of increasing the
wealth when we historically move forward to the capitalist mode of production.
Then why do we make the scarcity assumption? What is the thing that is scarcing and how is it made? Has abundance disappeared?
The first of the results of this analysis is that the transition to the market economy creates scarcity and that the primitive societies actually worked less and lived
more prosperous when compared to modern societies. Therefore, scarcity is an
important factor that was created later and against a specific class and it is an essential point in resolving the relations of capitalist production.
The second one is that the state is not the provider of peace between the everlasting conflicts of certain groups. On the contrary, according to Marx, it is an entity
that prevents “labor time, means the spirit of the product”, from returning to its
producer with much more by arranging working/wage conditions and working
hours and in this sense it is sustaining the class conflicts although it seemingly
accepted a social contract and provided agreement. In this context, the purpose
of the existence of the capitalist state is to distribute the surplus between different fractions of the class, guarding the interests of the capital. State, as an ‘aspect
of social relations of the capital’ (Holloway and Picciotto,2004:135) and as a ‘shape
of class sovereignty that is historically specific’ (Holloway and Picciotto,2004:136)
implies pressure and challenges (Wood,2008:47) that are needed in order to determine the conditions of production of the capital and to seize them. As a result
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of this comparison, the state appears as an ‘actor that is scarcing things’ and leads
us to us to the conclusion that it is the capitalist mode of production that makes
us forget the original abundance society and lifestyle.
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TOURISM ECONOMICS IN
TURKEY: A STUDY IN AMASYA
PROVINCE
Yusuf Kemal ÖZTÜRK1, Zeynep SAĞLAMDEMİREL2
INTRODUCTION
After the twentieth century, tourism has been a rapidly developing sector within
the world economy.Tourism, like other industries, is often used as a tool in terms
of regional or national development.The tourism sector is a very important factor which has a role in generating income, business and tax revenue, alleviating
balance of payments problems, contributing to regional and national economic
development. Foreign tourism in Turkey has been one of the sources of income,
which has shown a significant improvement especially after 1980 and which has
made a very important contribution to the economy.Moreover, Turkey has become a famous visitor center among all visitors in the world andwhen compared
to the previous year,the proportion of Turkish foreign tourism relative to other
traditional tourism income increased to % 127 especially in terms of the number of visitors and tourism revenue in 1983-1989.
Income from tourism sector, especially in terms of countries that have not been
able to provide their economic development makes an important contribution to
their economic development, growth and development because it is based on the
self-resources of those countries. Lack of resources to realize their economic development such as countries’ weak economic structure and lack of capital places
the tourism sector in an important position for these countries (Tosun and Timothy 2001: 353–358; Baidal 2004: 314–316).
1
2
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The tourism sectoris a very important factor which has a role increating new employment opportunities, reducing unemployment and alleviating balance of payments problemsby creating an important foreign currency source for our country. So, the tourism sector has taken a position to be regarded as the key sector
in our country’s economic development strategies.
The main aim of this study is toevaluate the importance of tourism sector in the
economy in Turkey and Amasya province. In this context, in study, the importance of the tourism sector within the economy were evaluated in Amasya province.The tourism potential of the province of Amasya and its importance in Turkish tourism were analysed using data.

THE IMPORTANCE OF TOURİSM SECTOR IN TURKİSH
ECONOMY
Today, tourism which has contributed to the national economy by increasing foreign exchange inflows and providing employmentit is the sector which has a great
impact on peace keeping in world with the effect of ensuring international social
and cultural communications. Tourism is one of the sectors that is not given up
in the Turkish economy and today, it has been a topic of particular importance
by seeking solutions to problems such as the foreign trade deficit, inflation, unemployment of the governments(Çımat ve Bahar, 2003:2).
The importance of tourism in Turkey began to be understood in the 1960s, when
economic policies were heavily debated.However,according to objectives and realized results, shares allocated to investments in tourism did not exceed 0,7%
of total fixed capital investment until 1980(Demirtaş, 2000: 2-4). Tourism has
reached its present level with investment incentives and financial support provided to tourism by the Tourism Incentive Law No. 2634, which came into being in 1982. Tourism share in gross national product (GNP) in Turkey was 0,6
% in 1980 and 5,5% in 2003. Tourismshare in export revenue was 11,2 % in
1980 and 28 % in 2003. The share of closing foreign trade deficits was 6,5 % in
1980 and 79,2% in 2003.Moreover, today 7.5% of the number of employees in
Turkey are involved in tourism and this ratio is the share of tourism in employment(Hepaktan ve Çınar, 2010: 136).
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0,97

1,14

1,30

1,64

1,74

1,85

2,17

2,57

2,97

3.51

5.07

5,24

5,71

6,04

11,43

15,10

%

Source:Türkiye Turizm Yatırımcıları Derneği, http://ttyd.org.tr/Uploadfiles/DocumentFiles/53a3304f-38ab-4080-8288-361660672e2a.pdf Access
Date: 12.10.2019
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Countries

Table 1. Number and Share of Foreign Visitors to Turkey by Country

Theories and Critics in Economics & Management
Samet Evci, Vikas Arya

57

TOURISM ECONOMICS IN TURKEY: A STUDY IN AMASYA PROVINCE
Yusuf Kemal ÖZTÜRK, Zeynep SAĞLAMDEMİREL

In this respect, the tourism sector has a positive impact on important issues that
countries focus on, such as balance of payments, investments, GNP and employment.It would be useful to know the countries that send foreign tourists to Turkey and the tourists that provide economic development of Turkey before examining the effects of tourism sector on Turkish economy. Russia was first by 15.10%
(5,964,613), Germany was second by 11.43% (4,512,360) and Bulgaria was third
by 6.04% (2,386,885) in the ranking of the countries that sent the most visitors
to Turkey in 2018. Bulgaria was followed by the United Kingdom, Georgia, Iran,
Ukraine, Iraq, the Netherlands and Azerbaijan.
As shown in Table 1, when we look at the proportional development of foreign
visitors who came to Turkey in the 9-year period between 2010-2018, the proportion of German visitors in the first place for years is 15.32% in 2010.The
proportion of German visitors decreased to 11.06% in 2017 and increased to
11.43% in 2018. Until 2017, the proportion of Russian visitors that lagging behind Germans rose to 14.55% in 2017.During this time period, the number of
Russian visitors increased very much.Bulgarian visitors increased from 5.01% in
2010 to 5.72% in 2017 and then they acquired a share of 6.04% by increasing
andsurpassing 2 million in 2018.Iranian visitors that had a total of 1,885,097
visitors in 2010 was insixth place by 2,001,744 visitors in 2018. French visitors
that ranked higher by 3.24% share in 2010gradually decreased in terms of proportionalin the following years and were in eleventh place by 1.85% in 2018.
The proportion of visitors from Georgia to Turkey has increased steadily since
2010 and 2,069,392 Georgian visitors came to Turkey in 2018.

Effect On Balance Of Payments Of Turkish Tourism
The deficit or excess of the balance of payments has been very important for
the economy of the countries.Because the balance of payments affects many areas such as income, employment level, economic development and development
rate, exchange rates and foreign debt in countries(Bahar ve Kazak, 2008: 17).Foreign exchange movement caused by international tourism has a positive impact
on the balance of payments of countries because of countries that send foreign
visitors play a role in increasing foreign exchange demand and countries that receive foreign visitors play a role in increasing foreign exchange supply. With this
feature, tourism income has been a very important source of foreign exchange for
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the country that has a foreign exchange problem and has a balance of payments
deficit (Kar, Zorkirişçi ve Yıldırım, 2004: 89).
Table 2. Closing Share Of Foreign Trade Deficits Of Tourism Revenues
Years

Foreign Trade Deficits
($)

Tourism
Revenues

Closing Share
(%)

2010

71.661.113

24.931,0

46,09

2011

105.934.807

29.115,7

34,13

2012

84.066.659

29.351,4

43,75

2013

99.858.613

34.305,9

32,35

2014

84.508.918

32.309,0

40,59

2015

63.268.398

31.464,8

49,73

2016

55.995.686

22.107,4

39,48

Source: Türkiye Seyahat Acentaları Birliği (TÜRSAB), https://www.tursab.org.tr/istatistiklericerik/turizm-geliri, Access Date: 13.10.2019

Turkey has always been a country that has a foreign trade deficit and needs tourism revenue to cover that deficit.The foreign trade deficit which was 71 billion$
in 2010, rose to about 106 billion $ in 2011, down to 63 billion $ in 2015 and
nearly 56 billion$ in 2016.there is an increase and decrease when we look at the
ratio of closing share of foreign trade deficits of tourism revenues. But this increase or decrease is not stable. The highest rate was 49.73% in 2015. Both export and tourism revenue declined in 2016.

Effect On Employment Of Turkish Tourism
There are three different areas where affects employment at tourism, which has a
labour-intensive characteristic.First of all, the demand for labour created in order
to sustain the main activities of the tourism sector is theincrease in the number
of individuals working in the business such as accommodation, food and drink.
Secondly,it is employment with the increase in tourism demand by the increase in
tourism demand in sectors such as food, entertainment and transportation that feed
the tourism sector. Third,it is the increase in employment that occurs in general
with the multiplier effect as a result of the re-spending of the revenues obtained.
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Table 3. The Effect On Employment Of Tourism Sector In Turkey
Years

Direct
Employment
In The Tourism
Sector

Indirect
Employment
In The Tourism
Sector

Total
Employment
In Tourism

Total
Employment
In Turkey

%

1990
2000

293

941

1.234

12.893.000

6,6

543

1.022

1.565

21.581.000

7,2

2005

474

1.320

1.794

20.046.000

8,1

2010

473

1.356

1.833

22.594.000

8,1

2012

507

1.308

1.815

23.937.000

7,5

2014

580

1.550

2.150

25.933.000

8,2

2015

614

1.596

2.210

27.341.000

8,0

2016

525

1.413

1.938

27.638.000

7,2

Source: WTTC 2017, Kalkınma Bakanlığı 2017.

As seen in Table 3,When it was about 80 thousand in 1980, the number of workers employed in the tourism sector in total employment in Turkey was total of 1
million 234 people as 293 thousand direct and 941 thousand indirect in 1990.
According to World Travel and Tourism Council (WWTC) data, it was 614 thousand people by steadily increasing except for the period from 2005-2010,while
the number of direct employment provided by the tourism sector in our country
in the period between 2000-2015 was 525 thousand people with an increase of
around 17%. When total employment in the tourism sector was 1 million 565
thousand people, there have been 2 million 200 thousand people with an increase of around 40%. Also, it was 7,2 % in 2016, while share of general employment of total employment in tourism sector in our country was 6,2 % in 1990.

Effect On National Income Of Turkish Tourism
Another point that constitutes the importance of tourism sector in the economy
is to examine the relationship between tourism revenues and GNP.Tourism income and the share of tourism income in GNP in Turkey are shown in Table 4.
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Table 4. Share of Tourism Revenues in GNP
Years

Tourism Revenue

Share of Tourism Revenues in GNP (%)

2010

24.931,0

3,4

2011

28.115,7

3,6

2012

29.351,4

3,7

2013

34.305,9

3,9

2014

32.309,0

4,3

2015

31.464,8

6,2

2016

22.107,4

2,6

2017

26.283,6

3,1

2018

29.512,9

3,8

Source:TÜRSAB, https://www.tursab.org.tr/istatistikler-icerik/turizm-geliri Access Date:
13.10.2019

As seen from Table 4,the share of tourism in GNP is very low. After 2010, it
steadily increased and reached to 6,2% in 2015. It was 2,6 % by declining to
lowest level in 2016. It was 3,1 % and 3,8 % by increasing in 2017 and 2018.
Being 5 % or more of the share of tourism income in GNPcan show that country is a country of tourism (Ongan, 1995: 54). Based on this view, it is possible to say that Turkey is a country of tourism.In this context, it will be beneficial
for Turkey’s economy to take the necessary measures to create its tourism potential.Especially, The tourism sector will make a positive contribution in keeping
the foreign trade deficit, which is the most problematic side of the Turkish economy, in a healthy order.

EVALUATION OF AMASYA PROVINCE IN TERMS OF
TOURISM
Tourism is a mass movement involving many people with different cultures,
languages and history (Lundberg et al., 1995: 75-81). Amasya has been an important tourism city with historic past and natural beauty dating back to 5500
BC. Historical works such as King rock tombs, Aynalı cave, Ferhat Water Road,
Darüşşifa (Bimarhane), Amasya houses, lakes such as Borabay and Yedikuğular
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bird paradise, hot springs such as Gözlek, Terziköy and Arkutbey contribute to
Amasya tourism(Aylar ve Çoban, 2004:367).
Amasya is a province that offers different alternatives to visitors in terms of accommodation. High quality of service-hotels that the city centre orjust a few kilometres away from the city centre and some of the historic mansions and houses
lined at the edge of Yeşilırmakoffers service as a boutique hotel or hostel(Amasya
Şube Müdürlüğü, 2013).
Table 5. Hotels With Tourism Business Certificate
Name

Oda

Bed

Type

Aydınlı Hotel

29

58

**

Address
Centre

Emin Efendi Mansions

16

32

Private Host Facilities

Centre

Emin Efendi Rose
House

6

12

Private Host Facilities

Centre

Gözlek Thermal Hotel

45

96

***

Centre

Grand Pasha Hotel

16

24

Private Host Facilities

Centre

Hamamözü Thermal
Hotel

63

126

***

Hamamözü

Korkmaz Hotel

39

65

**

Merzifon

Maden Hotel

40

76

*

Centre

Lalehan Hotel

30

60

Private Host Facilities

Centre

Şehrizade Mansion

9

16

Hostel

Centre

The Apple Place

79

162

***

Centre

8500 Boutique Hotel

4

8

Private Host Facilities

Centre

Ulupark Taşhan Hotel

53

106

Private Host Facilities

Centre

Fimarlife Thermal Hotel

88

240

*****

Centre

Büyük Amasya Hotel

47

96

***

Centre
Gümüşhacıköy

Yıldırım Hostel

24

48

Hostel

Laviva Hayat Hotel

4

8

Private Host Facilities

Centre

Nevizade Hotel

6

12

Private Host Facilities

Centre

Koloğlu Sarıkonak Hotel

18

35

Boutique Hotel

Centre

Ayşe Hanım Mansion

8

16

Hostel

Centre

Source: Amasya İl Kültür ve Turizm Müdürlüğü, https://amasya.ktb.gov.tr/TR-178791/
bakanlik-turizm-isletme-belgeli-oteller.html Access Date: 14.10.2019
62

Theories and Critics in Economics & Management
Samet Evci, Vikas Arya

Amasya has beenin the effort to take its rightful placein the tourism sector
throughout Turkey for many years.In this sense,while planning investments, visitor numbers are important. In this context, Amasya’s visitor numbers as of years
are given in Table 6.
Table 6. Total Visitor Numbers
Years

Domestic

Foreign

Total

2013

46.051

21.608

467.659

2014

472.947

14.869

487.816

2015

457.431

21.100

478.531

2016

466.052

19.394

485.466

2017

607.478

8.429

615.907

Source: http://www.investamasya.com/Documents/amasya-ili-kultur-ve-turizm-sektoreleylem-plani-57.pdf Access Date: 14.10.2019

When we look at Table 6, the increase in visitor numbers continues year by year.
These increases in visitor numbers are very important for Amasya tourism.However,to be able to provide the necessary benefitsfrom this increase in visitor numberswill be more important, when it turns into overnight accommodation.On the one
hand,while providing increase at the number of visitors, on the other hand,these
visitors should definitely stay the night and it is necessary to look for ways to increase the number of overnight stays. The number of domestic and foreign visitors who have stayed overnight in the tourism business and Municipal certified
accommodation establishments in Amasya is shown in Table 7.
Table 7. Number Of Overnight Stays In Accommodation Facilities
Years

Domestic

Foreign

Total

2013

168.991

7.926

176.917

2014

188.900

10.430

199.330

2015

210.556

9.475

220.031

2016

231.340

8.740

240.080

2017

301.209

10.592

311.801

Source: http://www.investamasya.com/Documents/amasya-ili-kultur-ve-turizm-sektoreleylem-plani-57.pdf Access Date: 14.10.2019
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CONSEQUENCE
Today, the tourism sector has been very important in terms of developing countries, which have a lot of foreign trade deficits.Because the tourism sectorincludes all of the important economic activities that contributing to reducing unemployment through created employment opportunities, relieving imbalances in
income between regions, having effects on foreign exchange inflows and increasing national income.
Tourism sector is developing rapidly in Turkey.It is necessary to introduce the
historical and natural beauties of Turkey to the whole world to increase and sustain the contribution of the tourism sector to the economy of the country. Since
it has hosted different organizations in recent years, it is necessary to give importance to advertising events, even if the promotion is a little successful.Moreover,It is necessary to try to eliminate tourism problems in Turkey with the funds
to be created with the participation of tourism enterprises in Turkey and to try to
create advantages in existing markets with more effective promotion campaigns.
The tourism city Amasya province that has some of the historical and natural
beauties of Turkey contains a significant tourism potential with its rich history
and natural beauty.Problems such as lack of new projects and insufficient infrastructure related to tourism need to be overcome and evaluate the potential very
efficiently. In this sense,The fact that Amasya has cultural, historical and natural beauty is not evaluated at the desired level makes this kind of work valuable.
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DEVELOPMENT OF THE TURKISH
HOUSING MARKET IN THE
PROCESS OF FINANCIALIZATION

M. Ozan YILDIRIM1
INTRODUCTION
The expanding role and dominance of financial markets and companies in the
housing sector are generally referred to as the financialization of housing (Aalbers,
2016). The financialization of housing is defined as an important driving force of
social and economic change in contemporary capitalism. Since the emergence of
the Global Financial Crisis (hereafter, GFC) in the late 2000s, the changing relationship between financialization and the housing sector has become a topic of
debate beyond policymakers and the academicians (Pereira, 2017). The financialization of the housing sector was not limited to developed countries and spread
rapidly to the developing world.
After the GFC, the flow of abundant global liquidity in developed countries towards developing countries has led to rapid economic growth in many developing countries. When examining the source of outstanding economic growth in
countries such as China, Brazil, and Turkey, it is seen that housing loan debt and
house prices are increasing gradually (Fernandez and Aalbers, 2016). The importance of the economy shaped by the housing sector and the other sectors that
promoted it has increased after the development of the relations of these sectors
with financial instruments (Aslan ve Dinçer, 2018).
The financialization of housing in Turkey now similar to other developed countries; however, the process of financialization and inclusive financing proceeds
differently from other countries due to the proactive role of the government and
the effectiveness of financial sector representatives (Güngen, 2017). Furthermore,
these can be increased for the following reasons: the external dependency of the
1
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economy, excessive and illegal unlicensed/unauthorized housing amounts in the
metropolises and the existing structural difficulties of the financial sector (Aslan
ve Dinçer, 2018). Also, in the financialization of the housing process in Turkey,
the state plays an important active role by regulating and organizing the legal
system. However, the increased abundance of liquidity offered as the main driving force of housing finance differs in early capitalized countries. The number of
loans used, volume and type of credit in countries such as Turkey which is late
financialized is different than the country in which the financialization process is
completed before. At the same time, the extent of financialization and financial
literacy are not at the same level as developed countries. However, the annual interest rate on housing loans in the newly financialized country is higher than in
developed financialized countries (Aslan ve Dinçer, 2018).
New housing policy in Turkey’s economy, along with developing a financialization policy started in the 2000s and stands out as the leading sector in the economy. While before the 2000s the status of owning housing is prominent as a right
to housing, after the 2001crisis it is treated as an important component of economic policy that improves the process of financialization in Turkey in the recent period (Özgül, 2019).
Considering the development of the financialization of the economy, the importance of the housing market in Turkey can be evaluated in several aspects.
Firstly, the housing market due to socio-economic and demographic transformation in Turkey is a topic that has long been on the agenda. Turkey’s population
was about 21 million in 1950 and increased to 82 million in 2018. Besides, the
average household size was 5.7 persons in 1970, while this figure decreased to
3.5 persons in 2017. Therefore, these two observations bring about a demand for
housing that has been in its nature for many years. Also, there was an urban renewal in metropolitan cities such as Istanbul, Ankara, and Izmir and then begin
to spread across Turkey owing to the Law of Transformation of Land at Risk of
Natural Disasters. This law increases the implementation of urban renewal projects by local administrations, including projects for squatter house areas throughout the country. The buildings that have been reconstructed within the scope of
urban transformation make a significant contribution to the housing supply. A
certain portion of the increase in housing sales in recent years has been the housing-related to urban transformation. In addition to this, the 1999 earthquake and
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the resulting stable and durable housing need, constitutes a strong housing demand and supply in Turkey.
When the economic reasons for the financialization of housing are analyzed, it is
seen that one of them is a new growth model that implemented after 2002. The
favorable macroeconomic conditions (low inflation and interest rates, stable exchange rates) are another explanation for the increase in housing demand thanks
to the Transition to Strong Economy Program implemented after the 2001 crisis. In this process, the state’s active role in the housing sector has changed significantly with the direct intervention it has received in the financing and production
of housing. The Housing Finance Law (Mortgage Law), which was introduced
in March 2007 with a low-interest-rate environment, has enabled households to
become homeowners through the possibility of long-term borrowing.
The amount of foreign direct investment coming from abroad to the construction and real estate sectors increased rapidly after the GFC 2. This process contributed greatly to the increase in the domestic credit volume, which is an important turning point in the financialization of the housing sector (Yeşilbağ, 2019;
Erol, 2019). In addition to these factors, the relatively high growth and the increase in per capita income in the years other than the 2008 crisis are among the
economic reasons that stimulate the housing demand.
One of the main economic features of the post-2001 period was that the ruling Justice and Development Party (AKP) government increased its spending on
low-income households through its transfer expenditures policy and led to an
increase in the spending of middle and upper-middle-income groups with the
credit expansion triggered by the low-interest policy. In Turkey, low-interest rates
supported the growth in the housing sector, consumer loans, and credit card
use, which have been effective in increasing the utilization of financial services to
low-wage segments of the population. Another factor that leads to the development of the construction sector in Turkey’s economy can be extended as follows:
megaprojects creating new rent and construction areas, demographic change, internal rural and urban migration and refugee migration. An increasing urbanization rate due to internal migration from rural to urban in Turkey leads to the
formation of new households. Besides, immigrants from neighboring countries
2

The share of foreign capital in construction and real estate activities in total FDI increased
from 5% in 2006 to 14.8% in 2012.
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such as Iran, syria, Iraq offers a significant contribution to the increase in demand for housing in Turkey.

THE HOUSING SECTOR DEVELOPMENTS AND
ECONOMIC GROWTH IN TURKEY
This section discusses the importance of the housing and construction sector in
the Turkish economy. Figure 1 shows the share of the construction and real estate activities sectors in the GDP period 1998Q1-2019Q2. The share of the construction sector in GDP increased almost doubled from 4.4% in 2002 to 8.5%
in 2017. In 2003 while 2% of all enterprises in Turkey were involved in the construction business, this ratio increased to 8% in 2017 (Tekin-Koru, 2019). After
the 2001 crisis, the share of the total activities for both sectors in GDP increased
rapidly from 11% in 1998 to 16% between 2007-2016. Nonetheless, it has decreased to 12% in the last two years. However, the construction sector consists
not only of the construction of residences but also of buildings that are called
mega projects by the government such as business centers, large touristic facilities, roads, bridges, and airports.
Figure 1. The Share of Housing Sector in GDP, 1998Q1-2019Q2

Source: Turkish Statistical Institute (TSI)

Figure 2 shows the real growth rates of the construction sector and GDP for the
period 1999-2019. Turkey has shown high economic growth performance except
in 1999, 2001 and 2008 crisis. At the same time, it is observed that the construction sector experienced a significant contraction in the economic downturn.
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The construction sector contracted by 3.9% in 1999, 18.8% in 2001 and 15.9%
in 2009. Erol and Unal (2015) showed that economic growth occurred 2 to 4
quarters earlier than construction activities, and contrary to what is believed, the
construction sector was not the cause of growth in GDP but was only affected
by fluctuations in macroeconomics. Between 2002 and 2007, GDP growth was
7.2%, while construction sector growth was 17.5%. When it is excluded from
the years in which the GFC in 2008-2009 occurred, the average GDP growth
was 7.4% in 2010-2015, while the average growth rate of the construction sector was 12.5%. The average GDP growth of Turkey’s economy during the recession experienced by 2016-2019Q2 was 3.6%, while the average growth of the
construction sector was 2.1%.
The role of the construction sector in terms of macroeconomic indicators can
also be assessed by looking at the labor force statistics. The share of the construction sector in employment, which was 7.3% on average between 2014 and 2017
period, declined to 5.5% in the last year with economic contraction. The labor
force in the construction sector, which was 2.1 million in 2017, declined by approximately 600 thousand people in early 2019 to 1.47 million.
Figure 2. The Real Growth Rate of Construction Sector and GDP (1999Q1-2019Q2)

Source: Turkish Statistical Institute (TSI)

Although the volume of housing loans started to increase rapidly since the mid2000s, there was not a price index to monitor housing prices in Turkey until 2010.
After monitoring the housing prices with GFC became important, the Housing
Price Index started to be prepared by the Central Bank of the Republic of Turkey
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(CBRT) in 2010. Figure 3 shows the New Housing Price Index and the Housing Price Index (2017=100) prepared by the CBRT. Annual real growth rates are
shown for both indices. The surge in real house prices showed a positive and high
trend of increase from mid-2012 until the end of 2017.
Figure 3. Annual Real Growth Rates in House Prices, 2011-2019

Source: The Central Bank of Republic of Turkey (CBRT)

It can be said that the rapid increase in housing demand in this period caused the
housing prices to rise rapidly. Especially in 2015, real housing prices increased
by around 10%, the highest value for the period in question. After this date,
the real rate of increase has entered into a decreasing trend and occurred a negative growth rate after mid-2017. some studies investigate the existence of a price
bubble in the housing market in Turkey. While Cagli (2019) show that there is a
bubble in house prices especially in Ankara, İstanbul and Izmir, others (see. Coskun and Jadevicius, 2017; Coskun et al. 2017; Alp and seven, 2019) point that
house prices in Turkey can be explained by dynamics of the housing market.

THE RELATIONSHIP BETWEEN HOUSING PRODUCTION
AND FINANCIALIZATION
Figure 4 shows the housing production in Turkey by considering the annual number of construction permits and occupancy permits in Turkey during 1980-2019.
While the number of construction permits and occupancy permits follows a fluctuating trend until the 2001 crisis, then they showed a rapidly increasing trend.
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Figure 4. Annual Construction and Occupancy Permits, 1980-2019

Source: Turkish Statistical Institute (TSI)

In the period examined after 1980, except for 2018 and 2019 (i.e. last two bars),
the increase in construction permits, which is considered as an indicator of housing supply, is higher than the increase in occupancy permits, which is considered
as an indicator of housing demand. Due to the economic recession in 2018 and
2019 and the shortage in the housing market, the number of construction permits obtained for the new buildings to be started is less than the number of occupancy permit buildings ready to be completed. This situation indicates that
the housing supply may decrease for the coming years. The continuous boost in
house prices, as well as the expansion housing demand in this period, contributed to the surge in construction permits and occupancy permits due to the increase in the profit expectations of construction firms. In parallel with the significant increase in housing production, the role of Mass Housing Administration
(Toplu Konut İdaresi, TOKI) in the housing market prominently increased in the
period after 2005. Thanks to TOKI, mass housing production has changed drastically and contractors and companies in the construction sector have changed
themselves to do business in the new period.
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Figure 5. The Housing Loans and Share of Housing Loans in Total Consumer Loans

Source: Banks Association of Turkey

Housing loans did not increase much during the 1990s due to both high-interest
rates that reduced loan demand and the huge public sector deficits financed by
the banking sector. However, owing to improvement of public finances after the
2001 crisis, the Banking Regulation and supervision Agency (BRsA) to increase
the power, the providing of the Central Bank’s independence, implementing the
inflation targeting the banks have reduced its lending to the private sector and
public sector in Turkey. This situation has led to an increase in consumer credit
in a way unprecedented in Turkey before. The main source of this increase was
the housing loans, which was 48.2% in 2002 and became widely available as a
result of the interest rate historically falling to 9.69% in 2013. However, it rose
to 18-19% again in the 2018 and 2019 economic recession.
As seen in Figure 5, the share of housing loans in total consumer loans, which was
9.68% in 2003, reached 49% in 2016. As of 2019, the share of housing loans in
total consumer loans is 46.3%. While the amount of total housing loan was 801
million TL in 2003, it reached 174.5 billion TL in 2019. This rapid increase in
housing loans shows that the expansion of the housing market in Turkey. The
rapid expansion of the share of housing loans and their share in total loans is an
important indicator in terms of showing the contribution of the housing market
to the financialization process.
When the share of mortgage sales in total sales is analyzed, it is seen that the ratio which was 39% in 2013 decreased to 34% between 2014-2017. In 2018, the
share of mortgaged sales in total housing sales decreased to 20%. Especially in the
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first half of 2019, when public banks started to provide housing loans below market rates, this ratio increased to 23%. Compared with the share of total sales of
mortgage sales in developed countries, the share of mortgage sales in Turkey’s economy has been very low due to the high proportion of housing loan interest rates.
Another important indicator in terms of the financialization of the Turkish s housing market is Loan-to-Value (LTV) ratios. LTV ratio was 75% when the Mortgage Law was introduced to the housing market. This meant that the households
that would use a housing loan could pay 75% of the cost of the house they were
planning to buy using a loan. LTV rate was increased to 80% in 2016 by BRSA.
This change allowed households to make more housing loans when buying houses.
However, this decision poses a threat to one of the factors that weaken the economy in the face of a possible financial crisis that may arise from the banking sector.
The credit-driven growth in the Turkish economy is seen by considering the housing market. Particularly after the GFC, capital inflows to emerging economies as a
result of interest rate reductions in developed countries have been one of the main
reasons for the revival in the housing market. However, the dependence of the
housing market on credit growth generates concern in terms of long-term stability in the Turkish economy. Apart from this, the rapid increase in housing loans,
leading to the erosion of the long-term national saving rate in Turkey’s economy
is a threat to economic growth (Tunç ve Yavaş, 2016). A lack of well-organized
and reliable financial markets led households and Turkey’s major industrial companies to invest in the housing sector. Therefore, providing well-functioning and
effective alternative investment opportunities will reduce the likelihood of housing demand and prices being exposed to credit in recent years as an investment
instrument. (Tunç, 2019).
Figure 6 shows the owner-occupation rate in Turkey in terms of total and below
60% of the median income between the 2006-2018 period. Despite the increase
in housing sales over the years, it has been observed that since 2009, housing
ownership ratios have continuously decreased especially for middle- and low-income groups. The rate of owner-occupation in below 60% of the median income,
which was 59.3% in 2006, decreased to 52.1% in 2018.
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Figure 6. Owner Occupation Rate, 2006-2018

Source: Turkish Statistical Institute

One of the reasons explaining this situation is that housing ownership among
households is concentrated in the ownership of middle- and upper-income groups
in the relevant period. Accordingly, it is suggested that the majority of the traders
in the housing market are the owners of the housing, that a certain part of the
transactions may be carried out for speculative purposes and that the investment
instrument function of the housing may have gained importance in recent years
(Güney, 2019). Having capital gains and rent yields, the existence of real estate
investment trusts listed on the stock exchange are among the main reasons why
housing is also demanded as an investment instrument (Alp ve seven, 2019).
Another explanation for the decrease in housing ownership rates is that individuals are unable to purchase housing or want to rent a house3 in newly formed
family structures due to demographic changes and migration (Ceritoğlu, 2019).
The fact that housing loan interest rates remain relatively high for many years
in interest rates in early capitalizing countries can be considered as another reason why housing ownership does not increase widely among low-income classes.

CONCLUSION
Turkish economy without industrialization experience has turned into an economy dominated by the service sector. The formation of this process is due to the
rapid financialization that has emerged as a result of neo-liberal economic policies
3
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and financial globalization that governments have been pursuing since the mid1980s. (Erol, 2018). Developments in the housing sector after the 2001 crisis
have made the greatest contribution to the increasing financialization process in
the Turkish economy. The economic policies that developed in this process have
made the financialized housing sector an important driving force in achieving economic growth. It can be seen that factors such as relatively low-interest rates and
inflation level after the 2001 crisis, the increase in foreign capital inflows, government regulations have significantly increased housing demand and housing
production throughout the country. Housing loans and financial markets have
played an important role as the source of funding for this huge housing demand
and production. On the one hand, given the fact that credit-driven economic
growth is not sustainable in the long run, economies dependent on such capital
inflows must direct these loans to sectors that can change the credit-dependent
structure of these economies. For example, when loans are provided to export-oriented sectors instead of the construction and housing sectors, the potential of producing high-tech products is provided and the credit-dependent structure of the
economy may change. This ensures healthy and sustainable economic growth in
the long run. An increase in housing supply more than housing demand, a decreasing trend in ownership occupancy ratio, and a rising to tenant’s ratio indicate that housing becomes an important and speculative investment tool in Turkey’s recent periods. Furthermore, the increased indebtedness of households due
to an increase in housing loans in case of a continuing recession in the Turkish
economy is likely to lead to a new economic crisis.
At the point reached by the financialization policy whose effect after the 2001
crisis has strengthened with the housing sector, the meaning of the housing has
gone far from being a housing right. Housing in Turkey has become a commodification and financialization process that should be under high demand to achieve
sustainable economic growth rates in Turkey. Moreover, in urban transformation
areas, as well as the limited areas that can be defined as social housing, the mass
housing produced has now become the luxury housing standards as it makes it
an alternative investment tool that brightens the value of change rather than the
housing purpose. On the other hand, declining homeownership rates show that
households cannot even meet basic housing needs despite the increasing housing
supply in the housing market.

77

DEVELOPMENT OF THE TURKISH HOUSING MARKET IN THE PROCESS OF
FINANCIALIZATION
M. Ozan YILDIRIM

REFERENCES
Alp, E., Seven, Ü. (2019). Türkiye Konut Piyasasında Etkinlik Analizi. Istanbul
Business Research, 48(1).
Aslan, A.S., I. Dincer (2018) The Impact of Mortgage Loans on the Financialization Process in Turkey. Planlama 28(2),143–53.
Aalbers, M.B. (2016) The Financialization of Housing: A Political Economy
Approach. Routledge, London.
Cagli, E. C. (2019). Explosive Behavior in the Real Estate Market of Turkey.
Borsa Istanbul Review, 19(3), 258-263.
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6
HOUSEHOLD USE OF
TECHNOLOGY IN TURKEY
WITHIN THE SCOPE OF
THE NEW ECONOMY
Gül GÜNEY1
INTRODUCTION
Technical improvements throughout history have resulted in socio-cultural, political and economic changes. Since the 18th century, the Industrial Revolutions
had been constituting a social structure in which physical capital loomed largely,
production was performed by steam power and the labor force was both physically and mentally involved in the production. With the technological developments experienced today, information is seen as both product and production
factors. Physical capital is being replaced by knowledge and human capital; as
well as steam power was replaced by the computer, whereas the labor force appears as educated and skillful human capital being open to continuous learning
(Aktan and Vural, 2005, pp.2-5). This new knowledge-based economic order was
first coined in 1969 by social scientist Peter Drucker as the knowledge economy.
This knowledge-based economy is referred to by different names such as the new
economy, information economy, and knowledge-related economy (Gürdal, 2004).
The focal point of this new economic order involves people. People are both producers and consumers of knowledge. Along with the development of information
and communication technologies, the widespread of the Internet networks and
the diversification of the Internet applications, individuals can share their thoughts
and wishes with the whole world and receive education, healthcare, and cultural
services. In this respect, information and communication technologies have been
used in all aspects of human life.
1
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The levels of information and communication technology use in Turkey are examined by utilizing datasets of Turkish Statistical Institute’s (TURKSTAT) Household Information Technology Use Survey over the years from 2015 to 2018 in
this study following the definition of the new economy.

THE NEW ECONOMY
Following the Second World War, changes in electronics and chemical substances
were replaced in the 1990s by the new economy, a new economic structure in
which new technologies began to be used in production and digital networks
spread rapidly (Aktan and Vural, 2005, p.18).
The emergence of the new economy concept coincided with the rapid growth and
productivity rise in the American economy throughout the 1990s. These growth
and productivity increases were thought to be the return on investments made
in information and communication technologies since the 1950s (Stiroh, 1999,
p.82; Söylemez, 2001, p.3; Bayraç, 2003, p.43). Along with the widespread use
of information and communication technologies, radical changes in the American economy, as well as in the economies of the EU and other countries, have
led to the abandonment of the economic structure in which industry and mass
production play a crucial role and the formation of a structure dominated by information and services. This new structure was referred to as the new economy
(Bayraktar and Kaya, 2016, p.90).
Knowledge stands out as the most crucial element in the new economy. The new
economy consists of processes of acquiring, processing and distributing knowledge. In the new economy, knowledge has become a rapidly spreading product
by courtesy of digital networks. The production and use of knowledge as a product boost productivity, quality, and welfare (Aktan and Vural, 2005, p.18,21).
Knowledge is used as a factor of production the same as labor and capital in the
new economy. According to the production theory, whenever the use of any of the
factors of production is increased, the law of diminishing returns is held to apply.
Nevertheless, this is not the case in the use of knowledge as a factor of production
because the knowledge increases as being shared and used (Dilek, 2016, p.88).
Since the use of knowledge as a factor of production reduces the need for natural resources and raw materials, it would result in lower costs and higher labor
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productivity (Dilek, 2016, p.89). By courtesy of the improved technology in the
new economy, the decrease in cost and the increase in productivity; economic
activities can be managed by small units. By courtesy of communication networks, small enterprises can also take part in international competition (Bayraç,
2003, p.50,51).
The rapid spread of information through technology has raised consumers’ awareness on the market and products, in turn, demand has been increased and differentiated. Flexible production system is preferred to meet the increased demands.
The shift in the production system alters employment, working manners, lifestyle preferences and consumption habits (Ofluoğlu and Balcı, 2016, p.62). New
professions and new job descriptions have emerged along with the concept of the
new economy. Within the new economy, there is need for innovative, creative,
customer-oriented, labor force with knowledge, experience and versatile skills that
is open to lifelong learning (Aktan and Vural, 2005, p.22). In order for the labor force to exist in this new realm, self-renewal and dominance over the developing technologies are required (Bayraç, 2003, p.59). Therefore, features such as
computer literacy, lifelong learning, and the Internet literacy have become necessary and mandatory qualities for people in the new social structure formed by
the new economy (Gürdal, 2004, p.56,57).
The new economy renders R&D and innovation continuous. Continuous innovation, coined by Schumpeter (1968) as creative destruction, is essential to ensure competitiveness in the new economy. R&D is one of the most crucial processes in the creation of information as the basic elements of the new economy.
Information along with R&D activities is transformed into concrete products
with high value-added (Kavak, 2009, p.619).
In the new economy, production is formed in accordance with the consumers’
wishes. The physical distance between producers and consumers ceases to exist
through information and communication technologies (Bayraç, 2003, p.51,52).
As the services provided over the Internet increased, the conventional trade was
replaced by electronic commerce. As the percentage of Internet use and online
shopping increases, the electronic commerce market expands even further (Aktan, 2015, p.125).
A new social structure is formed along with the new economic structure. The improvement of information and communication technologies has enabled people
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from different parts of the world to communicate in a large community (Meçik,
2013, p.119). Within such a new social structure, although the percentages of
use vary in accordance with educational status, age group, occupation, and gender, information and communication technologies have become indispensable
parts in both professional and private lives of people.

LITERATURE REVIEW
Some of the research studies conducted in Turkey on the increasing information and communication technology use related to the development of the new
economy are as follows.
Anıl and Köksal (2016), in their analysis performed by utilizing the dataset of the
TURKSTAT’s Household Information Technology Use Survey 2014 to reveal the
determinants of the Internet access and use, observed that such variables as educational status, gender, age group were effective on the Internet access and use.
Alaca and Yılmaz (2016) compared the percentages of household information
technology use between 2011 and 2015 by utilizing the datasets of the TURKSTAT’s Household Information Technology Use Survey.
Similarly, Urhan and Kızılca (2011) examined the Internet use in Turkey over the
period from 2007 to 2010 by utilizing the data obtained from the TURKSTAT
and OECD according to age groups, education, labor force status, and intent to
use. As a result, they observed that the Internet use of individuals especially under 40 years of age has increased.
Patır et al. (2017) tried to determine the percentages of information and communication technology use by utilizing a questionnaire survey they conducted
in 2013 with 3,175 respondents in Bingöl province. According to the research
study, 75% of the households had the Internet access, 56% had e-mail addresses
and 99% had mobile phones.
Ezer and Kıral (2018), in their analysis performed by the dataset of the TURKSTAT’s Households Information and Communication Technology Use Survey
2004-2017, investigated the percentages of communication-based information
and communication technology use in Turkey and estimated utilization rates for
2018 with the Markov Chain model.
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USE OF INFORMATION AND COMMUNICATION
TECHNOLOGIES IN TURKEY
In this study, active (within the last three months) household computer and the
Internet uses are examined by utilizing datasets of the TURKSTAT’s Household
Information Technology Use Survey over the years from 2015 to 2018 in accordance with gender, age group, educational status, and occupation.
Graph 1: Active Computer Use According to Gender, %

Source: Household Information Technology Usage Statistics Database, TURKSTAT, 2019

Upon considering active computer use according to gender, it is observed that
male individuals use computers more than female individuals. The percentages of
active computer use of neither male nor female individuals have changed much
over the years. The percentage of active computer use of male users is around
50%, whereas 35% of female users actively use computers.
Graph 2: Active Computer Use According to Age, %

Source: Household Information Technology Usage Statistics Database, TURKSTAT, 2019
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In the TURKSTAT’s Household Information Technology Use Survey, individuals between 16-74 years of age were included. The percentages of active computer
use were calculated under 6 different age groups such as 16-24, 25-34, 35-44,
45-54, 55-64 and 65-74. It is seen that the percentages of active computer use
decrease as individuals get older. The percentages of active computer use of individuals between 16-44 years of age exhibit a slight decline over the years, whereas
the percentages of active computer use of individuals between 45-74 years of age
increase over the years.
Graph 3: Active Computer Use According to Educational Status, %

Source: Household Information Technology Usage Statistics Database, TURKSTAT, 2019

In the TURKSTAT Household Use of Information Technologies Survey, information on the educational status of individuals is classified in accordance with the
International Standard Classification of Education (ISCED, 2011, See UNESCO
Institute for Statistics, 2012). According to this classification, the percentages of
active computer use were calculated under 7 categories such as No Degree, Primary School, Secondary / Vocational or Technical Secondary School, High School
/ Vocational or Technical High School, 2-, 3-, or 4-year Undergraduate Degree
(except 5 or 6-year faculties), Master’s Degree (including 5 or 6-year faculties),
and Ph.D. Degree. It can be seen in Graph 3 that as the level of education status increases, so does the active computer use. It is observed that the percentage
of active computer use of those who do haven’t any school degree is around 3%,
whereas 70% of those with high- school degrees, 90% of those with undergraduate degrees, and 100% of those with Master’s and Ph.D. degrees.
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Graph 4: Active Computer Use According to Occupation, %

Source: Household Information Technology Usage Statistics Database, TURKSTAT, 2019

In the TURKSTAT Household Use of Information Technologies Survey, information on the occupations of individuals is classified in accordance with the International Standard Classification of Occupations (ISCO-08. See ILO, 2012).
Occupational groups discussed in the research are as follows: 0- Occupations related to the armed forces, 1- Managers, 4- Office staff, 5- Service and sales staff,
6- Qualified agriculture, forestry and fishery employees, 7- Craftsmen and related
employees, 8- Facility and machinery operators and installers, 9- Non-qualified
employees, 21- Science and engineering professionals, 22- Health professionals,
23- Education professionals, 24- Business and management professionals, 25Information and communication technology professionals, 26- Law, social sciences and cultural professionals, 31- Science and engineering associate professionals, 32- Health associate professionals, 33- Business and management associate
professionals, 34- Legal, social, cultural and other related associate professionals, 35- Information and communication technicians. According to this analysis;
the percentage of active computer use of qualified agricultural, forestry and fishery employees is around 20%, whereas about 35% of the non-qualified employees actively use computers. In other occupational groups, the percentage of active computer use exceeds 60%.
Active computer use of computer science and engineering professionals has increased over the years, whereas active computer use of computer science and engineering associate professionals has declined over the years. Active computer use
of business and management professionals has increased, especially within the last
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two years. While the percentages of active computer use of the law, social sciences
and culture professionals have fluctuated over the years, the percentages of active
computer use of the law, social sciences and culture associate professionals have
increased in 2018 compared to the previous year.
Graph 5: Active Internet Use According to Gender, %

Source: Household Information Technology Usage Statistics Database, TURKSTAT, 2019

Upon analyzing active household Internet use according to gender, it is seen that
male individuals use more Internet access than female individuals. The percentages of active Internet use of male individuals range between 60-70%, whereas
between 40% and 60% for female individuals. The percentages of active Internet
use of both male and female individuals have increased over the years.
Graph 6: Active Internet Use According to Age, %

Source: Household Information Technology Usage Statistics Database, TURKSTAT, 2019

Active Internet use according to age is examined according to six age groups mentioned earlier. Although active Internet use is likely to decrease with older age, active Internet use increased in every age group over the years.
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Graph 7: Active Internet Use According to Educational Status, %

Source: Household Information Technology Usage Statistics Database, TURKSTAT, 2019

Upon examining active Internet use according to the International Standard Classification of Education (ISCED, 2011), it is observed that Internet use increases
as the level of educational status increases. The percentages of active internet use
of the individuals with no degree as well as primary school, secondary school,
high school, vocational school, and undergraduate degrees are seen to increase
over the years, whereas the percentages of active internet use of those with Master’s
and Ph.D. degrees graduates are around 100% throughout the observed 4 years.
Graph 8: Active Internet Use According to Occupation, %

Source: Household Information Technology Usage Statistics Database, TURKSTAT, 2019

According to the International Standard Classification of Occupations (ISCO-08),
the percentage of active internet use of qualified agricultural, forestry and fishery employees is around 40%, whereas 65% of non-qualified employees actively
use the Internet. For other occupational groups, the percentage of active internet
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use exceeds 70%. The percentages of active Internet use of service and sales personnel, qualified agricultural, forestry and fishery employees, craftsmen and related employees, facility and machinery operators and installers, and non-qualified employees tend to increase over the years, whereas the percentages of active
Internet use of other occupational groups are almost 100%.

CONCLUSION
Within this new knowledge-based economy; the acquisition, processing, and distribution of knowledge are maintained through information and communication
technologies. Versatile and skillful individuals who are open to lifelong learning and
wish to be innovative and creative actively use information and communication
technologies in order to exist in the new society generated by the new economy.
According to the data obtained from the TURKSTAT’s Household Information
Technology Use Survey, male individuals surpass the female individual in terms
of the percentages of active computer and Internet use of households in Turkey.
In the analyses performed in terms of age groups, the percentages of both active
computer and the Internet use decrease as people get older. However, while the
percentages of active computer use of individuals between 45-74 years of age exhibit a rise, the percentages of active Internet use of the individuals at all ages
tend to increase. Nonetheless, the percentage of active computer use of individuals between 16-24 years of age decreases slightly, while the percentage of their
active Internet use increases. This indicates that younger individuals prefer to get
online via other devices (mobile phones, etc.). As the level of educational status increases, the percentages of both active computer and Internet use increase.
According to educational status, the percentage of active Internet use increases,
while the percentage of computer use declines over the years. Upon considering
occupational groups, it is seen that the percentages of both active computer and
Internet use of qualified agricultural, forestry and fishery employees, and nonqualified employees are low. The percentage of active computer use of other occupational groups is likely to change over the years, while the percentage of active Internet use increases.
Study indicates that the percentages of both active Internet and computer use,
which are considered as the indicator of household information and communication technology use in Turkey, tend to be at high levels. This situation reveals
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the high levels of accessibility of households to these technologies. Determining
the intent to use these technologies is also very crucial for the educational and
investment policies to be implemented. Therefore, more detailed studies need to
be conducted in order to present concrete policy proposals.
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7
THE DIGITAL TRANSFORMATION
OF INDUSTRIES: COMPARISON
OF COUNTRY POLICIES
Gül GÜNEY1
INTRODUCTION
Nowadays, the fourth of a series of industrial revolutions that began in the 18th
century is being experienced. The first industrial revolution, which began in 1769
with the patent of James Watt’s steam engine, enabled the transition from muscle power to machines. Then, the construction of railroads increased, transportation became easier by courtesy of the invention of steam engines and production shifted from houses to factories (Schwab, 2016, p.16). The second industrial
revolution started after the second half of the 19th century when the steam engines are replaced by electric engines. Throughout that period, the use of communication tools such as telephone and telegraph became widespread (Günay,
2002, p.6). In that period, Henry Ford introduced the first assembly line system
at his own plant (Öcal and Altıntaş, 2018, p.2071). The third industrial revolution was shaped by the introduction of computers following the second half
of the 20th century (Schwab, 2016, p.16). The mass production era that began
during the second industrial revolution was succeeded by the production system
formed in accordance with consumers’ needs throughout the third industrial revolution. The fourth industrial revolution will provide the means by which machines can make the necessary decisions by keeping the production phases under control without any manpower (Yıldız, 2018,p. 548). With this revolution,
spatial problems in production would be solved, new business domains and new
occupations would emerge, the whole society, as well as the industries, would be
influenced by digitalization, and as a result, productivity and competition would
flourish. In such a fostered competitive environment, countries would begin to act
in line with the implementation of the declared strategic plans aimed at adapting
1
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their industries to digital transformation. This study, in which strategic plans of
the countries regarding digital transformation are compared, primarily aims to
introduce digital transformation technologies, to explicate announced programs
for digital transformation in Germany, Japan, China, the USA and Turkey, and
to mention things that should be done about Turkey’s digital transformation by
comparing the programs of these countries.

DIGITAL TRANSFORMATION
The widespread use of information and communication technologies has brought
forth digitalization. Along with the expansion of the fields of technology usage,
digital transformation has begun to be realized.
According to the definition of TUBITAK-BILGEM Institute of Software Technologies, digital transformation refers to “the overall transformation through which
organizations are realized by the elements of human, business process and technology
to provide the users with more efficient and productive services in line with the opportunities offered by rapidly developing information and communication technologies and changing social needs.” Accordingly, the digital transformation would be
realized, not only with the use of digital technologies but also with the modification of organizations and business processes according to these technologies.
Although digitalization is effective in every aspect of our lives, its greatest impact
is seen in the field of industry. The flexible and plain manufacturing process that
emerged with the use of information and communication technologies in production has begun to evolve into another dimension. The responses to such questions as “how and where to produce”, “how to provide the inputs to be used in
the production process”, “how to conduct marketing after production”, and “how
consumers reach the products” have also changed (Yankın, 2018, pp. 17-18).
As of today, this digital transformation has been first coined at Hannover Fair in
2011 in Germany and named as Industry 4.0 with the final report prepared by
the working group of the German government in 2012 and completed in 2013
(Kılıç and Alkan, 2018, p. 32).
The concept of Industry 4.0 is being called by different names according to the
countries’ own strategies. It is called “the 5th Science and Technology Basic Plan
(Society 5.0)” in Japan, “Smart Industries” in Netherlands, “Future Industries
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Program” in France (See BSTB, 2018), “Smart Manufacturing Open Platform”
in the USA, “Factories of the Future” in the EU (See TUBITAK, 2016), “Made
in China 2025” in China (See Wübbeke et al. 2016; Li, 2018), whereas “Industry 4.0” and “Digital Transformation of Industries” in Turkey (See BSTB, 2018).
The digital transformation of industries involves many technologies and inter- technological relationships. The most important of these technologies are cyber-physical systems, the Internet of things and cloud-based manufacturing.

Cyber-physical systems (CPS)
It refers to a new generation of systems with integrated computing and physical
capabilities that can interact with people. The term cyber-physical systems are
defined as the systems which can manage physical events with computational
and physical abilities to interact with the physical world through computation,
communication, and control (Baheti and Gill, 2011, p.1). Nowadays, such systems appear as autonomous vehicles, smart buildings, smart production and so
on (Salğar and Dereli, 2018, p.155).

Internet of things (IOT, IoT)
This concept of IoT, first coined by Kevin Ashton in 1999, refers to the intercommunication of objects with radio frequency identification system by interconnecting without external interference (Li et al., 2015, p.243). In the internet
of things, personal computers will be replaced by clothes and buildings equipped
with sensors (Salğar and Dereli, 2018, p.155).

Cloud-Based Manufacturing (CBM)
The “cloud” is a computing resource that provides all worldwide users (either
stationary or on the move) with infrastructure, platform, and software in order
for them to gain access to data (Zhan et al., 2015, p.2). Cloud-Based Manufacturing (CBM) is a networked production model that provides diversified and
distributed manufacturing resources in order to form temporary, reconfigurable
production lines that allow for optimal resource allocation. Along with the implementation of the model, costs would be reduced, whereas productivity would
increase (Wu et al., 2015, p.2).
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Along with these changes to be experienced in the industry, production would
begin to reform according to varying consumer needs. Organizational structures
would also be reformed to meet these needs. Thus, many existing occupations
would cease to exist as new occupations emerge. Therefore, countries are committed to the digital transformation that would be experienced in order for them
to become internationally competitive.

DIGITAL TRANSFORMATION STRATEGIES OF
THE SELECTED COUNTRIES
Since it was introduced during the Hannover Fair event in Germany in 2011,
many countries have been implementing their strategic plans for the digital transformation of industries and announcing them to the public. The relevant literature includes research studies conducted on the comparison of countries’ own
strategic plans with the others. Nuroğlu and Nuroğlu (2018) stand out as the only
research study conducted in Turkey on the comparison of the strategies of Germany and Turkey. In this study, the strategies of Germany, Japan, China, the USA
and Turkey pertaining to the digital transformation of industries are discussed.

Germany
In the report submitted by the Industry 4.0 working group in 2013, issues such
as standardization, reference architecture, broadband infrastructure, security, training, work design/organization, regulatory framework, and resource efficiency were
prioritized (Kagerman et al., 2013, p. 39). Determination of the concepts related
to the Industry 4.0, formation their common definitions, arrangements in accordance with the EU Digital Single Market strategy (legislation, law, etc.), provision of technical and financial support to SMEs for modeling the production
structure that would become complex with digitalization of industries, establishment of gigabit fiber-optic network infrastructure for uninterrupted internet not
only for industrial but also for home use, creation of legal infrastructure related
to data security, provision of professional trainings for new job descriptions and
new organizational structures since they would be eliminated with digital transformation and development of joint projects with higher education institutions
on digital education and lifelong learning were aimed (Kagerman et al. 2013;
BSTB, 2018, pp.42-45).
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As of 2018, the Federal Government announced the Artificial Intelligence strategy, namely, “AI Made in Germany” (Fukuda, 2019, p.7). It is thought that robots and machines would be replaced by the realization of these objectives along
with the digital transformation of industries, in turn, reducing costs and increasing productivity (Kagerman et al., 2013).

Japan
In 2015, at the Industrial Value Chain Initiative Forum launched by a consortium of 30 Japanese companies, it is aimed to design a new society (Society 5.0)
in addition to the digitalization of manufacturing industry (Skobelev and Borovik, 2017). Society 5.0 refers to a super-smart society in which advanced information communication technologies, the Internet of things, robots, artificial intelligence, augmented-reality are actively fused into the common life of people,
industry, healthcare and other fields of activity (Zhong, 2017, p.624). The utilization of information and communications technology, artificial intelligence, and
advanced robots are deemed necessary both to create a new society and to overcome economic and social problems. Therefore, the Japanese government launched
the Artificial Intelligence Technology Strategy in 2017. One of the most crucial
elements of the strategy is the regulation of the ethics on artificial intelligence development. Moreover, by publishing the social principles of human- centric artificial intelligence in 2019, it called for the establishment of global rules on data
sharing (Fukuda, 2019, pp. 5-6).

China
According to Made in China 2025 plan announced in 2015, China aimed at
raising the prevalence of broadband and digital technology to 80% in order not
to lose its low-cost production competitiveness, boosting the innovative capacity, increasing the quality of the Chinese brand, raising the competitiveness in
production to 85%, promoting environmental- friendly production, and raising
the share of domestic content in the industry to 70% (Zhong, 2017, p. 625; Li,
2018, pp. 67-68; ISDP, 2018).
In order to implement these strategies, China has been striving for strengthening
its R&D and innovation infrastructure by establishing Advanced Manufacturing
Industry Investment Fund, Emerging Industries Investment Fund, and Made in
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China 2025 Strategic Cooperation Agreement Fund (BSTB, 2018, pp. 50-51).
In this respect, such sectors as advanced information technology; artificial intelligence, high-level digital control machines, and automation, aerospace and aeronautical equipment; ocean engineering equipment; high technology shipping;
railway equipment; energy-saving vehicles; electrical devices; new materials; biomedical and high-performance medical devices; and agricultural equipment are
prioritized (Li, 2018, pp. 67-68, 73).

The United States of America
In 2011, the National Network for Manufacturing Innovation (NNMI) was established by the USA to maintain its global competitive leadership, which is believed to be at risk. The NNMI includes strategies that would serve four main
objectives: to increase the competitiveness of the US industry, to integrate innovative technologies at an affordable cost, to provide the laborforce with training
for using advanced production technologies, and to develop stable and sustainable business models (Executive Office of the President, 2016). The USA is committed to the training of the laborforce for the digital transformation of industries, supporting online education and accreditation programs, planning of the
curriculum according to advanced production technologies, and raising awareness of SMEs to advanced production technologies. According to Manufacturing USA Annual Report 2016, the institutes established within the scope of the
NNMI have attracted a significant level of participation from both industry, academia and public and non-governmental organizations (BSTB, 2018, p.48,49).
In 2019, it was announced that the American AI (Artificial Intelligence) Initiative supported AI sectors in the USA by encouraging R&D investments and improving the American labor force for AI (Fukuda, 2019, p. 8).

Turkey
In 2018, the “Digital Turkey Road Map” consisting of 6 components was published
by the Ministry of Science, Industry, and Technology in Turkey. These components include humans, technology, infrastructure, suppliers, users, and governance.
The implementation of the national education policies necessary for the training
of qualified labor force for the future was handled by the human component. Furthermore, it was aimed to provide training with non-governmental organizations
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and university collaborations in order to raise awareness of the digital transformation of industries and to promote cooperation among digital transformation
stakeholders. To this end, the establishment of continuing education centers, the
inclusion of courses with digital transformation theme in the national education
curriculum, and elevation of the number of institutions providing technological
education were planned (BSTB, 2018, pp.122-132).
In the technology component; the necessity of infrastructure that should be provided to increase R&D studies on digital technologies was emphasized. Thus, it
was stated that technology domains to be specialized according to global trends
would be determined, and separate road maps would be prepared. It was also
stated that digital entrepreneurship support programs, as well as digital technologies programs, would be launched to support the innovative ideas of entrepreneurs (BSTB, 2018, pp.132-136).
The infrastructure component aimed at enhancing data communication speed,
improving data communication standards, and ensuring data security as well as
cybersecurity. For this purpose, it was stated that broadband infrastructure will
be established, fiber internet access will be provided especially for the industry,
the speed of internet access will be increased and the costs of internet access will
be decreased. In order to achieve these objectives, the National Broadband Strategy and Action Plan was launched in 2017. Within this action plan; it was focused on reducing tax and financial liabilities, supporting data centers, developing smart cities, and performing R&D activities for 5G technology. It was stated
that a committee consisting of public institutions, non-governmental organizations and academia would be established in order to improve data communication standards. It was decided to give importance to cybersecurity, to support local enterprises operating in this field and to establish a national industrial cloud
platform (BSTB, 2018, pp.137-145).
In the suppliers component; it was planned to determine the technological competencies of domestic digital technology suppliers and to determine the product,
service and solution portfolios, to perform physical inventory count of technology
suppliers. After determining the digital technologies (artificial intelligence, cloud
computing, etc.) upon which to be specialized and determining the appropriate
road maps accordingly, the establishment of innovation centers suitable for these
technologies and the establishment of grant programs providing R&D support
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were planned. It was decided to establish a supplier-user collaboration platform to
support the access of national digital technology suppliers to customers, to introduce credit guarantee mechanisms for providing access to long-term finance, and
to establish a digital technology venture capital fund (BSTB, 2018, pp.146-152).
In the users component; it was aimed to reduce the investment and financing
costs required for companies that would be the users of digital technology in the
manufacturing industry regarding digital transformation. Thus, it was decided to
implement digital transformation support programs, to establish digital transformation centers in which manufacturing industry enterprises can receive training
and consultancy services, and to train digital transformation consultants (BSTB,
2018, pp.153-156).
In the governance component; it was stated that cooperation of all institutions
and organizations looms large to realize the digital transformation of industries in
a sound fashion and that the digital transformation platform in the industry will
be institutionalized. It was also stated that the digital curriculum follow-up committee, data communication standards committee, as well as the focal technology
committee, will be established within this platform (BSTB, 2018, pp.157-159).

COMPARISON AND CONCLUSION
Countries have declared their digital transformation strategies under different
names on different dates. Germany shared its goals and plans regarding digital
transformation with the Industry 4.0 Platform report in 2013, whereas Japan
with the Community 5.0 concept in 2015, China with the Made in China 2025
strategy in 2015, and the USA with the efforts of National Network for Manufacturing Innovation in 2011. Turkey formally commenced the studies regarding
digital transformation as of 2016 and announced its Digital Roadmap in 2018.
Germany, Japan, China, and the USA asserted that they will prioritize digital
transformation toward artificial intelligence technologies. Turkey stated that prioritized technologies will be determined as the results of performed research studies, and the roadmaps will be created accordingly.
All countries have emphasized the importance of education for digital transformation in their plans. Turkey included training within the context of the humans
component in the road map. In this component, it is stated that the national
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education curriculum will be organized in accordance with digital transformation
issues, as well as lifelong learning programs for digital technology suppliers and users.
Policies related to infrastructure studies were included in the strategies of all countries. Common issues of the infrastructure strategies included increasing the data
communication speed, investing in 5G technology, expanding broadband internet networks, and ensuring data security. In particular, Germany focused on establishing legal standards for infrastructure. Although Turkey claimed to form a
committee for determining the data communication standards, it did not include
planning for service and process standards.
Digital transformation concerns many segments of societies. In order for this
transformation to achieve the desired goals, all institutions and organizations
should operate in a coordinated manner. Turkey plans to achieve this goal along
with the governance component included in the roadmap. Germany’s planning
focused on managing complex systems and designing workplaces for new business organizations.
Many countries that do not wish to give up on their international market shares
began to implement their plans for digital transformation. Turkey announced its
digital transformation roadmap with a delay compared to other countries. The
roadmap focused mainly on training and infrastructure issues, and gave weight
on how to reduce the costs that the manufacturing industry would have to incur during digital transformation; however, did not mention how to constitute
the legal infrastructure and to make arrangements for the new organizational
forms that will emerge along with the digitalization of the manufacturing industry. The deficiencies in question are thought to be easily corrected since the processes mentioned in the digital transformation road map announced by Turkey
have not been completed yet.
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CDS PREMIUM AND FOREIGN
DEMAND FOR TURKISH ASSETS:
CASE OF GOVERNMENT
DOMESTIC DEBT SECURITIES
Özlem ÖZTÜRK ÇETENAK1

INTRODUCTION
After bankruptcy of Lehman Brothers and the near collapse of the American International Group (AIG) Credit Default Swap (CDS) took attention of the market’s participant because CDS premiums are a good indicator of default risk for
companies, as well as sovereigns. The report published in 2010, the Financial Stability Board stated that CDS premiums are an important indicator of credit and
default risk and proposed as an alternative to the credit rating. Investors examine
many indicators when making an investment decision in a country. “Country
risk” is one of these indicators. Country risk includes many economic and political elements. In this context, many macroeconomic and political indicators are
used in risk assessment. The fact that the credit rating, which is widely used in
financial terms, failed as an indicator in the 2008 crisis and highlighted the CDS
premium. CDS premiums are now widely used as an indicator of financial risk.
This paper investigates the relationship between CDS premiums and the net purchase of Turkish government domestic debt securities by a foreigner in order to
determine the effect of international risk perception on Turkey’s bond market. In
this paper, with the aim of establishing risk and portfolio investment relationship,
VAR analysis will be held for the time period 2010-2018. Variables are weekly
CDS premiums and weekly net purchases of government securities by a foreigner.
1
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DEFINITION OF CREDIT DEFAULT SWAP
A credit default swap is a type of financial insurance contract that aims to manage
credit risk effectively. According to a broader definition, CDS is the name given
to the credit derivative instrument which protects the creditor’s money against the
risk of default. CDS contracts are special credit derivative products developed to
transfer credit risk to other groups (Kunt & Stone, 2008, p. 80).
Credit risk arises when the borrower fails to fulfill its obligations under the contract. Credit risk can arise through bank loans, business bonds or futures contracts.
Failure to fulfill the payment obligation mentioned here is called a default (Ersan
& Günay, 2009). Credit risk is important because regular financial transactions
assume that contractors have creditworthiness. In addition, many investors look
for assets with low default risk. Therefore, evaluating and managing credit risk
has a high importance in modern financial markets (McDonald, 2013, p. 815).
CDS transactions have three parties. Those are debt security issuer, debt security
buyer and CDS seller. The issued debt can be bonds or similar kinds of securities. The Credit Default Swap seller which is in most cases an insurance company or a large bank guarantees the underlying debt between the buyer and the
issuer. From this point CDS contract works like an insurance contract (McDonald, 2013, p. 827).
The first modern CDS was introduced to the market by JP Morgan in 1995 and
exported in 1997. In 2007, it has reached approximately 60 trillion dollars in volume. However, as a result of the global crisis, the volume of CDS contracts decreased to $ 32.9 trillion in 2009. The downward trend in CDS contracts continued due to the cautious attitude of the post-crisis markets to derivative products
and its volume fell to $ 9.4 trillion in 2017.
The reasons for the parties to use credit default swaps may be transferring credit
risk, increasing the credit limit of a customer, getting additional returns by taking credit risk, or portfolio diversification. The main users of credit default swaps
are banks. Banks use CDS for various purposes such as reducing credit risk, earning premium income and diversifying their loan portfolio. Another reason for the
use of credit default swaps by banks is to reduce the capital adequacy ratio and to
reduce the credit portfolio risk without reducing the expected return (Karabıyık
& Anbar, 2006, p. 50).
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The CDS transactions are made over the counter markets thus buyer and seller
are not associated with a reference organization. CDS contracts may have any
maturity, but those with a maturity of 5 and 10 years are commonly used. The
payment rules of CDS contracts can be complex. A CDS payment can have
two components. These are an upfront payment (advance payment) and annual
premium payment which paid in every three months until the expiration date.
According to Kasapi (1999), CDS premium depends on;
• Maturity of a swap,
• The possibility of default of the reference institution,
• The expected recovery rate in the reference asset
• Risk-free interest rate
• Seller’s credit rating
When the default happens, the party who holds the CDS undertakes to purchase
the asset from the value written on it. Since the CDS of a country is related to
the fulfillment of its obligations by bond, according to the Efficient Market Hypothesis (EPH), if there is no difference between CDS and bond premiums, both
instruments are expected to be affected by the information coming to the market
in the same direction and at the same rate (Koy, 2014, p. 64).

DETERMINANTS OF FOREIGN PORTFOLIO INVESTMENTS
In the new era that started with the abandonment of the Bretton Woods System in 1973, Keynesian policies were abandoned, and a rapid liberalization and
deregulation process began. The 1980s is a period of integration of developing
countries into international trade. The 1990s is the period in which liberalization
movements accelerated in the financial markets and the integration of countries
in the global financial system. In the post-1990 period, capital inflows accelerated especially from developed economies to developing economies thanks to increased financial integration.
International foreign capital inflows have advantages for both the investor and
the host country. Investors in the economies where capital is abundant may get
higher returns by evaluating their capital with investments in countries with
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capital shortages. The host country will have the opportunity to reach the capital and realize its economic growth target by directing this capital to investments.
Foreign capital investments can come into the country in the form of direct investments or portfolio investments. Generally, the expectation of the host country
is to increase foreign direct investment. Although portfolio investments are also a
method of capital inflows, there is a possibility that they will turn the current negativity into even bigger problems due to their ability to leave the country quickly
in the event of any negativity in the country. For the host country, this negativity
of portfolio investments is an advantage for the investor. Foreign investors may
act more easily than foreign direct investments in order to take their investments
out of the country when they perceive risks through their portfolio investments.
The factors promoting foreign portfolio investments are examined in two groups
of factors that push (external) and pull (internal) factors in the literature. Pull
factors consist of internal variables such as interest rates of treasury bills and government bond sovereign debt securities, growth rate, current balance, inflation,
stock market index. Push factors are external variables such as interest rates and
growth rates of developed countries. It is possible that external or “pushing” factors such as movements in US interest rates, which change the relative attractiveness of investments in developing countries, may affect capital inflows. Pull factors such as better macroeconomic policies, contributed to accelerating economic
development in the 1990s by increasing capital flows to developing countries.
Better macroeconomic performance is a necessary but insufficient condition for
bringing foreign capital into the country. International investors evaluate the
country risk when choosing the country which they will invest in. The country
risk is determined by considering the economic, financial and political risk. In
this context, economic risk provides the opportunity to assess a country’s economic strengths and weaknesses. Political risk allows the political situation of the
host country to be measured within the scope of many macro variables. The financial risk premium indicates a country’s ability to pay its official, commercial
and financial foreign debt. It includes macro variables such as financial risk, external debt/GDP, foreign debt service/export, net liquidity paid to imports, and
exchange rate stability (Yapraklı & Bener, 2007, p. 200).
The failure of credit rating agencies in the 2008 global crisis has caused suspicion
to the method of calculating the country risk based on credit rating. Therefore,
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finding new risk indicators has become a necessity. CDSs are indicators that can
quickly reflect the risk of default, so they become widely as an indicator of risk.
With the internationalization of financial markets, the contagiousness of the uncertainty and risks from any country than the others thus the risks faced by investors have increased. Therefore, the impact of economic, financial or political
risks on financial markets has gained importance. That kind of development has
also increased the number of studies about the impact of these risks on capital
markets and the instruments and operating institutions traded in these markets.

SOME STUDIES ABOUT CDS: A SHORT LITERATURE
REVIEW
The literature that examines the relationship between CDS and various financial
assets is quite extensive. Some of these studies are listed below.
Pan and Singleton tested the relationship between the VIX index, 10-year U.S. government bond interest rate, exchange rate volatility and CDS premiums to Mexico,
Turkey, and Korea for the period 2001-2006. The study concluded that the highest correlation for all countries was between CDS premiums and the VIX index.
Weber and Norden (2009) analyzed the bond and stock market and CDS data
of U.S. and European countries. They established that, the returns of the stock
market to affect the changes in CDS and bond margins.
Chan, Fung, & Zhang (2009) have tested the causality relationship between CDS
Premiums and Stock Prices of selected 7 Asian Countries with Granger Causality Analysis. As a result of the study that covers the period 2001-2007, the CDS
market led the stock market in five countries.
Fontana and Scheicher (2010) investigated the variables that determine CDS
contract premiums and government bond premiums of countries. Data from 8
countries for the period 2006-2010 were used in the study. Consequently, it has
been observed that CDS premiums are associated with many countries’ sovereign bond premiums.
Longstaff, Pan, Pedersen, & Sin, (2011) investigated the relationship between
monthly CDS premiums and local and global variables for 26 countries and,
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concluded that there was a positive correlation between exchange rates and CDS
premiums.
Liu and Morley (2012) tested the Granger causality model on the relationship
between daily CDS contract premiums and macroeconomic variables of US and
French. As a result of the study, it was concluded that the exchange rate is the
most powerful Granger cause of CDS. Ratner and Chiu (2013) used CDS and
Stock market variables for the United States and found that CDS provided effective protection in the US stock market.
Koy (2014) analyzed the CDS for the period 2009-2012 of 8 European countries selected using Euro Bond data. He concluded that changes in CDS premiums in 5 countries led to the change in Euro bond premiums. Using CDS,
Stock Exchange Index and Exchange Rate data for the period 2010-2016 of the
12 selected countries,
Başarır and Keten (2016) conducted Panel Cointegration and Panel Causality
tests. As a result of the analysis, a one-way causality relationship was determined
from CDS premiums to exchange rates.

DATA, METHODOLOGY, AND EMPRICAL RESULTS
In this study, the effect of CDS premiums on the purchase of Government Domestic Debt Securities (GDS afterward) by foreign investors will be analyzed. For
this purpose, GDS Net Foreign Purchases including weekly Repo Transactions
(Million Turkish Lira) variable was obtained from T.C. Central Bank and weekly
5-year Turkish Eurobonds CDS premiums were obtained from Bloomberg database. The analysis made by using Stata for the time period 2010-2018. Within
the scope of the analysis, the effect of CDS premiums, which is an important
risk measure for Turkish assets in international markets, on the demand of foreign investors to Turkish Government Domestic Debt securities will be determined by using VAR analysis.

Methodology
As it is known, the complexity of economic relations and the fact that macroeconomic variables are mutually influenced by each other makes it difficult to differentiate data as pure endogenous or exogenous variables. This difficulty can be
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overcome with Vector Autoregressive Models (VAR) which have been proposed
to solve the difficulties such as endogenous-exogenous variable separation. The
relationship between VAR models and variables can be examined without any
restrictions and therefore these models are frequently used in time series analysis.
In addition, the presence of lagged values of dependent variables in VAR models
makes it possible to make strong predictions for the future (Kumar, V., Leone, &
Gaskins, 1995). Again, it is possible to determine the causality relationship between the VAR model and variables by the Granger Causality test. The effect of
the shocks that occur in error terms of the variables in the model on other variables is measured by Impulse-Response. If the shock related to the error term of
one variable can explain the predictive error variance of the other variable, the relevant variable can be evaluated internally (Lütkepohl & Reimers, 1992). Within
the scope of the analysis, the following VAR model will be tested.
NFPt

= a0 + ∑a1iNFPt-i + ∑a2iCDSt-j + μt

CDSt

= b0 + ∑b1iCDSt-i + ∑b2iNFPt-j + νt

Here;
νt and μt = Stochastic error terms
NFPt

= Foreign net purchases in period t

CDSt

= CDS premiums in period t

Empirical Results
To reveal the general structure of the variable descriptive statistics values are given
before proceeding to VAR analysis.
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Table 1: Descriptive Statistics
NFP
Definition

CDS

Weekly Net foreign purchase Weekly Credit Default Swap
of Turkish Sovereign Debt premium of 5-year Turkish
Securities plus repo transactions Eurobonds
(Million Turkish Lira)

Mean

186.01

207.74

Median

104.63

199.67

Max.

6641.14

326.35

Min.

-3817.58

113.56

Skewness

.4724

.2414

Kurtosis

4.676

2.1914

Std. Dev.

1368.63

48.04

442

442

Observation

In order to build an appropriate VAR model, first, series should not contain
a unit root, in other words, they should be stationary. The Augmented Dickey-Fuller and Philips-Perron tests, which are most commonly used in the literature, were used to test the stability of the series over time. The unit-root results
are summarized in Table 2.
Table 2: Unit Root Tests
Augmented Dickey-Fuller Test
Variables

Level

NFP

-21.247***

CDS

-2.040

First
Difference

Philips-Perron Test
Level

First
Difference

-21.389***
-18.390***

-2.247

-18.277***

***, **, *, show significance of 1%, 5% and 10% levels respectively. ADF and PP
test examines the null hypothesis of a unit root against the stationary alternative.

Unit root test results indicate that the level of CDS series is non-stationary, but
the first difference is stationary. On the other hand, net Turkish government
debt securities series is stationary at a level according to ADF and PP unit root
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tests. The structure and stationary of variables can be seen in Figure 1 as well.
As one can clearly see from the graphs, there are stationarity structures of the series D.CDS and NFP.
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Figure 1: Graph of the NFP, CDS and 1st Difference of CDS series
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In the following part of the analysis, each stationary variable is included in the
model. Before estimating the VAR model, the appropriate lag length for the model
must be determined. The following tests were used for this:
Table 3. Lag Length Determination
lag

FPE

AIC

HQIC

SBIC

0

2.4e+08

24.9834

25.0023

25.002*

1

2.4e+08*

24.9737*

24.9907*

25.0362

2

2.4e+08

24.9801

25.0105

25.067

3

2.4e+08

24.9811

25.0327

25.1118

4

2.4e+08

24.9769

25.0432

25.145

Note: AIC means Akaike Information Criteria, SBIC means Schwartz
Information Criteria, HQIC means Hannan-Quinn Criteria, FPE means Final
Prediction Error criteria.

When Table 3. is examined, it is observed that AIC, HQIC, and FPE values
are in the same direction and give minimum value for 1 lag and SBIC provides
minimum value for 0 lag. Determining the length of the lag more than necessary should cause the error squares to rise and determining the low will cause
the problem of autocorrelation. Therefore, the lag length in the estimation of the
VAR model is set to 1.
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To understand whether the VAR model is stationary companion matrix is examined. Figure 2 shows the distribution of the roots of the companion matrix within
the unit circle. Accordingly, since all the inverse roots of the model are in the unit
circle, it can be said that the VAR model is in a stable structure.
Figure 2: Roots of the Companion Matrix
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In order to determine the direction of causality among variables, the Granger
causality test based on the VAR model was obtained in Table 4. According to
the findings, changes in CDS premiums affect the demand of foreign investors
for Turkish bonds. In other words, the D.CDS variable is the Granger cause of
the NFP variable. However, it is not the case that the NFP variable affects the
D.CDS variable.
Table 4. Granger Causality results
Null Hypothesis:

chi2

Prob > chi2

CDS does not Granger Cause NFP

5.1421

0.023

NFP does not Granger Cause CDS

.00614

0.938

After obtaining the VAR model, impulse-response functions were examined. impulse-response functions reflect the effect of a standard deviation shock in one of
the random error terms on the present and future values of endogenous variables.
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Figure 3: Impulse Response Results

In the VAR analysis, the impulse-response functions have a significant role in determining the dynamic interaction between the variables examined and in determining the symmetric relations. If the impulse-response graphs in Figure 3 are
interpreted; foreign portfolio investors’ response to the change in CDS premiums
is negative and this effect disappears as of the fourth week. The interest of foreigners to Turkish assets does not affect CDS premiums. These results are consistent with the results of the Granger causality analysis.

CONCLUSIONS
Before making investment decisions, investors want to know all the risks associated with financial assets. However, due to asymmetric information problems and
all other costs incurred in accessing information, the risk assessment process does
not always end up with desired results. The recent crises also led to the questioning of the reliability of credit rating agencies. For these reasons, CDS premiums
have been the most frequently used risk proxy in recent years as they consider
both systematic and non-systematic risks. Because CDS premiums are a good
117

CDS PREMIUM AND FOREIGN DEMAND FOR TURKISH ASSETS:
CASE OF GOVERNMENT DOMESTIC DEBT SECURITIES
Özlem ÖZTÜRK ÇETENAK

indicator of default risk for companies, as well as sovereign governments, despite
the 2008 credit crisis and it has become an important tool for managing credit risk.
In this study, it is investigated how CDS premiums effect on foreign portfolio
investments. In this respect, it is analyzed how foreign investors’ net government
domestic debt securities purchases are influenced by the country’s CDS premiums. According to the results obtained by the VAR method, changes in CDS premiums are Granger Cause of portfolio investments. In other words, when there
is an increase in CDS premiums, investors sell Turkish assets and buy when they
decrease. The opposite relationship from portfolio investments to CDS is not statistically significant within the scope of the analysis.
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SUSTAINABILITY OF CURRENT
ACCOUNT DEFICIT: FRAGILE FIVE
COUNTRIES
Abdullah TOPCUOĞLU1, İbrahim Orkun ORAL2
INTRODUCTION
The number of countries that have current account deficits are increased in recent years and it is observed that macroeconomic balances of these countries are
adversely affected. Furthermore, countries, where the current account deficit is
constantly observed, may become more vulnerable to global crises. Especially, the
current account deficit in developing countries has increased interest from the
1990s to the present. In this context, empirical studies on whether the current account deficit is a leading indicator of the crisis, whether it is one of the causes of
the crisis or the sustainability of the current account deficit have been focused on.
South Africa, India, Brazil, Turkey and Indonesia were among the countries which
were most affected by the US Federal Reserve’s (FED) announcement that it would
reduce bond purchases in 2013. These countries were later named as “Fragile
Five”. In these countries, which finance the current account deficit through external financing, high capital outflows and a significant decrease in the funds received to the countries have made them more fragile.
Within this context, the sustainability of the current account deficit in countries
referred to as Fragile Five was tested with panel data analysis. Firstly, the cross-section dependence between the sections forming the panel was tested and it was
decided which unit root test to perform. Then, the existence of a long-term relationship was tested with Westerlund Cointegration test. Finally, the cointegration
coefficients for each cross-section were calculated with the CCEMG estimator.
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THEORETICAL FRAMEWORK
Husted (1992) analyzes the existence of a long-term relationship between the
export and import series in the American economy. He defined the individual
as a person who can borrow and lend in international markets through financial tools within his budget and purpose to increase the lifetime benefit. He also
stated that the individual uses his / her resources for consumption and savings.
He emphasized that the budget constraint of the individual in the current period can be shown in equation 1.
C0 in the equation refers to consumption in the current period, Y0 output/income, r0 international interest rate, B0 international borrowing level with a positive or negative value, and (1+r0)B-1 refers to the debt of the individual in the
initial period corresponding to the country’s external debt. To create budget constraints of the economy, budget constraints between periods are combined as in
the equation below.

TAt in the equation represents the trade balance (Xt- Mt) in the period t, Xt represents exports during the period t and Mt indicates imports during the period t.
Equation 2 states that the value of the country’s debts in the international market will be equal to the value of the future foreign trade balance if the last period
takes the value of zero. The positive value of B0 indicates that foreign debts gradually increase, while the negative value indicates that external debts gradually decrease. In the light of the explanations, to test that µn Bn =0 is also valid, equation (1) must be rewritten. Firstly, assuming that the international interest rate is
fixed, the equation can be shown below:
Zt + 1+r Bt-1 = Xt +Bt

(3)

The expression in Equation 3 was corrected and rewritten by Hakkio and Rush
(1991).
∞

λj-1 ∆Xt+j - ∆Zt+j + lim λt+j Bt+j

Mt + rt Bt-1 =Xt +
j=0

j→∞

(4)

λ= 1/(1+r) and ∆ in equation 4 indicate the first difference. On the left side of
the equation, there are import and foreign debt interest payments. If export (X)
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is omitted from both sides of the equation in the above equation and both sides
are multiplied by minus one, the left side of the equation becomes equal to the
current account of the economy.
Under the assumption that X and Z are stationary in the first differences and the
error terms are stationary, the equation can be written as follows;

Therefore, equation 4 can be expressed as follows:
Xt = α+ MMt - lim λt+j Bt+j +ϵt
j→∞

The terms MMt, α and

(6)

in the equation above can be shown as follows;
1+r 2

MMt = Mt + rt Bt-1 , α=
(α2 - α1 ) and
. Assuming that
r
the limit term in Equation 6 is equal to zero, equation 6 can be converted to the
standard equation of regulation as follows.
Xt =a+b*MMt + et

(7)

Under the null hypothesis provided by the budget constraint between the periods, b = 1 and the error term are expected to be stationary. Moreover, it depends
on the long-term cointegration of the X and MM series and the cointegration
coefficient equal to 1.

LITERATURE REVIEW
In the literature review, it is seen that there are many studies about the current
account deficit. Studies can be divided into two group as the twin open and Ricardian equivalence hypothesis.
Kim and Roubini (2008), in their studies, analyze the relationship between budget deficits and current account deficit in the American economy with the quarterly data of the 1973-2004 period and suggested that budget deficits increased
the current account deficit.
Magazino and Forte (2013), with the help of annual data, argued that the budget deficits, which are continuous in their studies in 33 European countries, constitute the trade deficit.
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Gaysset, Segot and Neaime (2019) stated in their studies that budget balance, current deficit and growth rate were mainly affected by fiscal consolidation. MENA
and EMU countries were included in the period of 1977-2016.
Akalpler and Panshak (2019) emphasized that there is a causal relationship between
the budget deficit and the current account deficit in the Nigerian economy in
the 1980-2016 term with annual data and that the relationship is unidirectional.
Other studies advocating that there is a relationship between budget and current
account deficit are as follows; Chinn and Prassad (2000), Dewald and Ulan (1990),
Freund (2000), Akbostancı and Tunc (2000), Utkulu (2003), Saleh, Nair and
Agalewatte (2005), Baharumshah, Soon and Wohar (2006), Vamvoukas (1999).
Studies in the literature analyzing the Ricardian approach, which argues that there
is no relationship between budget deficits and current account deficit, can be listed
as follows; Bilgili and Bilgili (1998), Basar and Aksu (2009), Azapoglu and Direkci (2015), Altunoz (2014), Mueser (2003), Niple (2006), Abebrese and Pickson (2018), Belingher and Moroianu (2015), Konya and Abdullaev (2014), and
Shamsi, Waqas and Zahid (2016).
Unlike Keynes or Ricardo approaches, other studies on the issue analyzed the sustainability of the current account deficit. Most of these studies are based on Trehan and Walsh (1991), Husted (1992) and Hakkio and Rush (1991). In studies
on this subject are as follows: Tiwari (2012), Sahoo, Babu, Dash (2016), Naqvi
and Marimune (2008), Chen (2011), Christopoulos and Ledesma (2010), Gnimassoun and Coulibaly (2014), Holman (2001), Kalyoncu and Ozturk (2005),
Lanzafame (2014), and Zubaidi, Lau and Fountas (2013).
The high deficit in the current account has raised the debate on financing and
sustainability. When the studies conducted in this context are examined, it is seen
that the results obtained by country groups differ from each other. Therefore, in
this study, sustainability in the Fragile Five countries was analyzed with the inter-period budget constraint model developed by Husted (1992) and it was aimed
to give policy recommendations for countries.

DEVELOPMENT OF CURRENT TRANSACTIONS DEFICIT
IN FRAGILE FIVE COUNTRIES
Figure 1 shows the data on the rate of change in the current account of the Fragile Five countries for 2010-2018. In light of the information in the graph, the
current account follows a fluctuating course with a negative outlook in most of
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these countries. While the current account had a positive value only in Indonesia in 2010 and 2011, it had a negative value in all other countries in all years.

Figure 1. Current Account

Figure 2 presents the annual growth rates of the Gross Domestic Product in
the fragile five countries. When the information in the figure is analyzed, it
can be said that the growth rates in all five countries have fluctuated from
2010 to 2018, but it can be said that Indonesia and India have a more balanced growth rate. It can be seen that Brazil and south Africa had the lowest
growth rate in this period.

Figure 2. Growth Rate
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DATA SET and METHOD
The sustainability concept in Fragile Five countries was analyzed by using the annual data of goods and services (im) and exports of goods and services (ex) for
the 1998-2017 period. The data of the country group used in the study was obtained from the World Bank database.
In the study, first of all, the dependence of the cross sections forming the panel
was examined with the help of the Breusch-Pegan (1980) LM test. The stability of the series was tested by the CADF test which is a second-generation unit
root test. The Westerlund cointegration test, which was developed by Westerlund (2007), was used to examine the cointegration relationship between series.
Besides, in long-term cointegration coefficient of the panel developed by Pesaran
(2006), CCEMG (Common Correlated Mean Group Effect) test which consider
the sectional dependence was used and long-term cointegration coefficient was
calculated for each cross section.
Consideration of cross section dependence between variables has great importance
for both unit root and cointegration tests . In addition, it is essentialto avoid erroneous results in analysis. In this study, since the time dimension of the panel is
larger than the cross section dimension, the LM test was used since there are 19
years and 5 countries. LM test statistics can be calculated based on Breusch-Pagan (1980)’s study by the following formula.

Pasaran, on the other hand, developed the deviated corrected LMadj test by adding variance and mean to the LM statistics. The test statistic is calculated as follows (Pesaran et al., 2008).
LMadj =(

1/2
2
)
N(N-1)

N-1

N

ρ2ij
i=1 j=i+1

T-K-1 ρij -µTij
νTij

~ N(0,1) (9)

In the formula, µYij is the average and νTij is the variance. The H0 hypothesis for the LM test is that there is no cross section dependence while the alternative hypothesis H1 is the section dependence.
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Moreover, cross-section dependence is an important concern for unit root testing.
Therefore, unit root tests according to cross section dependence can be considered
in two groups as a first-generation and second generation. Among the first generation panel unit root tests, Hadri (2000) and Choi (2001), Im, Pesaran and Shin
(2003), Maddala and Wu (1997), Levin, Lin, and Chu ( 2002) tests do not take
into account the cross section dependence of the panel (Guloglu and Ispir, 2011,
p. 210). Taylor and Samo (1998) MADF, Breuer et al. (2002) SURADF and Pesaran (2006) CADF tests can be cited as an example of second-generation panel
unit root tests that assume dependency between cross section units forming the
panel. The regression equation of the CADF test which can be used in N <T or
N> T case in Monte Carlo simulation developed by Pesaran(2007) is as follows .
pi

pi

∆Yit = αi +bi yi,t-1 +

cij ∆Yi,t-j + di t+ hi yt-1 +
j=1

ηu ∆yi,t-j + εi,t (10)
j=0

The t statistic value of the CADF test is calculated as follows (Pesaran, 2007):

The cointegration test developed by Westerlund (2007) provides 4 different test
statistics based on the error correction model. The test is based on the presume
that the series are of the same degree of stability.

There are many tests for estimating long-term coefficients after the existence of a
cointegration relationship between variables. In the study, Common Correlated
Mean Group Effect (CCEMG) developed by Pesaran (2006), which takes into
account the fact that the variables are stationary at I(1) level, the assumption of
heterogeneity and the cross-section dependence, is used. The regression model
based on heterogeneous panel data is as follows:
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eit = γi ft + εit

d in the equation represents the observable effects, while f represents the vector
that shows the unobservable effects. Also, Pesaran (2006) proposed two different
estimators according to whether the slope coefficients are homogeneous or heterogeneous. These estimators are based on the assumption that the slope coefficients are homogeneous. These estimators are as follows: Common Correlated Effects Pooled (CCEP) and Common Correlated Mean Group Effect (CCEMG).
The equation for the CCEMG estimator is given below.

bi in the equation shows the CCE estimate for each cross section.
RESEARCH FINDINGS
In this stage of the study, the existence of cross section dependence on the variables was tested with the LMadj test. The findings are given in Table 1.
Table 1. Cross Section Dependence Test
t Statistic

p- Value.

LMadj

-3,139

0,0017

CDLM

4,063

0,0000

In light of the information in the table, the H0 hypothesis that there is no sectional dependence was rejected. In other words, it affects the other countries
that make up a shock panel that occurs in one of the countries that make up the
panel. In this context, it can be said that the decision-makers who determine the
economic policies with the effect of globalization have stated that the policies of
other countries should be taken into consideration.
As the cross-section dependence was obtained, the CADF test was used. The results are shown below.
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Table 2. CADF Test
Constant

Critical Value

Constant and Trend

Critical Value

EX

-1,448

-2,116

IM

-1,417

-2,60*
-2,34**
-2,21***

-1,959

-3,150*
-2,880**
-2,740***

-2,60*
-2,34**
-2,21***

-3,037

I(0)

I(1)
EX

-2,796

IM

-2,773

-2,856

-3,150*
-2,880**
-2,740***

Note: The *, **, *** symbols represent level values of 1%, 5%, and 10%, respectively.

According to the findings in the table, the export (ex) and import (im) series contain unit root in both constant and constant trend model levels, but when the
first differences are taken, the series becomes stable. After finding that the first
differences of the series were cointegrated, the cointegration test was used to determine whether there was a long-term relationship. The long-term relationship
between the variables was tested by the Westerlund test. As a result of the analysis, the H0 hypothesis that there is no co-integrated relationship was rejected.
Test results are given below.
Table 3. Westerlund Test Findings
Test Statistics

p- Value

Gt Group Avarage

-2,759

0,008
0,012

Ga Group Average

-12,654

Pt Panel

-5,200

0,30

Pa Panel

-9,443

0,007

After obtaining the correlation between the cross section dependence and longterm cointegration, the long-term coefficient was calculated for the panel and
for each cross section with the help of the Common Correlated Effects Mean
Group estimator. The results of the panel and cross section units are given below.
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Table 4. CCEMG Results
Coef.

S. E. (Prob.)

Brazil

0,67325

0,24271 (0,006)

Indonesia

1,03594

0,14641 (0,000)

India

0,40662

0,18441 (0,027)

South Africa

0,92665

0,13691 (0,000)

Turkey

0,07916

0,28034 (0,778)

Panel

0,62433

0,17432 (0,000)

When the results in Table 4 are analyzed, it is seen that the long-term cointegration coefficients calculated for the import series are statistically significant in all
countries except Turkey and throughout the panel. When the panel is analyzed
in general, it can be said that a 1% increase in imports during the period discussed increases exports by 0.62%. In other words, it can be said that sustainability is weak as the increase in exports is lower than the increase in imports. When
the analysis results of all countries are examined, it is found that Indonesia is the
strongest country in terms of sustainability. South Africa is the closest country to
Indonesia. The country with the weakest sustainability was India.

CONCLUSION
In the study, the concept of sustainability for the Fragile Five countries in the
period 1998-2017 was tested by the Westerlund cointegration method. As a result of the analysis, the cross-section dependence is obtained. Also, as a result of
the CADF test, the series was found to be stationary at the I(1) level. Concerning the Westerlund Cointegration test results, the cointegration coefficient for the
panel was found to be 0.62. According to CCEMG estimator results, the cointegration coefficients obtained for Brazil, Indonesia, India, South Africa, and Turkey are 0.67, 1.03, 0.4, 0.92, 0.07 respectively.
According to the results, it can be stated that the sustainability of deficit for the
Fragile Five countries is weak form throughout the panel. Among the countries
included in the study, Indonesia was the country with the strongest form. As a
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result of the analysis, the weak sustainability of deficits in Fragile five countries
indicates that their fragile structures continue. Besides, it can be claimed that
these countries may have difficulties in maintaining their macroeconomic balance
against the shocks that may be experienced on a global scale in the future. In this
context, it can be mentioned that among the policy proposals to be made to the
fragile five countries, structural reforms should be made to reduce the dependence
of exports on imports. Thus, it can be ensured that the foreign exchange input
is higher than the foreign exchange output. In this way, the external dependence
of existing financing deficits can be reduced. Also, macroeconomic indicators of
these countries can be made more sustainable.
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THE EFFECTS OF INFORMAL
ECONOMY AND EMPLOYMENT
ON FOREIGN DIRECT
INVESTMENT IN TURKEY:
EVIDENCE FROM BOOTSTRAP
ARDL APPROACH

Mehmet ELA1, Uğur Korkut PATA2
INTRODUCTION
Informal economy emerges due to disturbances in income distribution, increased
tax and social security burden, tax amnesties, increases in tax evasion opportunities, inflation, unemployment, population growth, and etc. In recent years, FDI
have been added to the causes of the informal economy in the literature.
In recent years, especially the tax evasion activities of multinational companies
have attracted attention to the relationship between FDI and informal economy.
This relationship, analyzed by a limited number of studies, can be bi-directional.
Accordingly, while FDI can affect the informal economy, the informal economy
can also affect FDI. That is to say, while the high informal economy offers attractive tax evasion opportunities for FDI, it can feed the informal economy both by
employing qualified labor and by subcontracting for production.
When the studies dealing with the informal economy and FDI relationship are
examined, it is not possible to reach an agreed and clear result. The reasons for
this are undoubtedly the economic and financial aspects of the countries as well
as the characteristics of FDI.
In this paper, the interaction between FDI and informal economy is investigated.
In section 1, we dwell on overview of FDI and the informal economy in Turkey.
1
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In section 2, we review the existing literature related to research. In section 3, we
introduce data set and methodology. In section 4, we present the empirical findings. Finally, we draw the conclusion at section 5.

OVERVIEW OF FDI AND INFORMAL ECONOMY IN TURKEY
While developments in FDI was quite fresh, informal economy is a long-known
phenomenon in Turkey. In this regard, a general framework for FDI and the informal economy in Turkey will be drawn below.

The Development of FDI in Turkey
FDI in Turkey dates back to the Ottoman Empire. FDI, which remained at a low
level during the Ottoman period, were generally concentrated in the railway and
banking sectors. Despite the legal arrangements made during the Republican period, FDI inflows in Turkey remained at a low level until the 1960s because of
World War II, statism and Great Depression (Yavan & Kara, 2003:25-29). Although the reforms continued in the 1980s, the result remained unchanged. Excessive bureaucracy, high inflation, high investment costs and economic instability are among the reasons for this result (Yılgor et. al., 2011:122). In the 2000s,
as a result of the improvement in economic indicators, EU accession negotiations
and Foreign Direct Investment Law, FDI inflows to Turkey increased substantially. FDI, which decreased in 2002 and 2009 due to the Turkish economic crisis and global financial crisis, followed a fluctuating course in the following years.
After the 2001 crisis, FDI inflows increased significantly.
Graph 1: FDI Inflows in Turkey and Percentage of Total World (1970-2018)

Source: UNCTAD Database.
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According to Graph 1, FDI inflows to Turkey remained below $ 5 billion until the 2000s. Then, FDI inflows increased until 2008 and exceeded 20 billion
dollars. The FDI inflow, which fell below $ 10 billion in 2010, then followed a
fluctuating course in the following years.

Informal Economy in Turkey
Informal economic activities, which cannot be calculated by classic methods,
cannot be included in national income, are not documented, do not generate
revenue to the public sector, and are generally illegal, consist of informal economy, undeclared and illegal economy. In recent years, different studies have
obtained different results on the size of the informal economy, whose measurement is generally depending on estimation methods. Accordingly, Akalin
and Kesikoglu (2007) predicted that the size has increased in recent years. As
a similar result, according to Erkus and Karagoz (2009), the informal economy has been increasing in recent years. On the contrary, according to Akca
and Bal (2018), the informal economy has been decreasing in recent years. According to Dell’Anno and Halıcıoğlu (2010), the informal sector has increased
and then decreased in recent years. Therefore, there is no consensus on the size
of the informal sector in Turkey.

LITERATURE REVIEW
The relationship between the informal sector and FDI is a relatively new field of
research and the number of studies investigating this issue is very limited. While
studies examining the interaction between the informal economy and FDI have
achieved econometrically different results between the two variables, the theoretical dimension of the issue is similarly controversial.

Theoretical Literature
The number of studies examining the informal economy and FDI relationship in
theoretical terms is quite limited. In his statement, Abdullayevich (2015), one of
the views that the informal economy has an impact on FDI, assumed that FDI
companies are concentrated in the formal sector. This argument was shared by
many studies both theoretically (Fuest et al., 2011: 2) and econometrically (Smith
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and Thomas, 2015; Pham, 2011).3 According to the study, high informal economy increases investment risk and reduces FDI inflow. Furthermore, the informal economy creates unfair competition in the market and reduces the profits of
foreign investors. Most foreign investors work on the registered (non-informal)
side of the economy. They must follow all regulations such as tax payment, minimum wage, safety standards and others. Compared to firms working in the informal economy, the cost of doing business in these firms is higher. Therefore,
they cannot compete with each other in terms of price. This is one of the reasons
why foreign investors’ profits fall. Ali and Bohara (2017), who have the opposite
assumption, explained the issue based on the assumption that foreign companies
may be associated with informal sectors. According to this study, informal economy indirectly shows the tax evasion opportunities. In this case, MNCs can move
their FDI to countries with higher informal economies.
Theoretical explanations addressing the interaction between FDI and informal sector have addressed the issue in similar ways. According to Chaudhuri and Mukhopadhyay (2009), it is important that the sector in which the investment is made
is labor or technology intensive. According to the study, if FDI is concentrated
in the capital-intensive sector, there is a possibility of employment reduction and
this may encourage informal employment 4. Meanwhile, the fact that the flow
of foreign capital to labor-intensive sectors can create employment and wage increases. However, even though in labor-intensive sector, FDI’s demand for skilled
workers may increase wage differences. According to Milner and Rudra, (2016),
as a similar explanation, the increase in skilled labor employment as a result of
FDI can push unskilled workers into the informal sector.
According to the structuralism hypothesis, FDI increases informality. According to this hypothesis, FDI supports the development of the formal sector and
3

4

Carrillo and Graciela (2017) emphasize that informal employment in MNCs is less than
in local companies in Mexico. This emphasizes that there is informality in multinational
companies but this is low.
From the perspective of Turkey, it is seen that MNCs make a positive contribution to the
employment. In OECD (2008: 273), which surveys employment in OECD countries, it is stated
that MNCs employ two times more workers than local firms. However, this result should
not be misguided. As a matter of fact, MNCs can make their production by subcontractors.
According to ILO (2006), in many countries MNCs receive services from subcontractors. Most
of the subcontractors are in the informal economy. From this perspective, it is seen that MNCs
themselves contribute to the informal economy through subcontractors, although it is thought
that they employ very few or no informal workers.
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the informal sector grows to meet the factors demanded by the developing formal sector (Pham, 2011: 12). In this respect, FDI can indirectly increase the informal economy. That is, FDI can make production by subcontractors. In this
case, the effect of FDI on the informal sector depends on the sector (registered
or informal) with which the sub-contract is made. FDI can make the sub-contract with the formal sector as well as with the informal sector (Verick, 2011: 13).

Empirical Literature
Rei and Bhattacharya (2008) examined the determinants of the informal economy in 111 countries. According to the results of the study, high level of FDI
increases the informal economy. Bacchetta et al. (2009) explored the relations
between globalization and informal employment in developing countries for different periods and found that FDI increases informal employment. According to
the researchers, this result shows that the informal sector serves the formal sector (assuming that FDI occurs in the formal sector). Nikopour et al. (2009) examined the relationship between informal economy and FDI in 145 countries
for the period of 1999-2005. The authors argued that FDI causes lower informal sector and informal sector increases FDI. Deilami (2010), examined the relationship between informal economy and FDI for 162 countries for the period
of 1999-2007 and found bidirectional causality between informal economy and
FDI. Pham (2011) searched the relationship between globalization and FDI for
49 countries between 1990-2006 and found that FDI has no effect on informal
employment. According to the study, this is a result of the fact that FDI is mostly
made in the formal sector.
Amjad (2012) examined the effect of FDI on informal employment for Pakistan
between 1980-2000 and found that FDI increases informal employment. According to the researcher, this finding is the result of foreign investors’ willingness to
benefit from cheap labor. Baez (2014) searched the relationship between informal employment and FDI for 65 countries between 1996-2009 and concluded
that informal employment positively affects FDI flows. Above a certain level, this
effect is negative. The findings are same in developing and developed countries.
Molaei and Jahani (2014), analyzed 28 countries for the period 1999-2007 and
argued that the informal economy has a negatively effect on FDI. Abdullayevich
(2015) examined the relationship between FDI and the informal economy for
40 countries using data from 2000 to 2008. Empirical findings indicated that
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there was no relationship between two variables. When the study evaluated the
relationship on the basis of country groups, while the negative relationship was
found between the informal economy and FDI in European countries, a positive
relationship was obtained in South and North American countries. For Africa,
the Middle East, Asia and Oceania, no significant relationship was found. According to the results, economic conditions, public sector efficiency, market size
and cheap labor costs cause the informal economy to have a different effect on
FDI in different regions. Davidescu et al. (2015) tested the relationship between
informal economy and FDI for the period of 2000q1 and 2010q2 for Romania
and observed a unidirectional causality FDI to the informal economy.
Ali and Bohara (2017) searched the interaction between FDI and the informal
sector for OECD countries for the period of 1999-2007 and concluded a 1% increase in informal sector increases FDI by 0.0571%. Using the Indian household
survey, Milner and Rudra (2016) concluded that unregistered workers support policies that try to attract FDI, as FDI provides higher wages and more continuous
job opportunities and labor mobility. Zulfiqar (2016) analyzed the interaction between globalization and FDI in the countries of the middle-income level and below for the period of 1990-2014 and observed negative relationship between FDI
to host country and informal employment. According to the study, this is due to
the fact that FDI increases the production and the demand for the labor force.

DATA AND METHODOLOGY
This study examines the interaction between FDI, informal economy and informal employment for Turkey covering the period of 1988-2015. The model used
in the study is shown in equation 1.


(1)

In equation 1, FDI represent foreign direct investment (2010 constant USD),
IE refers to informal economy (%of GDP), and IEMP shows informal employment (% of total employment). Annual FDI data was derived from World Development Indicators, IE and IEMP data are derived from Turkish Statistics Institution and Akca (2018) respectively.

DF-GLS Test
DF-GLS unit root test developed by Elliot et al. (1996) can provide effective results for small samples. In this test, Dickey-Fuller test statistic is modified using
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generalized least squares method. The constant and constant + trend models in
the DF-GLS test are shown in equations 2 and 3, respectively.
k

∆lnIEdt-i +et

∆lnIEdt =δ0 +ϑlnIEdt-1 +φi
i=1

(2)

(2

(3)

(

k

∆lnIEdt-i +εt

∆lnIEdt =δ0 +δ1 trend+ϑlnIEdt-1 +φi
i=1

In the DF-GLS test, the null hypothesis of unit root (H0:
the alternative hypothesis of stationary (H1:
).



) is tested against

Bootstrap ARDL Method
Pesaran et al. (2001) developed the autoregressive distributed lag (ARDL) approach that allows to examine the cointegration relationships between variables
with different order of integration. This approach has been widely used in numerous studies. The unrestricted error correction model in which the cointegration
relationship is tested in the ARDL approach is shown in equation 4.



(4)

In the equation, ∆ is the difference operator, β0 refers to the constant term, β1-4
and γ1-3 denote coefficients, Dt,j is the dummy variable, FDI is the dependent,
IE and IEMP are the independent variables, and ut represents error term. If the
null hypothesis (H0: ) is rejected, the F statistic is higher than the Pesaran et al.
(2001)’s or Narayan (2005)’s table critical values. In this case, there is a cointegration between the variables according to the general F-statistics. Pesaran et al.
(2001) formed table critical values only for general F-statistic and t-statistic. McNown et al. (2018) developed the bootstrap ARDL approach. In this test, the
critical values are gained by bootstrap approach and therefore it has better size
and power characteristics than the traditional ARDL method. Furthermore, although there are two different test statistics in the traditional ARDL method,
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this approach provides an additional Findependent test statistic. The three test statistics presented by the authors are shown below.
• F-test; H0:
• t-dependent test; H0:
• F-independent test; H0:
According to McNown et al. (2018), three test statistics must be greater than the
bootstrap table values for cointegration between the variables. If any of the three
statistics does not meet the condition, it is decided that there is no cointegration

EMPIRICAL RESULTS
First, we tested the stationary properties of the series. The results of the DF-GLS
unit root test are given in table 1.
Table 1: DF-GLS Test
I(0)

I(1)

Models

C

C+T

C

C+T

lnFDI

-0.890(0)

-2.848(0)

-5.347(0)***

-5.712(0)***

lnIE

-0.028(0)

-4.534(0)***

-

-

lnIEMP

0.209(0)

-1.610(0)

-2.224(4)**

-3.398(4)**

Notes: () optimal lag lengths determined by Schwarz information criteria (SIC).
*** and ** indicate significance at 1% and 5% levels respectively.

The results of the unit root test indicate that IE is stationary at level. FDI and
IEMP have unit root. These variables are stationary at I(1). Since the variables
have different order of integration, the bootstrap ARDL approach has been applied. The cointegration results of this approach are shown in Table 2.
Table 2: Results for Bootstrap ARDL Method
ARDL (2,0,0)

Test statistics F-statistics

F-independent

t-dependent

Break date

2001

8.480***

6.787**

-3.102**

Critical values

5%

4.878

5.751

-2.784

1%

7.426

9.630

-3.706

Notes: See the notes for table 1.
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According to findings in Table 2, the cointegration between the FDI, informal
economy and employment is confirmed with three test statistics. The dummy
variable D2001 was included in the analysis as the structural break date. After
determining the long-term interaction between the variables, we estimated short
and long term coefficients based on the ARDL (2,0,0) model. Table 3 indicates
the long-term coefficients and the results of the diagnostic tests.
Table 3: Long Run Coefficients
Variables

Coefficients

t-statistics

Diagnostic
Tests

Test statistics
(p-value)

lnIE

-2.793***

-3.649

Jarque-Bera

0.340 (0.843)

lnIEMP

1.503

0.669

LM

0.822 (0.455)

C

26.543***

4.111

BPG

1.882 (0.142)

D2001

-3.748**

-2.454

Ramsey-Reset

0.011 (0.916)

Note: See the notes for table 1.

According to the coefficients shown in the table, there is no long-run relationship between informal employment and FDI. However, the informal economy
and the 2001 financial crisis adversely affect FDI inflows. A 1% increase in the
informal economy reduces FDI inflows by about 2.8%. The dummy variable of
2001 also shows that FDI was affected negatively in the long run. Moreover, the
findings of the diagnostic tests indicate that the estimates are reliable. After estimating long term coefficients, short term coefficients were estimated by constructing error correction model (ECM) based on ARDL approach.
Table 4: Results for ECM
Variables

Coefficients

t-statistics

∆lnFDIt-1

0.619***

2.878

∆lnIE

-1.735***

-2.910

∆lnIEMP

0.335

0.254

∆C

10.902***

3.582

∆D2001

-2.169***

-4.734

ECTt-1

-0.412***

-3.585

Note: *** shows significance at 1% level.
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As shown in Table 4, the informal economy and financial crisis adversely affect
FDI inflows. Moreover, the coefficient of ECT is negative and statistically significant. This implies that short-run deviations could be eliminated about two years.
Finally, Graph 2 shows the results of Brown et al. (1975)’s CUSUM and CUSUMSQ tests which performed for measure the stability of coefficients. If the CUSUM and CUSUMSQ curves are within 5% confidence intervals, their estimated
coefficients are determined to be stable. Since both curves are within the limits,
it is determined that the coefficients obtained from the ARDL model are stable.
Graph 2: Results for CUSUM and CUSUMSQ Tests
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CONCLUSION
The informal economy reduces tax revenues on the one hand and increases the
scope of illegal activities on the other. The informal economy has economic, social, political, administrative and psychological reasons.
In recent years, the increase in tax evasion activities and the tax penalties paid by
multinational companies has attracted the attention to the relationship between
FDI and the informal economy. In this sense, in this study, the relationship between FDI and informal economy has been empirically analyzed.
According to the results of empirical analysis, the 2001 financial crisis in Turkey has negative impact on FDI The main reason for this effect is the decrease
in the return on investments and the profit during the crisis years. This evidence
is consistent with the results of Caglak and Karaca (2016). Meanwhile, a 1% increase in informal economy decreases FDI inflows by 2.79%. This evidence indicates that FDI seeks to employ high- educated and qualified workers in Turkey
(Yavan, 2006). Also, this result affirms that Turkey is not a tax haven. In fact, in
recent years, corporate tax rates have risen substantially in Turkey. So, in Turkey
146

Theories and Critics in Economics & Management
Samet Evci, Vikas Arya

not the tax issues but macroeconomic factors affect direct investment decisions
(Erdogan, 2017). On the other hand, according to results of the study, informal
employment has no effect on FDI.
According to results, in Turkey, informal economy should be limited significantly.
Second, in line with technological diffusion of FDI, educational expenditure must
be revisited. Educational expenditures can both limit informal economy and increase employment opportunities. Third, given that direct taxes are low in Turkey, tax rates be arranged the to attract higher FDI.
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THE HAWK LOOKING LIKE A
PIGEON: ON THE PASS-THROUGH
EFFECT OF THE EXCHANGE
RATES AND THE MONETARY
POLICY OF THE CENTRAL BANK
IN TURKISH ECONOMY
Gönül YÜCE AKINCI1, Merter AKINCI2
INTRODUCTION
One of the most important results of the globalization process is that the interdependence relations among countries emerge and the economic and financial
changes occurring in one country spread to other countries. The first globalization trend, which emerged as a result of the industrial revolution and the idea
of directing mass production to foreign markets, required stable monetary systems in order to achieve external balance and the gold standard was applied in
the period of 1870-1929. The Bretton Woods system, which was designed as an
adjustable fixed exchange rate mechanism, was put into practice in 1944 in order to repair the monetary system which was dragged into a deadlock due to the
1929 World Great Depression and two world wars. This system, which was applied to stabilize exchange rates and international price fluctuations and to make
the multilateral payment system operational, came to an end in 1973 due to the
high foreign trade deficits of the USA, devaluation of the dollar and speculative
movements. With the abolition of the dependence on the US dollar, the value of
the national currencies against the dollar was determined mostly in the free foreign exchange market and changes in the price levels of the countries appeared
due to the fluctuations in the exchange rates.
1
2
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Parallel to the deregulation of the financial system since the 1980s, globalization
flows accelerated and the effects of fluctuations in exchange rates on the price
levels of the countries became more pronounced. This effect, which is known as
“the Pass-Through Effect of Exchange Rates” has brought about the discussions
about what should be the optimal exchange rates depending on the monetary policy implementations. As emphasized by Campa (2002), the understanding that
the pass-through of exchange rate has an internal impact on a country’s inflation
performance has led to an ongoing debate. Nominal exchange rate fluctuations
reveal the effects of the domestic monetary policy regime, which leads to lower
spending flows, and this process may bring about a limited pass-through effect
due to lower import prices. Therefore, appropriate monetary policy practices that
can effectively combat real shocks may emerge. On the other hand, if the passthrough effect of exchange rates on the relative monetary stability of a country
constitutes an internal cycle, it can be said that the effectiveness of monetary policy will decrease, become fragile and will be sensitive to regime changes. In this
context, the pass-through effect can occur with an asymmetric or non-linear pattern. Asymmetric pattern can occur when prices are downwardly and quantities
are upwardly rigid. Peltzman (2000) who states that price movements are faster
in the booming periods compared to the contraction periods also indicates that
similar price movements are valid even in the case of foreign trade. The depreciation of the national currency against foreign currencies makes exporters profitable in terms of price competition and the amount of exported goods tends to
increase in cases where domestic prices do not change. However, as the full employment level approaches, it is becoming more and more difficult to increase production quantities and this process leads to higher price levels. This mechanism
is a proposition of the Absorption Approach proposed by Alexander (1952). On
the other hand, as emphasized by Taylor (2000), with the help of low inflation
rate, the upward pressure on exchange rates may decrease and the pass-through
effect may remain partial.
As stated by McFarlane (2002), the effect of the increase in exchange rates on
domestic prices is gathered around two scopes: direct and indirect effects. Direct effects, which emphasize an increase in the prices of imported raw materials, intermediate and investment goods and final goods due to the depreciation
of national currency against foreign currencies, mean the increase in production costs because of price increases. The fact that the producers, who endure
higher production costs, reflect these costs to the prices, leads to an increase
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in the general level of prices and a cost-driven pass-through effect. Indirect effects expressing the increase in domestic prices as a result of the depreciation
of national currency against foreign currencies indicate that total demand on
the one hand is shifting from imported goods to import-substitute goods and
on the other hand, export demand is increasing. While the increase in the demand for import-substitute goods leads to the increase in the domestic price
level, the upward trend in exports may increase the demand for labor and hence
the wage level. Considering that increasing wages will trigger the demand for
goods produced both in domestic and foreign markets, it will be inevitable that
the general level of prices will increase. In addition, the relatively shortage of
goods in the domestic market due to increasing exports will be an additional
factor triggering the upward trend of prices.
The increase in the domestic prices due to the depreciation of the national currency causes the central banks to revise their monetary policies, whose general
purpose is to prevent inflationist tendencies in the era of globalization. The upward trend in prices in line with the increase in exchange rates lead the central banks to a tight stance, causing interest rates to rise, and hawk stances become the main motive for the fight against inflation. On the other hand, pigeon
stance, which explains inflation control through the free movement of the markets, either does not prefer active applications in monetary policy or prefers a
more moderate interest rate policy. Therefore, the purpose of this study is to
examine the pass-through effect of exchange rate to domestic price levels using Three Stage Least Squares (3SLS) analysis in the period of 2004: 01-2019:
07 in Turkish economy. In addition, it is tried to determine which monetary
policy stance (hawk or pigeon) is applied if the pass-through effect is valid. In
this context, the answer of the questions of whether the interest rate policy is
run effectively and whether there is a difference between the policy practices
expressed by the monetary policy makers and the actual practices are also investigated. For this purpose, this study consists of five chapters. Following the
second section where the relevant literature summary is presented, the methodological information and data set subject to the analysis are introduced in the
third section. In the fourth section, the findings of the econometric application are given and the study is completed with the fifth and last section, where
a general evaluation is made.
153

THE HAWK LOOKING LIKE A PIGEON: ON THE PASS-THROUGH EFFECT OF
THE EXCHANGE RATES AND THE MONETARY POLICY OF
THE CENTRAL BANK IN TURKISH ECONOMY
Gönül YÜCE AKINCI, Merter AKINCI

LITERATURE REVIEW SUMMARY
One of the main objectives of both developed and developing countries is to conduct monetary and fiscal policies in a coordinated manner and to ensure the general balance of the economy. Price levels, which are one of the main indicators
taken into consideration for achieving the general balance, are among the most
important issues that central banks are particularly careful about. A stable level
of inflation, whose volatile structure is relatively minimized and hence allowing
the future economic expectatitons to become clear, can simultaneously achieve
the internal and external balance targets. Although there are many macro and micro determinants affecting inflation in countries regardless of their development
level, exchange rate volatility is considered as one of the most influential indicators affecting the level of inflation. The effects of exchange rates on inflation
have been shown with the help of numerous econometric analyses and the majority of the analysis findings reflect the validity of the pass-through effect from
exchange rates to domestic price level.
The results of studies done by Feenstra et al. (1996) for 12 developed countries, Garcia and Restrepo (2001) for Chile, Gagnon and Ihrig (2001) and Bailliu and Fujii (2004) for 11 industrialized countries, Campa et al. (2005) for euro
area countries, Ihrig et al. (2006) for G7 countries, Ca’Zorzi et al. (2007) for 12
emerging market countries, Gopinath and Itskhoki (2010) for the USA, Juntilla
ve Korhonen (2012) for 9 OECD countries and Bal et al. (2017) for 19 OECD
countries show the validity of the pass-through effect. The pass-through effect
of exchange rates to domestic price level is also examined in the case of Turkish economy. The findings of the papers done by Gül and Ekinci (2006), Türk
and Çetinkaya (2015), Bayat et al. (2015), Ergin (2015), Alptekin et al. (2016),
Tümtürk (2017), Şentürk and Dücan (2017) and Akdemir and Özçelik (2018)
indicate that the change in exchange rate affects inflation positively.

DATA SET, ECONOMETRIC METHODOLOGY AND MODEL
The main objective of the paper is to investigate the pass-through effect of exchange rate to domestic price levels using 3SLS analysis in the period of 2004:
01-2019: 07 in Turkish economy. Besides, it is tried to determine which monetary policy stance (hawk or pigeon) is applied if the pass-through effect is valid.
Therefore, the questions of whether the interest rate policy is run effectively and
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whether there is a difference between the policy practices expressed by the monetary policy makers and the actual practices are also tried to answer. For this purpose, the US dollar salling prices are used as an indicator of exchange rates and
annual percentage change rates in the consumer price index are used as indicators of inflation rates. Inflation rates are adjusted for seasonal effects by taking
X12 criteria into consideration. Interest rates are expressed as the weighted average interest rate for banks loans. The data set are obtained from Electronic Data
Delivery System of the Central Bank of Turkey.
In general, a system structure refers to a group of equations consisting of unknown parameters. These systematic groups of equations can be estimated using
multivariate techniques that take into account the interdependence relationships
among the equations in the system. Since the system methods include all the information about the model in the estimation process, they produce smaller variance estimates for the parameters compared to the single equation methods and
therefore they are superior to the single equation methods (Tarı, 2011: 327). General form of a system structure can be shown as follow:

	

(1)

In equation (1), y yt and xt are vectors consisting of internal and external variables, respectively, and Ɛt is the vector group with a series correlation relationship. The basic function of the regression equation is based on the estimation of
the parameter vectors shown as Ɛ.

3SLS method, which is one of the solution techniques of simultaneous equation
system, is solved depending on the application of Ordinary Least Squares (OLS)
method in three steps. In order to apply this method, all structural equations
and all variables in the system are needed to be known. As noted by Güriş et al.
(2011), as all structural equations in the system are estimated together, the error
terms of the equations can also be related to each other. In this context, considering that there will be a relationship among error terms of equations, the application of 3SLS method provides more robust results. Because the Two-Stage Least
Squares (2SLS) method does not take into account the covariances among the
residuals of equation systems, it can not provide an effective simultaneous estimation method. Therefore, 3SLS is considered as a simultaneous system method
which allows estimation of all coefficients in the model.
The 3SLS method, which is based on a structural econometric model, can be
demonstrated by the regression equation numbered (2) as stated by Court (1974).
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(2)

In equation (2), y represents the observation vectors consisting of common dependent variables, Z is the diagonal observation matrices consisting of common dependent and predetermined variables, and δ represents the vectors of unknown coefficients. In this equation, Ɛ is the error residuals which consists of
. On the other hand, Ɛ is composed of a unit
matrix, where Σ is equal to the non-negative constant matrix and I is equal to the
number of observations on each variable. When the observation matrices of the
predetermined variables in the model are represented as X, the 3SLS estimator
of δ can be determined by the following steps: (i) The equation numbered (2) is
(ii) Generalized Least Squares (GLS) method is applied
multiplied by
to the degraded system, and (iii) in the degraded equation, S that is the consistent estimator of Σ is substituted for Σ. In this context, δ which is the 3SLS estimator of δ can be represented as follow:

					 (2)
The vectors A and M in equation numbered (2) are obtained by the matrix equation numbered (3):

	

(3)

The equation numbered (4), resulting from simultaneous estimation of equations
numbered (2) and (3), represents the standard 3SLS estimator:

		(4)
In the light of all explanations, the effect of the change in exchange rates on domestic prices and the linkages between interest and inflation rates can be represented with the help of regression equations numbered (5):
Inflation Ratet = b0 + b1 Exchange Ratet
Interest Ratet = a 0 + a 1 Inflation Ratet
Inflation Ratet = j 0 + j 1 Interest Ratet
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For the validity of the pass-through effect from exchange rates to domestic prices,
the coefficient of the β1 parameter must be positive and statistically significant.
In addition, it can be said that a full pass-through effect occurs if the β1 coefficient is greater than 1 and a partial pass-through effect occurs if the β1 coefficient
is less than 1. On the other hand, the regression equation numbered (5), which
also discusses the relationship between inflation and interest rates in the context
of the Generalized Fisher Effect, states that an increase in inflation rates will be
accompanied by an increase in interest rates. In accordance with economic policy, the regression equation numbered (5), which predicts that inflation rates will
fall due to increasing interest rates, also provides information about the Central
Bank’s tight or loose monetary policy implementations. Within the scope of the
explanations, it is expected that the coefficient sign of the α1 parameter will take
positive values and the coefficient sign of the α1 parameter will take negative values in a statistically significant manner.

THE FINDINGS OF THE ECONOMETRIC ANALYSIS
Time series analysis usually begins with classical unit root tests, such as ADF and
PP, to determine whether the variables are stationary. However, in case of structural changes in the series, basic stationarity analyses tend not to reject the unit
root hypothesis. In this case, it is necessary to examine whether there are structural breaks in determining the stationarity of the variables and the analysis introduced by Carrion-i-Silvestri et al. (2009) produces effective results. Therefore,
Table 1 points out the results of Carrion-i-Silvestre unit root test with structural
breaks. The results of the analysis indicate that the test statistics of the variables
in level values are not stationary. However, it is observed that if the first differences of the variables are taken, they are eliminated from the unit root problem,
in other words, they gain the stationary form. In this context, it can be said that
the variables are stationary in terms of structural breaks in first difference level,
in other words the series are I(1).
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Table 1. The Results of Carrion-i-Silvestre Unit Root Test with Structural Breaks
Test for Unit Root in Level
PT

MPT

MZα

MSB

MZt

Date of Breaks

Inflation
Rate

16.442
(8.057)

20.206
(8.057)

-17.661
(-42.259)

0.442
(0.119)

-2.663
(-4.080)

2009:05, 2012:05,
2017:11, 2018:10,
2019:06

Interest Rate

16.054
(9.151)

25.227
(9.151)

-12.713
(-27.861)

0.331
(0.197)

-1.886
(-2.367)

2010:02, 2011:03,
2017:04, 2018:10,
2019:06

Exchange
Rate

10.156
(7.586)

20.009
(7.586)

-15.252
(-43.887)

0.556
(0.288)

-1.223
(-2.873)

2008:08, 2015:09,
2017:01, 2018:09,
2019:05

Coefficient

Test for Unit Root in First Difference
Coefficient

PT

MPT

MZα

MSB

MZt

Date of Breaks

ΔInflation
Rate

1.309***
(5.105)

4.552**
(5.105)

-42.079***
(-18.883)

0.096**
(0.141)

-2.664*
(-2.307)

ΔInterest
Rate

2.926***
(5.468)

4.372*
(5.468)

-38.147***
(-20.067)

0.166**
(0.188)

-2.901*
(-2.771)

ΔExchange
Rate

5.114**
(6.140)

4.983*
(6.140)

-29.686**
(-17.744)

0.129**
(0.147)

-3.667***
(-3.058)

The date of structural
breaks is only reported
in terms of the level
values of the series. The
main reason for this
is the wish to express
the breaking points in
the original state of the
series.

Note: Δ shows to the difference operator. *, ** and *** reflect that the variable is stationary
at 10%, 5% and 1% significance levels, respectively. Values in parentheses represent critical
values generated by 1000 iterations.

Deviating results may occur if structural breaks are not taken into account in cointegration tests as is unit root tests. Therefore, in the study, the cointegration analysis with structural breaks introduced by Maki (2012) is applied. In this context,
Table 2 reflects the results of Maki cointegration analysis with structural breaks.
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Table 2. The Findings of Maki Cointegration Analysis with Structural Breaks
Breaks
Model

At Most One
Break

At Most Two
Breaks

At Most Three
Breaks

At Most Four
Breaks

At Most Five
Breaks

Model 0

-5.963***(5.700)
[2009:05]

-7.986***(5.410)
[2009:05,
2012:05]

-8.227***(5.560)
[2009:05,
2012:05,
2017:11]

-8.356***(5.770)
[2009:05,
2012:05,
2017:11,
2018:10]

-8.502***(-5.950)
[2009:05,
2012:05, 2017:11,
2018:10,
2019:05]

Model 1

-6.334***(5.520)
[2010:02]

-6.487***(5.700)
[2010:02,
2011:03]

-6.514***(5.830)
[2010:02,
2011:03,
2017:04]

-6.889***(6.050)
[2010:02,
2011:03,
2017:04,
2018:10]

-7.111***(-6.190)
[2010:02,
2011:03, 2017:04,
2018:10,
2019:06]

Model 2

-5.988***(5.450)
[2008:08]

-6.226***(5.860)
[2008:08,
2015:09]

-6.556***(6.250)
[2008:08,
2015:09,
2017:01]

-7.115***(6.590)
[2008:08,
2015:09,
2017:01,
2018:09]

-7.348***(-6.910)
[2008:08,
2015:09, 2017:01,
2018:09,
2019:05]

Model 3

-6.783***(6.040)
[2008:08]

-6.887***(6.620)
[2008:08,
2009:05]

-7.229***(7.080)
[2008:08,
2009:05,
2017:04]

-7.773***(7.550)
[2008:08,
2009:05,
2017:04,
2018:10]

-8.119***(-8.001)
[2008:08,
2009:05, 2017:04,
2018:10,
2019:05]

Note: Values in parentheses show the critical values at 1% significance level. These values are
taken from Table 1 in the study done by Maki (2012) and values in square brackets indicate
the date of breaks. *** reflects the existence of a cointegration relationship at 1% significance
level among the variables.

When the results presented in Table 2 are examined, it is observed that the test
statistical values calculated for the four different models are smaller (they are bigger in absolute terms) than the various critical values. This finding reflects that
there is a cointegration relationship among the variables, in other words, the existence of a long-term linkage can be noted.
Since there is a cointegration linage among the variables Granger causality analysis can be applied to determine the causal relationships among the variables and
the results of the analysis are presented in Table 3.
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Table 3. The Results of Granger Causality Analysis
Variable
Pairs

Direction of
Causality

F-Stat
(Prob)

ECt-1
(Prob)

Optimum Lag Length of the Model: 2
ΔExchange Rate-ΔInflation
ΔInflation-ΔExchange Rate

→
→

6.193*** (0.000)
3.906** (0.021)

-0.711*** (0.001)
-0.523*** (0.003)

Optimum Lag Length of the Model: 1
ΔExchange Rate-ΔInterest
ΔInterest-ΔExchange Rate

→
→

5.556*** (0.004)
2.884** (0.036)

-0.276*** (0.003)
-0.440** (0.024)

Optimum Lag Length of the Model: 2
ΔInflation-ΔInterest
ΔInterest-ΔInflation

→
-

3.114*** (0.007)
1.447 (0.159)

-0.258** (0.029)
-0.113 (0.775)

Note: The selection of the optimum lag length of the model is based on the Schwarz Information
Criteria and a maximum of 12 lag lengths is taken into consideration. Because of the existence of
a long-term relationship in the cointegration test, the error correction mechanism is included in
the models and named as ECt-1. Δ shows to the difference operator. ** and *** reflect the existence of
a causal relationship at 5% and 1% significance level between the variables, respectively.

The findings of the causality analysis shown in Table 3 point out that a bi-directional causality relationship between exchange rate and inflation is valid. This result shows that a change in exchange rate may be reflected on the domestic price
level and there may be a pressure on exchange rate due to rising inflation rate. On
the other hand, the findings of the analysis showing that a change in exchange
rate may have a causal effect on interest rate reflect that a change in interest rate
may affect exchange rate, also. In this context, it is possible to say that there is a
bi-directional causal linkage between exchange rate and interest rate. Moreover,
the fact that there is a uni-directional causality relationship from inflation rate
to interest rate, which is consistent with economic theory, reveals that the Generalized Fisher Hypothesis may be valid. In addition, it is found that there was
no causal relationship from interest rate to inflation rate. This result can be interpreted as the interest rate mechanism cannot be applied effectively to restrain
the chronic inflation rate in Turkey. The fact that the coefficients of error correction mechanisms are negative and statistically significant shows that the variables
can converge to their equilibrium values and that the imbalances that can arise
in the short term can be eliminated in the long term.
In the last stage of the study, in order to estimate the pass-through effect of exchange
rate to domestic price level and to determine which monetary policy stance (hawk
stance or pigeon stance) is adopted by the Central Bank of Turkey, 3SLS analysis is
applied. The findings of the simultaneous equation system are presented in Table 4.
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The findings of the simultaneous equation system presented in Table 4 show
that the changes in exchange rates directly affect the domestic price level both in
the main period and the sub-periods, in other words, the results point out the
existence of the pass-through effect of exchange rate on inflation rate. This result is obtained because the coefficients of β1 parameter are statistically significant. In addition, it is possible to say that a full pass-through is valid in the main
period and sub-period of 2017: 01-2019: 07, whereas a partial pass-through effect is valid in the 2004: 01-2008: 08 and 2009: 05-2015: 09 sub-periods. On
the other hand, the results of the analysis show that interest rate has increased in
line with the increase in inflation rate due to the pass-through effect of exchange
rate in the main period and the sub-periods. This result is obtained because the
coefficients of α1 parameter are statistically significant. In this context, it is possible to say that the rising inflation rate is accompanied by an increase in interest rate. In particular, it can be said that the Central Bank whose main objective
is to ensure price stability is trying to actively apply the interest rate mechanism
as a solution to rising inflation rate. This result is an indication that the Generalized Fisher Effect is valid for the relevant period. On the other hand, although
it is said by the monetary policy makers that the monetary policy has been tightened, it is not possible to assert that the Central Bank, which operates the interest mechanism effectively, is very successful in decreasing the rising inflation rate.
This result is obtained because the coefficients of φ1 parameter are statistically
insignificant. In this context, it is correct to note that the Central Bank, which
states that a strict (hawk) monetary policy has implemented in the fight against
the chronic inflation rate, could not implement a monetary policy tight enough
to provide price stability, in other words, the monetary policy stance remaines
as a pigeon stance. In general, it would not be wrong to assert that the Central
Bank, which does not have a suffiently tight monetary policy stance as it is said,
should follow the fluctuations in the exchange rate and the upward pressures in
inflation rate more carefully and display the hawk monetary policy stance independently and this policy must coincide with the expectations of the markets.

CONCLUSION
The main aim of this work is to investigate the pass-through effect of exchange
rate on the domestic price level using simultaneous equation systems for the period of 2004:01-2019:07 in Turkish economy and to determine which monetary
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policy stance (hawk stance or pigeon stance) is applied in case the pass-through
effect is valid.
Following the analyses of stationary, cointegration and causality which are necessary for the robust results, 3SLS model is applied to measure the magnitude
of the relationships among the variables. The results of the simultaneous equation system reflect that the changes in exchange rate have a direct effect on
the domestic price level, in other words, the existence of the pass-through effect is observed. On the other hand, the findings of the analysis show that interest rate has increased in line with the increase in inflation rate due to the
pass-through effect of exchange rate. In addition, the Central Bank, which frequently states that it implements a tight stance on monetary policy, could not
use the interest rate mechanism effectively in order to suppress the rising inflation rate and the increasing interest rate fails to decrease inflation rate. Therefore, the Central Bank, which states that it would adhere to hawk policies in
the context of the implementation of monetary policy in order to reduce inflation rate, could not reach the desired result and the monetary policies could
not go beyond pigeon stance.
The fact that the changes in exchange rates directly affect the inflation rate makes
it compulsory for the Central Bank to implement effective monetary policies that
can minimize the fluctuations in exchange rates and the negative pressure of these
fluctuations on the economy. In this context, monetary policy practices that can
limit both speculative foreign currency inflows to domestic markets and sudden
and large amounts of foreign currency outflows from the country may pave the
way for the exchange rate volatility to remain low and therefore the pass-through
effect of exchange rate to inflation can be partial. In such an economic environment, it can be said that the Tobin tax implementation and similar practices may
also be beneficial. On the other hand, the Central Bank, whose main purpose
is to stabilize the domestic price level, resorts to hawk monetary policy stand in
order to suppress the rising inflation rates has caused interest rates to rise as expected in Turkish economy. However, despite the tight monetary policy stance,
rising interest rate has failed to supress inflation rate. In this context, it can be
said that hawk stance, which is stated to be implemented by the Central Bank,
is not sufficient to ensure price stability and therefore the dominance of pigeon
stance can be noted within scope of monetary policies.
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Central banks, which fail to achieve their ful independence level, can give direction to monetary policies with the advice of the political power and this process
may cause monetary policy practices to fail to meet domestic market requirements. The implementation of monetary policies in the context of supporting
the fiscal policies operated by the governments is considered as the cornerstones
for achieving the basic macroeconomic objectives. It is crucial that central banks,
which are completely isolated from political pressures, determine their monetary
policies in a way to fulfill the needs of the markets. In addition, even if central
banks make decisions independently in monetary policy applications, the inadequacy of monitoring of market signals and therefore the failure to implement
effective policy practices will mean that the interest rate mechanism cannot be
operated optimally to achieve the desired results. In this context, it can be said
that observing the monetary policies implemented in foreign markets and taking
monetary policy decisions independently that can be shaped in line with the expectations of domestic markets will provide the desired basic objectives. Moreover, full confidence in the central banks and their policies is one of the important details in the fight against inflation. In this context, achieving the inflation
rate which is stated to be achieved in line with open inflation targeting system is
essential in order to ensure confidence in monetary policies.
In general, it is possible to say that central banks that have achieved their full independence from political pressures, follow market signals, implement monetary
policies that ensure optimum results in line with these signals, reassure economic
agents with the policies implemented, and succeed in achieving the inflation targets can be successful in achieving price stability.
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12
THE IMPACT OF REAL EFFECTIVE
EXCHANGE RATE ON TURKEY’S
AGRICULTURAL EXPORTS
Yılmaz TOKTAŞ1
INTRODUCTION
The impact of exchange rate on agricultural trade was not mentioned for a long
time in the literature. With his study on problems related to agricultural trade,
Schuh (1974) became the first researcher to have mentioned the impact of exchange rate on agricultural trade. The main idea of this study is that the exchange
rate is an important variable, which have been neglected in prior interpretations
of the agricultural development and trade-related problems of the U.S. Furthermore, it was discussed that the exchange rate is an essential variable affecting the
rates when new production technologies are adapted.
Kost (1976) analyzed the impacts of depreciation of exporter currency in his study
and concluded that this depreciation in the exporter country caused an increase
in the amount of exports. He suggested that the changes in exchange rate would
rather have a lower impact on agricultural trade and that this impact would be
on prices rather than quantity. Arellano, Fuller, and Malaga (1998) concluded
that exchange rates have an impact on trade and that especially a weakness in
exporter country’s currency would increase export possibilities in the short run.
In their study, Batten and Belongia (1984) could not find a relationship between
changes in real dollar exchange rate and agricultural imports of the U.S. Buguk,
Işık, Dellal, Allen, and Marketing (2003) found out that the exchange rate and
its volatility did not have an impact on dried figs, grapes and tobacco export of
Turkey in general. Babula, Ruppel, and Bessler (1995) concluded that changes in
real dollar exchange rate do not affect corn exports of the U.S. In the study on
1
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Turkey, Fidan (2006) could not find a causality between real effective exchange
rate and imports-exports.
Shane, Roe, and Somwaru (2008) revealed that the appreciation of real tradeweighted exchange rate causes a decrease in total agricultural exports, that is, the
appreciation of exchange rate has a negative impact on exports. Nazlıoğlu and
Erdem (2010) concluded that the depreciation of Turkish Lira causes a decrease
in Turkey’s agricultural exports in three cases. Turkey’s agricultural exports is positively correlated with the depreciation of Turkish Lira in 9 cases. Gündüz (2010)
found out that Turkey’s exchange rate has a clear impact on dried apricots exports
and that 20% of total changes in dried apricots exports are related to changes
in exchange rate. Erdal, Erdal, and Esengün (2012) suggested, in their study on
Turkey, the appreciation of exchange rates increases agricultural exports whereas
it causes a decrease in agricultural imports. They also mentioned that Turkey’s
agricultural imports and exports are heavily influenced by real effective exchange
rates. Erşan (2012) concluded that fluctuations in real exchange rate have a bigger impact on Turkey’s exports than its agricultural imports and that this impact
is negative for both. Yanıkkaya, Kaya, and Kocturk (2013) found out that Turkey’s agricultural exports are not prominently influenced by exchange-rate volatility whereas real exchange rate has a statistically significant effect. Moreover, dried
grapes and tobacco exports are very sensitive to real exchange rates in all regions
and the depreciation of Turkish Lira causes an increase in exports. All the agricultural exported goods to the EU are sensitive to the changes in Turkish Lira. In
their study, Bahmani-Oskooee, Harvey, and Hegerty (2013) demonstrated that
agricultural products are especially sensitive to exchange-rate volatility. Sheldon,
Mishra, Pick, and Thompson (2013) showed, in their study, that the bilateral
trade of the U.S. is negatively influenced by medium and long-term uncertainty
in the real exchange rate in terms of fresh fruits trade.
Erdem, Nazlıoğlu, and Erdem (2010) concluded, according to empirical findings of
the study, that the exchange rate has a lower correlation with trading volume than
exchange-rate volatility. Moreover, these researches confirmed that exchange-rate
volatility is correlated with trading volumes in the smaller scale in terms of both
imports and exports while this correlation is stronger for imports than exports.
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TURKEY’S AGRICULTURAL EXPORTS
Due to abrupt depreciation of Turkish Lira against Dollar and Euro in recent
years, the idea was developed suggesting that trade would be conducted in currencies of countries subject to trade. When analyzed, Table 1 and Figure 1 reveal that Russian and Iraq makes up 25% of the total agricultural trade in Turkey’s agricultural exports destinations. The most concrete form of trade in local
currencies took shape in trade with Russia. Russia also supports the idea of trade
in local currencies and develops strategies with Turkey in order not to conduct
business with Turkey in Dollar currency. When countries to which Turkey exports agricultural products are analyzed, the U.s. and two EU members, Germany and Italy rank in the top 5 as well as Russia and Iraq being important exports destinations in global terms.
Figure 1. Turkey’s Agricultural Exports Destinations in 2018

Source: Calculated according to TÜİK (Turkish Statistical Institute) data for this study
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Table 1. The Share of Top 10 Countries in Turkey’s Total Agricultural Exports in 2018 (%)
Country

The Share in Total Agricultural Exports

Russian Federation

13%

Iraq

12%

Germany

9%

Italy

8%

The U.S.

5%

Romania

3%

Saudi Arabia

3%

The Ukraine

3%

The Netherlands

2%

Poland

2%

Total Share of Top 10 Countries

61%

Source: Calculated according to TÜİK (Turkish Statistical Institute) data for this study

According to data shown in Table 1, the total of Turkey’s agricultural exports to
Russia, Iraq, Germany, Italy, the U.S., Romania, Saudi Arabia, the Ukraine, the
Netherlands, and Poland makes up of approximately 61% of Turkey’s total agricultural exports as of 2018.
Table 2. Turkey’s vegetable, garden and cultivated plants exports in 2018
Country

The Share in Total Vegetable, Garden
and Cultivated Plants Exports

Romania

13%

Russian Federation

11%

Germany

9%

Bulgaria

6%

The Netherlands

6%

The Ukraine

5%

Iraq

5%

Belarus

4%

Total Share of Top 10 Countries

59%

Source: Calculated according to TÜİK (Turkish Statistical Institute) data for this study
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As of 2018, Romania ranks the first in Turkey’s vegetable, garden and cultivated
plants exports. The share of top 10 countries in Turkey’s total vegetable, garden
and cultivated plants exports is approximately 59%.
Table 3. The share of top 10 countries in Turkey’s fruits, nuts, beverages and medicinal
plants exports in 2018 (%)
Country

The Share in Turkey’s Total Fruits, Nuts,
Beverages, and Medicinal Plants Exports

Russian Federation

21%

Italy

12%

Germany

11%

Iraq

7%

The Ukraine

4%

Saudi Arabia

3%

France

3%

Poland

3%

Romania

2%

Total Share of Top 10 Countries

66%

Source: Calculated according to TÜİK (Turkish Statistical Institute) data for this study

When data on Turkey’s fruits et al. exports in 2018, Russia ranks the first with
an important share of 21%. Italy and Germany, Turkey’s two important hazelnut
destinations, come right after Russia. The share of these 3 countries is approximately 44%. The total share of top 10 countries is 66% according to 2018 data.
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Table 4. The share of top 10 countries in Turkey’s total grain and non-classified herbal
products exports in 2018 (%)
Country

The Share in Turkey’s Total Grain and
Non-Classified Herbal Products Exports

The U.S.

14%

Iraq

8%

Belgium

7%

Germany

5%

India

5%

Italy

4%

Russian Federation

3%

Indonesia

3%

Sudan

3%

Total Share of Top 10 Countries

55%

Source: Calculated according to TÜİK (Turkish Statistical Institute) data for
this study
According to data shown in Table 4, the U.S. ranks the first with a 14% share.
When compared with prior classifications, this is the classification where Russia has the lowest agricultural exports share even though it ranks in the top 10.

MODEL AND DATA
In this study, the following model was used in order to analyze the relationship
between Turkey’s agricultural exports and real effective exchange rate:

Monthly data set within the 2010M1-2019M8 period was used in the study.
Here, LNEXP indicates the logarithmic form of Turkey’s agricultural exports series obtained from Turkish Statistical Institute whereas LNREER indicates the
logarithmic form of real effective exchange rate series obtained from Bank for International Settlements and LNIPE indicates the logarithmic form of world industrial production index obtained from world bank database. According to ISIC
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Rev. 3 classification, agriculture, hunting and related service activities data were
used as agricultural exports data. Moreover, adjusted data were used in the study.

METHODOLOGY
The bounds test, analyzing the cointegration relationship between variables without being related to stationary and non-stationary of levels of variables or first differences, was incorporated into the literature by Pesaran, Shin, and Smith (2001).
Analyzing the stationary levels of variables is only necessary to find out whether
variables are stationary at I(2) level. In our study, stationarity levels of variables
were applied to control the condition of not being at I(2) level. After detecting that no variable was at I(2) level, the bounds test was decided to be used for
cointegration relationship among series.
The adapted form of unrestricted error correction model used in the first phase
of the test for the study is as follows:

The optimal lag length of difference-taken series in the model were determined
according to Schwarz information criterion. After determining the optimal lag
length, F test was applied to first-period lag of dependent and independent variables in order to test the existence of cointegration relationship. The adapted
form in order to show whether there is a cointegration relationship between variables is as follows:

In addition to estimating cointegration relationship between variables, the following ARDL model was used for the estimation of long-term coefficients.
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The following error correction model, derived from ARDL, was used in order to
detect short-term relationships between variables.

The
variable is the one-term lag value of error term series derived from
long-term relationship. The coefficient of this variable shows how much of the
disequilibrium in short term would be fixed in the long term.
Hacker and Hatemi-J (2006) causality test was used in the study for causality
analysis. In Hacker and Hatemi-J (2006) causality test, stationarity and cointegration values of variables are overlooked. Hacker and Hatemi-J (2006) causality
test conducts its causality analysis as a derived procedure of VAR(p+d) similar to
Toda and Yamamoto (1995), as shown below.

Here, p signifies the lag length whereas d indicates maximum integration value.
This model is defined in the following way for a sample of T-size sample.
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VAR(p+d) model(v̂), as the constant term, can be defined as such in the following equation: (Hacker, Hatemi-J, 2006)

In this equation, ⊗ indicates the Kronecker multiplier whereas C indicates p ×
n(1 + n(p + d)) matrix. Granger null hypothesis, testing the non-causality in significance is described as such:

If MWALD statistics is greater than cα * critical value, null hypothesis based on
bootstrap simulation is denied (Hacker, Hatemi-J, 2006).

EMPIRICAL RESULTS
The stability of series was analyzed using Augmented Dickey-Fuller (ADF) and
Phillips-Perron (PP) unit root tests in the first phase of the study. The obtained
test results are as follows:
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Table 5. ADF and PP Unit Root Tests
ADF
Level
LNEXP

1st Diff.

t stats

p values

t stats

p values

-1.390

0.584

-13.489

0.000

-2.353

0.157

-12.412

0.000

-0.687

0.844

-8.435

0.000

Intercept

LNIPE
LNREER

PP
Level
LNEXP

1st Diff.

t stats

p values

t stats

p values

-2.450

0.130

-13.401

0.000

LNIPE

-2.280

0.180

-12.322

0.000

LNREER

-0.785

0.819

-8.038

0.000

Level

Intercept and Trend

t stats

1st Diff.
p values

t stats

p values

LNEXP

-0.799

0.961

-13.859

0.000

LNIPE

-3.385

0.058

-12.605

0.000

LNREER

-3.161

0.097

-8.414

0.000

PP
Level
LNEXP

1st Diff.

t stats

p values

t stats

p values

-2.372

0.391

-13.546

0.000

LNIPE

-3.420

0.053

-12.508

0.000

LNREER

-2.668

0.251

-7.988

0.000

As shown in Table 5, no variable is stationary at the second level. In the next
phase of the study, the maximum lag length was measured to be 12, whereas
the optimal Autoregressive Distributed Lags (ARDL) model was obtained using
Schwarz information criterion.
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Table 6. ARDL (2, 0, 0) model estimation results and bounds test results
Variable

Coefficient

Std. Error

t-Statistic

Prob.*

LNEXP_SA(-1)

0.141710

0.095037

1.491107

0.1388

LNEXP_SA(-2)

0.271271

0.094390

2.873927

0.0049

LNREER

0.255889

0.144485

1.771041

0.0794

LNIPE_D11

1.810766

1.111386

1.629287

0.1062

C

-1.779326

5.120273

-0.347506

0.7289

@TREND

-0.000925

0.001015

-0.911559

0.3640

Diagnostic Tests
Serial Correlation (Breush-Godfery): F=2.29 (P=0.09)
Model specification (Ramsey-RESET): F= 1.41 (P= 0.23)
Normality (Jarque-Bera): JB=6.84 (P=0.03)
Heteroscedasticity (Breush-Pagan-Godfrey): F=0.86 (P=0.50)
Bounds Test Results
Test Statistic
F-statistic
k

Null Hypothesis: No levels relationship
Value

Signif.

I(0)

I(1)

7.915801

10%

4.19

5.06

2

5%

4.87

5.85

2.5%

5.79

6.59

1%

6.34

7.52

Breusch-Godfrey serial autocorrelation and Breush-Pagan-Godfery heteroscedasticity tests values demonstrates that there is not a serial correlation problems and
heteroscedasticity in the model. Ramsey Reset value analyzes whether there are
overlooked variables in the model. When analyzed, this value reveals that there
is not any overlooked variable in the study. Bounds test results are used in order to analyze whether there is a long-term relationship between variables in the
ARDL model. When bounds test F-Statistic value, measured to be are compared
with critical values, null hypothesis is rejected as it is above the upper value at
1%, 5%, and 10% significance levels. According to this result, there is a cointegration relationship among series. This shows us that there is a long-term relationship among variables.
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Table 7. Long-term estimation results
Variable

Coefficient

Std. Error

t-Statistic

Prob.

LNREER

0.435913

0.223683

1.948796

0.0539

LNIPE

3.084679

1.775192

1.737659

0.0851

Results shown in Table 7, reveal that the LNREER and LNIPE statistics are statistically significant for the analyzed period in Turkey at 10% significance level
and that the coefficients of variables are positive. This means that increases in
LNREER and LNIPE have a positive impact on Turkey’s agricultural exports.
Table 8. Short-term estimation results
Variable

Coefficient

Std. Error

t-Statistic

Prob.

C

-1.779326

0.364655

-4.879485

0.0000

@TREND

-0.000925

0.000276

-3.354545

0.0011

D(LNEXP(-1))

-0.271271

0.093438

-2.903204

0.0045

CointEq(-1)

-0.587019

0.119360

-4.918045

0.0000

Short-term regression results of the error correction model can be seen in Table
8. and error correction model coefficient is found to be
-0.59. The fact
that the coefficient of error term is negative and statistically significant shows that
the error correction mechanism is properly functioning. In this case, deviations
in the short terms would be fixed after a 1/0.59=1.69 period and would become
balanced in the long term.
Figure 2. CUSUM and CUSUMSQ Test Results
40

1.2

30

1.0

20

0.8

10
0.6

0
0.4

-10

0.2

-20

0.0

-30
-40
2010 2011

2012

2013

2014

CUSUM

2015

2016

2017

5% Significance

2018

-0.2
2019 2010 2011

2012

2013

2014

2015

CUSUM of Squares

2016

2017

2018

2019

5% Significance

Cusum and Cusumq tests can be seen in Figure 2, w hen analyzed, these figures reveal that there is not any observation exceeding the confidence interval.
180

Theories and Critics in Economics & Management
Samet Evci, Vikas Arya

Therefore, it can be understood that variables are consistent in Turkey for the
analyzed period.
The causality relationship between real effective exchange rate and agricultural
exports in Turkey was analyzed in Table 9.
Table 9. Hacker- Hatemi -J (2010) Causality Test Results
Bootstrap Critical Values
Null Hypothesis

Test Value

%1

%5

%10

Lnreer≠>Lnexp

2.759

9.683

6.201

4.760

Lnexp≠>Lnreer

0.183

9.308

6.290

4.689

According to data shown in Table 9, both the calculated test statistic for the causality relationship from real effective exchange rate to agricultural exports and the
calculated test statistic for the causality relationship from agricultural exports to
real effective exchange rate are lower than critical values. This means that there is
not a bidirectional causality relationship between variables.

CONCLUSION
In this study, the impact of real effective exchange rate on Turkey’s agricultural
exports was analyzed using monthly data for January 2010 – August 2019 period. The relationship between variables in the study was analyzed using ARDL
bounds test and it was concluded that calculated F statistic value were higher than
upper critical value. In this case, a cointegration relationship between variables
was detected. When analyzed, long-term coefficients revealed that the coefficient
for real effective exchange rate was found to be significant and positive at 10%
significance level. It was concluded that the appreciation of exchange rate had a
positive impact on Turkey’s agricultural exports. According to causality test results, a bidirectional causality relationship could not be found between exchange
rate and agricultural exports.
Even though agricultural product market has its own distinct features, policies
carried out by the producer in order to increase their profits becomes more difficult as the supply elasticity for agricultural products is generally low. Moreover,
the condensation of hazelnut exports destinations in certain countries, being
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Turkey’s important agricultural export products weakens Turkey’s position in
pricing. The analysis of agricultural exports reveals the necessity of including agricultural products prices into analyses as a determiner in farmers’ total crop at
the end of production phase.
In terms of analyzed agricultural issues in Turkey, it can be seen that Russia is an
important exports destination. Micro analyses based on products and countries
were not included in the study as aggregate data were used. The analysis of exchange rates on agricultural products exports taking a crucial place in our trade
with Russia will be of the utmost importance in future studies in terms of evaluating foreign trade in local currencies, developed as a common strategy.
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RELATIONSHIP BETWEEN
ECONOMIC VARIABLES AND
INSTITUTIONAL INDICATORS:
AN EMPIRICAL STUDY FOR MENA
COUNTRIES

Nilcan ALBAYRAK1, Mustafa Caner TİMUR2
INTRODUCTION
Today, many studies are being conducted in different disciplines to explain the
determinants of economic growth and development. While some of these studies
try to explain the growth and development performances of the countries with
current data, some of them look at the historical and cultural background of the
countries behind them. Some of the most accepted hypotheses, despite many criticisms, are the ignorance hypothesis, the culture hypothesis, the geography hypothesis and the exploitative / inclusive institutions hypothesis.
Although the popularity of the hypothesis of institutions which underpinned in
this study increased after the 1990s, the debate on the role of institutions as one
of the determinants of economic growth and development goes back to Adam
Smith (1776), the founder of economics. Adam Smith’s economic liberal philosophy that the “invisible hand” will maximize the social benefit in an environment where individual benefit is a priority, and therefore the state or government
should not intervene in the markets, can be interpreted as demonstrating the importance of the role of institutions in economic growth and development. In addition, Friedrich List (1856), another thinker who expresses the importance of
institutions in the development process, states that the productive power of the
1
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countries is not sufficient only to work, morality, saving and individuals being rational, creative and entrepreneurial; it should be supported by elements of institutional structure such as social, political and civil rights. List (1856) states that
individual efforts will not be able to achieve lasting success if these conditions are
not met (Artan and Hayaloğlu, 2014, p.349).
The adequacy of the hypothesis of exploitative-inclusive institutions in explaining
many concepts and the attention of economists on this subject led to this field becoming a major structure under the name of “institutional economics içerisinde
in the science of economics.

INSTITUTIONS AND INSTITUTIONAL ECONOMICS
Mankind is a social creature living in society. Even though he can live alone, living in a society becomes a necessity in order to survive for a longer period of time
and to preserve his mental health. In order to live in peace and smoothly with the
other living things around, it is important for the people who live in a community
to establish a certain order and this established order must have an institutional
structure that can sustain it in a sustainable way (Aktan and Vural, 2005, p.1).
In this context, Douglass North referred to the institutions created by the people as the rules of the game played in society. A change in the institutional structure will determine how societies evolved over time; therefore, he argued that it
was the key to understanding historical change. According to North, institutions
provide a guide for human interaction by reducing uncertainty by making everyday life stable. In this context, as a society, we know how to carry out our duties as individuals from the simplest operations to the most complex processes
through institutions. If the same procedures are to be repeated in another country, we have to act in accordance with the institutional structure of that country
because of the different institutions. In short, institutions define and limit individuals’ choice options (North, 2010, p.10).
Institutions can be in shaped structure or have non-shaped features. Institutions with shaped features are more formal and hierarchical; refers to the crowd
groups that have the authority to impose criminal sanctions and gather around
a particular purpose. on the other hand non-formal institutions are self-evolving, containing natural and informal relationships; do not require written rules;
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sanctions are condemnation, criticism and institutional structures that host behaviors such as leaving alone.
Other basic characteristics of institutions that take many years to form in a society can be listed as follows (Aktan and Vural, 2005, p.8):
• Institutions are long-lasting and constantly in motion.
• Knowledge, learning and experience play an important role in the formation,
emergence, acceptance and dissemination of institutions.
• Institutions are formed as a result of the behaviors and actions of individuals
living in a society.
• Institutions are not always the same in society. Every society has its own different habits, traditions, values and beliefs.
The fact that the concept of institution is so important has led different science
disciplines to concentrate on this subject in time. In economics, the concept of
”Institutional Economics” was first expressed by Walton Hamilton in his article ”
the Institutional Approach to Economic Theory”. However the process of emergence of the concept can be based on further times.
Institutional Economics is a multi interdisciplinary attempting to explain and
understand social, economic, political and cultural institutions such as government, family , markets, law and firms in everyday life is expressed as an initiative (Klein, 1999, p.456; Kherallah and Kirsten, 2001, p.1; Senalp, 2007, p.59;
Kovaci, 2007, p.4).
At a time when the first institutional economics concept, which would later be
called “Old Institutional economics”, was emerged, neo classical economics was
based on rational individual, benefit-profit maximization, abstractionist and deductive assumptions of institutions in the economy. to emphasize its importance.
The approach to institutional economics rejected almost all of these views.On the
other hand, instead of rejecting the whole assumptions of Neo-Classical economics, the new Institutional Economics approach developed a different approach by
incorporating concepts such as institutions, incomplete information, behaviors
and rules into the analysis (Doğan and Kurt, 2016, p.1).
According to the new understanding of institutional economics, institutions are
the main determinant underlying the long-term success of the economy. In other
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words, institutions and technological infrastructure used; it determines the feasibility and profitability of economic activities. On the other hand, institutions;
economic growth and development is assumed to be the key to understanding
the relationship between political structure (North, 2010, p.139-153).

LITERATURE REVIEW
In the literature review, many domestic and foreign studies were coincided. It is
particularly noteworthy that there is no standard “institutionalism” criterion that
the studies accept as criteria and different criteria are evaluated. In a significant
part of the studies, a positive and significant relationship was found between the
economic growth and the institutional degrees of the countries. Some of these
studies are included under the title of literature review.
Knack and Keefer (1995) examined the relationship between institutions and economic development. Using different variables, they find that property rights are
an important determinant of economic growth.
In their study, Asteriou and Price (2001) examined the relationship between political instability and economic growth for the United Kingdom with data from
1961 to 1997. The indicator of political instability, which represents the institutional structure, consists of six sub-variables: terror, election, coup, regime and
two puppet variables dedicated to the Gulf and Falkland wars. According to the
outcomes, there is a strong negative connection between political instability and
economic development. As political instability increases, economic growth is also
adversely affected.
Vijayaraghavan and Ward (2001) conducted analyzes for 43 countries with their
data on the institutional structure and economic growth covering the years 19751990. The study uses four measures of institutional infrastructure: security of property rights, governance, the size of the state and political freedom. The average
of three different indicators was used as the governance criterion. These indicators are corruption, rule of law and bureaucratic quality. The average of two simple indicators was calculated as the security measure of property rights. These are
risk of rejection of contracts and expropriation risk. The political freedom variable was calculated by taking the simple average of the indicators of civil liberties
and political rights. The last variable is the share of public expenditures in total
expenditures in order to measure the size of the state. According to the results,
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security of property rights and the size of the state are the most important institutional indicators explaining economic growth.
Artan and Hayaloğlu (2014) institutional structures for Turkey’s economic performance studies and tested the relationship. For this purpose, they used the average of the Freedom House’s political rights and civil liberties indices covering
the years 1972-2009 as indicators of the institutional structure. In this study, it
is seen that political freedoms are an important reason for the long term increase
in economic growth.
Ulubaşoğlu and Doucpuliagos (2004) examined the relationship between institutions and economic performance with their data covering the years 1990-1999
in 119 countries. They have established models for econometric analysis using
two variables, one for political freedoms and one for economic freedoms, for institutional quality. They found a positive effect of political freedom on human
capital, physical capacity and total factor productivity. In addition, it has been
observed that political and economic freedoms have a positive effect on growth.
Gökalp and Baldemir (2006) used the variables as freedom of expression , accountability, political stability, government effectiveness, quality of regulation, rule
of law and prevention of corruption as indicators of institutionalization in their
studies. Working primarily in the institutional structure and Panel Data Technique
in order to determine the relationship of economic growth with similar features
Cluster Analysis conducted after the detection of clusters of countries forming
groups of countries, Turkey has implemented. As a result of the tests performed
in the study; There is no clear evidence that it positively affects economic growth.
In his study, Yıldırım (2010) stated the institutions with economic freedoms and
political and civil rights indices. Using these indices, he created 3 different models
and according to his results, the higher the technology of a country, the higher
the effect of institutional factors.

DATA SET, METHODOLOGY, AND EMPIRICAL RESULTS
Panel data variables of 13 MENA countries to be used in the article were obtained from the World Bank’s World Development Indicators database as of 19992017. The 13 MENA countries subject to the study are Iran, Iraq, Jordan, Morocco, Qatar, Kuwait, Oman, Yemen, Egypt, Bahrain, Tunisia, Algeria and Saudi
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Arabia. The similarities of the characteristics of the countries and the continuity of the data were taken into consideration in the selection of these countries.
The institutional indicators of 13 MENA countries to be used in the article were
taken from the Worldwide Governance Indicators database, which has been published yearly since 1998. These index are examined in six different categories: the
rule of law, quality of regulatory agencies, control of corruption, accountability,
government effectiveness and political stability. Definitions and abbreviations for
variables are shown in Table 1 below.
Table 1: Definition of Variables

Institutionalization
Indicators

Economic Indicators

Variables

Acronym

Source

Institutionalization Index

CII

Calculated by
authors.

Rule of Law

ROL

Control of Corruption

COC

Accountability

ACC

Government Effectiveness

GOEF

Regulatory Quality

RQU

Political Stability

POST

Gross Domestic Product

GSYH

Unemployment

Unemp

Consumer Price Index

TUFE

World Bank

Cross-sectional independence test of the series constituting the panel to be used
in the analysis is important. Cross-sectional dependence is defined as the reflection of a shock to one of the countries with cross-sectional units to other countries. In order to investigate the existence of cross-sectional dependence, Breusch
and Pagan (1980) and Pesaran (2004) and Pesaran et al. (2008).
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1.3204 (0.9067)

-2.7423 (0.0031)

1.7393 (0.9590)

-3.8610 (0.0001)

-0.4827 (0.3146)

-0.4678 (0.3200)

0.0529 (0.5211)

-1.0817 (0.1397)

-0.2054 (0.4186)

-2.5690 (0.0051)

0.1560 (0.5620)

-1.2086
(0.1134)

-1.9621
(0.0249)

-1.7359
(0.0413)

-0.4178
(0.3380)

-0.1362
(0.4458)

-0.7114
(0.2384)

-2.0615
(0.0196)

5.0603 (1.000)

-2.4290
(0.0076)

Rule of Law

Control of Corruption

Accountability

Government Effectivness

Regulatory Quality

Political Stability

Gross Domestic Product

Unemployment

Consumer Price Index

CGI

1.2006 (0.8850)
-1.3710 (0.0852)

-1.4512
(0.0734)

-1.4177 (0.0781)

-2.4456
(0.0072)
3.1037 (0.9990)

0.4472 (0.6726)

-0.8572 (0.1957)

-1.1302 (0.1292)

-2.2673 (0.0117)

2.7646 (0.9972)

-1.7672 (0.0386)

1.4176 (0.9218)

Constant and
Trend

0.0623 (0.5249)

0.2306 (0.5912)

-1.5410
(0.0616)

-0.6984 (0.2425

-1.3324
(0.0914)

-0.8927
(0.1860)

0.1450 (0.5577)

Constant

Im, Pesaran ve Shin W -Statistics

Indicators in parentheses represent probability values.

Constant and
Trend

Levin, Lin & Chu t

Constant

Variables

Table 2: First Generation Unit Root Tests

0.8266 (0.2042)

1.0569 (0.1453)

2.2317 (0.0128)

1.0536 (0.1460)

-0.2774
(0.6093)
2.4709 (0.0067)

2.0957 (0.0181)

1.4966 (0.0672)

5..0721 (0.000)

5.6874 (0.000)

2.9942 (0.0014)

4.8660 (0.000)

2.4501 (0.0071)

2.3231 (0.0101)

1.1605 (0.1229)

4.8334 (0.000)

7.6589 (0.000)

1.5152 (0.0649)

6.4229 (0.000)

1.6792 (0.0466)

Constant and
Trend

Hadri Z-Statistics
Constant
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The test results show that there is a cross-section dependence in all series. These
findings show that, it is considered appropriate to utilize the second generation
methods considering cross-sectional dependence.
Stationarity of the series to be used in the analyzes was investigated with Pesaran
(2007), one of the second generation unit root tests. The unit root test results
shown in Table 3 showed that the series were not stationary in the levels and they
were stationary in the first differences. In addition, the predicted composite Institutionalization index was found to be stable at the level.
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-0.275 (0.392)

1.011 (0.844)

-0.977 (0.164)

-0.535 (0.296)

-0.862 (0.194)

-0.417 (0.338)

0.670 (0.749)

0.919 (0.821)

4.841 (1.000)

-8.361 (0.000)

-0.313 (0.377)

-0.203 (0.419)

-0.432 (0.333)

-0.259 (0.398)

-1.159 (0.123)

-1.792 (0.037)

2.214 (0.987)

-0.124 (0.451)

3.783 (1.000)

-9.674 (0.000)

Rule of Law

Control of Corruption

Accountability

Government Effectivness

Regulatory Quality

Political Stability

Gross Domestic Product

Unemployment

Consumer Price Index

CGI

-4.974 (0.000)

3.055 (0.999)

-1.354 (0.088)

-0.028 (0.489)

-1.498 (0.067)

-0.880 (0.189)

-0.098 (0.461)

-0.571 (0.284)

0.181 (0.572)

-0.030 (0.512)

Constant

-4.217 (0.000)

3.753 (1.000)

0.445 (0.672)

-0.096 (0.462)

1.347 (0.911)

-1.114 (0.133)

-1.213 (0.113)

-0.828 (0.204)

0.520 (0.699)

-0.219 (0.413)

Constant and
Trend

1 Lags

Indicators in parentheses represent probability values.

Constant and
Trend

Constant

0 Lags

Table 3: Second Generation Pesaran (2007) Unit Root Tests

-2.304 (0.011)

2.363 (0.991)

-1.165 (0.122)

0.274 (0.608)

0.418 (0.662)

1.213 (0.887)

3.144 (0.999)

2.767 (0.997)

0.532 (0.703)

-0.264 (0.396)

Constant

-1.358 (0.087)

3.841 (1.000)

0.469 (0.681)

-2.164 (0.015)

3.476 (1.000)

1.646 (0.950)

2.422 (0.992)

3.321 (1.000)

1.071 (0.858)

1.368 (0.914)

Constant and
Trend

2 Lags
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Confirmatory Factor Analysis (CFA) is considered to be a general modeling approach designed to test hypotheses about a factor structure, when the number
and interpretation of factors in indicators are given in advance. Therefore, in
CFA, theory comes first, then the model is derived and the last model is tested
for consistency with the observed data (Raykov and Marcoulides, 2006:117, Albayrak, 2018).
In CFA, the entire structure of the model, including the model structure, the
number of factors, and the relationships between these factors and observed variables is predetermined. The researcher determines which variable is associated
with which factor. An advantage of this approach is that it allows known statistical inference to be performed. Standard errors of estimated coefficients can be
obtained and model tests can be performed (Kolenikov, 2009:330).
”m” indicates the number of factors to be determined in advance; unobservable
latent factors ,
observed with variables ,
is indicated
by the number of observations
. In the known practice of CFA, there
will be that contain a small number of variables of per factors (sometimes only
one) (Kolenikov, 2009:330). It is assumed that linear relationships are held between factors and observed variables.
,

				
(1)

In equation (1), , the term constant;
refers to regression coefficients or factor loads;
indicates measurement errors or specific errors. Equation (1) can
also be written in matrix form
. The vectors , and show
regression coefficients, latent variables and measurement errors, respectively;
represents the factor load matrix. The elements of the matrix coefficients
represent the ratio of the change in the average of the observed variables by one
unit change in the latent variable.
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Figure 1: Confirmatory Factor Model

Rol:Rule of Law, Coc: Control of Corruption, Acc: Accountability, Goef: Government
Effectivness, Rqu: Regulatory Quality, Post: Political Stability, Govern: Government Values

Before the model was established, as shown in Figure 1, the predictive Institutionalization values (Govern) were obtained by using six Institutionalization indicators
by using confirmatory factor analysis method from the latent variable approaches.
When the goodness of fit criteria of the CFA model reported in Table 4 are evaluated in general, it is seen that the

statistic values of the model are lower

than the table critical values and therefore the null hypothesis indicating that
the model fits well is not rejected. Another goodness of fit indicator is that RMsEA values provide perfect fit below 0.05 and sRMR values provide acceptable
fit below 0.10 for all models; The CFI and TLI values of the compliance indices
based on the model comparison are observed from the table in which all models are above 0.95 as expected. It was found that the CD values, which are the
model determination coefficients, are 0.671, that is, the observed variables have
sufficient explanatory power.
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Table 4: CFA Model Goodnes Criteria Indicators
Model of Goodness Criteria

Compliance Levels
7.50 (0.4838)

RMSEA

0.0000

CFI

1.000

TLI

1.000

SRMR

0.033

CD

0.671

AIC

78883.715

BIC

7949.366

The predicted institutional values were then converted to the composite Institutionalization index (CGI)3. The graph of the composite Institutionalization index of 13 MENA4 countries is as shown in Figure 2. This figure states that the
profiles of countries are similar to each other.
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Figure 2: Composite Government Index Graph
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CGI=Govern/(max(Govern))×100
1: Iran, 2: Iraq, 3: Jordan, 4: Morocco, 5: Qatar, 6: Kuwait, 7: Oman, 8: Yemen, 9: Egypt, 10:
Bahrain, 11: Tunisia, 12: Algeria, 13: Saudi Arabia
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Finally, the interaction of the calculated Institutionalization index with the economic indicators was examined with the ARDL boundary test since of the Institutionalization index was stationary at level and the economic indicators were
stationary at the first difference.

Model I:

Model II:
Model III:
When the ARDL long-term model estimation results presented in Table 5 are analyzed, it is found that there is a long-term statistically significant connection between the Institutionalization index and unemployment, which is negative. According to the long-term coefficient, one unit increase in the Institutionalization
index decreases the unemployment rate by 0.02 units. When short term coefficients are analyzed, it is seen that error correction coefficient is negative and statistically significant as expected.
The results of the Model II showed that there is a long-term and statistically remarkable connection between the consumer price index and the Institutionalization index. Accordingly, one unit increase in the Institutionalization index decreased the consumer price index by 0.41 units in the long term. When the error
correction model results are analyzed, it is seen that there is no relationship between consumer price index and institutional index in the short term.
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Table 5: Results of ARDL Model
Model I
ARDL(3,5)
Variable

Coefficient

Std. Error

Model II
ARDL(5,4)
Coefficient

Model III
ARDL(4,1)

Std. Error Coefficient Std. Error

Long Term Coefficients
CGI

-0.0244***

0.0066

-0.4109***

0.1065

0.1151***

0.0243

Short Term Coefficients
EC(-1)

-1.7634***

0.0215

2.3976***

0.2081

-0.0219***

0.0002

D12010-2017

0.034817

0.0585

-10.2819

43.1234

-0.0768***

0.0012

Constant

24.4130***

3.8987

-124.3037

1298.108

-

-

***: Show that is significant at %1.

Finally, according to the model III estimation results, it is seen that there is a statistically significant connection with GDP in both long and short term. A one-unit
increase in the institutional index is expected to increase the GDP by 0.12 units.

RESULT
In this study evaluating the effect of government values on country performances,
three different ARDL models have been established for 13 MENA countries. In
this study, important macroeconomic indicators such as inflation, unemployment and gross domestic product are considered as dependent variables, it has
been identified that, in three different models, there is positive a long-term connection between the composite Institutionalization index created by the authors
and growth, and there is a long-term negative connection between unemployment and consumer price index, which is statistically significant.
More specifically, this means that as the institutional values of a country increase,
as generally accepted in the economic literature, the economic indicators of the
country will also be positively affected. Therefore, in this study, the concept of
institutional economics is supported in terms of the periods and countries discussed and instead of focusing on short-term problems while developing the development strategies of the countries, it is concluded that a solution to the structural problems should be produced.
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THE DEBATE ON HOARDING
INTERNATIONAL RESERVES:
A COMPARATIVE ANALYSIS
Onur POLAT1
INTRODUCTION
The world economy has witnessed several and deep financial crises since the
1929 great depression driven by imbalances in the financial system. The last and
arguably the most severe crisis among them is the global financial crisis (GFC)
and after a decade, the economy is still vulnerable. Throughout global financialization process, the developing economies have confronted with acute financial
crises, such as the Asian Flu (1997), Russia (1998), Turkey (1994, 2001), Brazil (1999), Argentina (2001) the GFC (2007-2008), the Eurozone crisis. Even
though there is no consensus on the causes behind the financial crises, evidence
shows that countries with large amounts of liquid international reserves are more
resistant to the adverse effects of financial crises.
Despite the debate on the motive behind hoarding international reserves for both
emerging and developed countries persists, the main views focus on precautionary (self-insurance) and mercantilist motives. Along with that, the evidence suggests that countries that stockpile massive amounts of reserves managed to avoid
financial turbulences (Ozyildirim and Yaman, 2005). Besides, according to some
studies, the cost of holding stockpiles of the international reserve is comparatively advantageous over the cost of financial turmoils (Aizenman and Marion,
2003; Obstfeld et al., 2009).
Countries have sought ways to avoid destructive effects of financial crises and
in this respect, they launched holding massive amounts of international reserves
(Steiner, 2013). Evidence proposes that East Asian countries associated with “hot
1
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money” were less vulnerable against exposure to sudden stops during the Asian
Flu (Feldstein, 1999; Aizenman and Lee, 2007; Aizenman, 2008). Nonetheless,
hoarding international reserves is not only limited to the precautionary (self-insurance) motive, it is also linked to mercantilist motive according to another strand
of literature (Calvo et al., 2012; Bonatti and Fracasso, 2013).
In this study, we discuss precautionary and mercantilist motives for hoarding liquid international reserves. In this respect, we visualize the dynamics of international reserves for emerging and advanced countries. Besides, we focus on the debate from the perspective of a rule of thumb, known as, Guidotti–Greenspan rule.
The rest of this chapter is structured as follows: The following section introduces
the precautionary motives for hoarding international reserves. Afterwards, the next
section continues by focusing on the mercantilist motives behind reserves accumulation. Finally, the last section draws some conclusions.

THE PRECAUTIONARY (SELF-INSURANCE) MOTIVES
Frequent and costly financial crises have hit the economic system of both emerging and advanced countries throughout capitalist history. The first global financial crisis took place in the US stock market in 1929 and the contagious effects
of the great depression rapidly spilled across the world. By 1933, the unemployment had surged to 25% the CPI fell by 27%. Following the great depression,
the world economy has confronted with deep and acute financial crises.
Sudden stops, collapse of the financial institutions, surged credit and liquidity risks,
the reversal of capital flights are accompanied by panics during the financial turmoil periods, and accordingly, this entails to high systemic risk that can threaten
the health of the financial system. During these financial turbulences, countries’
financial system becomes more fragile to the high level of systemic risk and correspondingly, they rely on foreign exchange reserves to protect them against adverse
effects of the financial crises. As Feldstein (1999) demonstrates, countries with
high level of reserves are less vulnerable to panics driven by surged systemic risk.
One view states that countries that stockpile liquid international reserves mostly in
the form of reserve currency to protect them against the adverse effects of financial crises. According to this view, precautionary (self-insurance) motives dominate
hoarding international reserves for emerging and advanced economies. A pioneering
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study within this view asserts that the precautionary motive has a dominating influence on holding a certain level of international liquid reserves (Heller, 1966).
Rodrik underlines that “foreign exchange reserves of developing countries had risen
from 6-8% of GDP during the 1970s and the 1980s to nearly 30% of GDP by
2004” (Rodrik, 2006, p. 255). Along similar lines, Aizenman and Lee (2007)
label exposure to the financial crisis to reserve accumulation. The empirical results of the study support the view that precautionary motives mainly dominate
hoarding international reserve.
Figure 1 exhibits the dynamics of international reserves (in UsD, millions) for
advanced and emerging countries in the 1995-2014 period.
Figure 1. Foreign Exchange Reserves for Advanced and Emerging Countries in
1995-2014

Source: IMF, COFER

As seen in Figure 1, total international reserves of emerging countries dramatically surged between 2004 and 2008Q3 and have persisted an increasing trend
since the GFC. Concurrently, total international reserves of advanced countries
have slightly scaled up. As depicted in Figure 1, both emerging and advanced
countries increasingly accumulate international reserves aftermath financial crises, which is in line with the precautionary motives for hoarding foreign reserves.
On the other hand, central banks are the main responsible authorities for holding an optimal level of international reserves. In this context, most central banks
apply a rule of thumb, known as Guidotti-Greenspan rule, which suggests that
countries should hold foreign reserve equals to their short-term liabilities. The
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next figure exhibits short-term debt/total reserve ratios for the selected emerging
countries in 1980 and 2018.
Figure 2. Short-term Debt / Total Reserves for Selected Emerging Countries

Source: World Bank, International Debt Statistics.

As seen in Figure 2, short-term debt/total reserve ratios are above one only for
3 emerging countries, namely Argentina, Brazil, and Mexico in 1980. By 2018,
most of the emerging countries have achieved Guidotti-Greenspan rule by hoarding enough international reserve except for Turkey.
A body of literature derives the optimal level of the international reserve by employing statistical or theoretical models. Most of these studies compute the optimal level of the international reserve labeled precautionary motives, which allow
the central bank to balance the opportunity cost of sudden stop against holding
a certain level of international reserve. some studies among this group employ
stochastic models to compute the optimal level of the international reserve (Frenkel and Jovanovic, 1981; Alfaro and Kanczuk, 2009).
Alternatively, some studies dealt with the problem by theoretical aspect. A precursor study models and identifies the optimal reserve for a borrowing country
under a precautionary motive. The study afterwards tests the optimal level of the
reserve with actual Israeli data. The results of the study explain the demand for
international reserve better than conventional models (Ben-Bassat and Gottlieb,
1992). Along similar lines, Ozyildirim and Yaman (2005) estimate the optimal
level of the international reserve for Turkey by employing Ben-Bassat and Gottlieb (B-G) model in the 1988-2002 period. The authors propose that the actual
levels of the reserves are mostly below the optimal levels. Bar-Ilan and Lederman
(2007) estimate the optimal level of international reserve by solving the 2-period
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optimization model for a forward-looking central bank. Prabheesh (2013) derives
the optimal level of the foreign reserve for India by implementing the B-G model.
According to the author’s calculation, the actual levels of reserves are higher than
the optimal levels. More recently, Pina (2015) specifies a model to estimate the
optimal level of reserve accumulated by a central bank under the assumption that
the central bank smooths inflation and protects itself from large fiscal shocks.

THE MERCANTALIST MOTIVES
Export-led growth strategy has triggered hoarding massive amounts of international reserves and accordingly has driven a sharp rise in the levels of reserves starting from the 1980s particularly for emerging (EM) East Asian countries. Figure
3 presents the dynamics of total international reserves (millions $) for China and
selected emerging East Asian countries (south Korea, Indonesia, Thailand, and
singapore) over the 1980-2018 period.
Figure 3. International Reserves for Selected East Asian Countries and China

Source: IMF

Figure 3 reveals that the liquid international reserves of China skyrocketed between 2002-2013, starting from 272 bn $ in 2002 to 3.8 trillion $ in 2013. simultaneously, liquid international reserves of EM East Asian countries escalated
from 237 bn $ in 2002 to 1 trillion $ in 2013. Concretely, Chinese international
reserves have exceeded EM East Asian countries’ international reserves since 2002.
As Aizenman (2008) reports, China had accumulated around 30% of total international reserves held by the world in 2006 and had 48% reserves/GDP share
just before the GFC. Figure 4 illustrates the dynamics of international reserves
for China and selected EM Asian countries (south Korea, Indonesia, singapore,
and Thailand) in 1980-2018.
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Figure 4. International Reserves/GDP for EM Asia and China in 1980-2018

Source: IMF, World Bank national accounts data

According to Figure 4, international reserves/GDP ratios for both EM Asian countries and China tend to increase in the 1980-2018 period. Concretely, international reserves/GDP ratios sharply surge aftermath the 1997-1998 Asian flu and
the 2008 global financial crisis sharing a common pattern for EM Asian countries and China. starting from 2002, China significantly raised its international
reserves/GDP ratio from 20% through 45-50%, yet this trend reversed back between 2012 and 2018. This takes off for accumulating massive amounts of international reserves coincided with the accession of WTO (Aizenman, 2008) and
built from an export-led growth strategy.
sterilization aftermath financial crises are mentioned by some studies to explain
holding large amounts of international reserves. According to Aizenman (2008),
an important rise in the coefficients of sterilization for the East Asian countries
has taken place shortly after 1997-1998 Asian flu and this trend persists even today. This view is supported by another study, which asserts that sterilization and
accumulating international reserves are strongly connected particularly for EM
East Asian countries (Aizenman and Glick, 2008).
The sharp increase of the international reserves of China starting from the 2000s
is in line with the view, which proposes that export-led growth strategies may
trigger hoarding international reserves. And, according to this view countries
may accumulate reserves to increase their export competitiveness. One of the
earlier study within this group, Dooley et al. (2003) state that export-led growth
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strategies feed hoarding international reserves which entail fostering growth from
the periphery to the center. Obstfeld et al. (2010) demonstrate that the motion
for aiming to increase trade competitiveness complement hoarding international
reserves through mercantilist motives. Jo (2011) analyzes the interaction between
hoarding international reserves and mercantilist motives for Korea. The author
underlines that Korea has stockpiled international reserves relied on increasing
its export competitiveness. Another study investigates the transmissions between
international reserves and real exchange rates for Pakistan by the view of Mercantilist motives. The findings of the study underline that hoarding international
reserves is fed by export-led growth strategies through real exchange rate depreciation channels (Tariq et al., 2014).

CONCLUSION
The world economy has confronted with deep and acute financial crises built
from financialization and globalization. Since the 1929 great depression, the capitalist economic system has been hit by several and painful financial crises. The
last and arguably the most severe one amongst them is the GFC and the economy is still vulnerable after a decate.
Sudden stops and capital flights are accompanied by surged systemic risk in the
financial system during financial crises. Along with that, the evidence suggests
that countries that accumulate massive amounts of international reserves are better able to resist to disastrous effects of financial crises. Hereby, one view links
hoarding liquid international reserves to precautionary (self-insurance) motives.
On the other hand, export-led growth strategies may trigger accumulating international reserves to increase trade competitiveness. In light of this view, countries (particularly the Asian emerging countries) accumulate international reserves
for mercantilist motives.
Dynamics of the international reserve holdings for both emerging and advanced
countries reveal that countries progressively held liquid international reserves in
the 1995-2018 period. Concretely, emerging countries sharply diverge from advanced countries in holding international reserves starting from 2003. Emerging
countries significantly raised international reserves after global financial crises,
which supports precautionary motives for hoarding foreign reserves. Consequently,
emerging countries can balance the opportunity cost of a sudden stop by holding
207

THE DEBATE ON HOARDING INTERNATIONAL RESERVES: A COMPARATIVE ANALYSIS
Onur POLAT

a certain level of international reserves. Comparison of the short-term debt/total reserves ratios in 1980 and 2018 confirms that most of the emerging countries have achieved Guidotti–Greenspan rule by having short-term debt/total reserves ratios less than 1.
Export-led growth strategies through sterilization and real exchange rate depreciation closely connected to hoarding massive amounts of the international reserves.
Remarkably, China dramatically elevated its liquid international reserves in the
2002-2012 period and had 48% reserves/GDP share around the GFC. This takes
off for holding massive amounts of international reserves coincided with China’s
WTO accession and accordingly supports the mercantilist motive for increasing
trade competitiveness. Besides, China and EM Asian countries significantly increased their liquid international reserves just after the Asian flu and the GFC.
The main findings of this chapter support both the precautionary and the mercantilist motives for accumulating international reserves. Emerging and advanced
countries balance the opportunity cost of financial turbulences to avoid the cost
of sudden stops or capital flights. Simultaneously, export-led growth strategies entail holding massive amounts of liquid international reserve particularly for East
Asian emerging countries.
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ESTIMATING OF CRYPTO
CURRENCY PRICE BEHAVIOR
WITH ARTIFICIAL NEURAL
NETWORK AND ARIMA

Bekir KÖROĞLU1
INTRODUCTION
The recent rapid improvement of technology has influenced countries’ financial
systems and monetary markets; it has caused broadening and changes within the
vehicles utilized in these markets. In parallel with this advancement in innovation, the money within the conventional sense has been supplanted by virtual
cash. This advancement expanded to utilize computerized cash and appropriately
expanded the number of money-related teach undertaking intermediation exercises. Brokerage capacities nowadays have come to an impressive measure and
expanded the benefits of monetary teach. This circumstance has made buyers
popularized crypto coins, which have misplaced their rummage around for and
are working without being subordinate to any central specialist and minimizing
their intermediation costs.
Bitcoin, the primary crypto currency to be exchanged, is right now the one with
the most elevated exchange volume. Financial specialists moreover started to acknowledge crypto coins as a speculation instrument and contribute to crypto
coins after the conventional implies of the venture. In this manner, the interaction between these monetary forms has ended up an issue to be considered in
terms of the financial specialist.
Bitcoin price has been amazingly unstable since the initiation of the crypto currency (Dwyer 2015). Due to concerns with theoretical exchanging, in January
2018, Facebook prohibited all advertisements for Bitcoin and other crypto currencies (Robertson 2018). Moreover, specialists predict another money related
1
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emergency in the near future caused by the crypto currency boom (Lam et al.
2018). A major crash of the Bitcoin cost can be activated by a cyber-hack and a
government crackdown, and can take weeks or months to bounce back (Roberts
2017). Ordinarily, speculators foresee future Bitcoin cost based on past patterns.
But it is not simple to anticipate future Bitcoin price with a tall level of exactness.
Given that Bitcoin is getting to be more prevalent, however still unstable and
not well clarified, require exists studies strategies to superior get it its cost variances. Precisely estimating the day by day movements can increment the returns
of day dealers and subsequently make the showcase more productive. Because of
that this study aims to predict Bitcoin daily price with artificial neural network
and ARIMA model.

LITERATURE
Recent fluctuations in Bitcoin have captured the consideration of scholarly analysts. But, previous studies for Bitcoin and other crypto currencies are generally
evaluated together with the block chain system that forms the Bitcoin infrastructure. Because of that Bitcoin related studies are also explained in this section due
to the limited number of price estimation studies.
(Marangoz & Coban, 2018) analyzed cryptocurrency, particularly Bitcoin Etherium, Ripple (XRP), Bitcoin Cash and EOS with Artificial Neural Network
Method and compared prediction results. They found that ANN has better estimation results when series are stable. In other words, if a series has high volatility, ANN performs getting worse.
(Sahin, 2018) estimated Bitcoin closing prices with ARIMA and ANN. He found
the best-fitting model for ANN (6-3-1) and ARIMA (1-1-6)to estimate Bitcoin
prices. As a result of his study, he explores the ANN model has better performance than the ARIMA model.
Yelowitz and Wilson worked on defining characteristics of Bitcoin users by constructing proxies for possible clientele. They concluded that computer programming
enthusiasts and illegal activity drive interest in Bitcoin (Yelowitz & Wilson, 2015).
Mai et al. conducted an empirical analysis of the Bitcoin market using VAR and
VECM models to find out the correlation between value in the Bitcoin market
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and user-generated contents (social media). Their study reveals that social media
is an indicator of future Bitcoin returns by affecting popularity. (Mai, Bai, Shan,
Wang, & Chiang, 2015)
Ciaian et al. analyzed the relation between Bitcoin price and supply-demand fundamentals of Bitcoin by using the VAR estimation approach. Their paper concludes that Bitcoin market fundamentals have a considerable effect on Bitcoin
price. (Ciaian, Rajcaniova, & Kancs, 2015) Moreover, their study reveals that
macro-financial indicators do not drive Bitcoin price, contrary to findings of
Wijk (Van Wijk, 2013).
Baur et al. gave the effort to answer an important and formerly asked question
‘how Bitcoin behaves compared to gold and US dollar’. They conducted a replication study of Dyhrberg (Dyhrberg, 2016) who used GARCH and EGARCH
models to find out similarities between Bitcoin, gold, and dollar. Their study reveals that BTC is very different from gold and fiat currencies in contrary to the
study of Dyhyrberg(2016). Furthermore, the study shows that BTC follows a different volatility process comparing with other assets. (Baur, Dimpfl, & Kuck, 2017)
Ye developed an asset price predictor with TRIZ methods, implying on Bitcoin
example. The conclusion of the study stresses on maintaining accuracy by tuning the model based on the network traffic scale. (Ye & Kartik, Mayıs 2018)
Arora et al. signified that traditional tools are inefficient when they are compared
to modern frameworks. (Arora, Mittal, & Bhatia, 2018)
Salisu et al. conducted a study by predicting the stock prices of G7 countries with
Bitcoin prices. They concluded that Bitcoin is a good predictor of variations in
stock prices of G7 countries. (Isah, Salisu, & Akanni, 2018)
Bagdonas used machine learning on predicting bitcoin price questioning wheatear
cryptocurrency prices can be predicted by the machine learning approach. On
one hand, lack of knowledge resulted in achieving instable predicting power, on
the other hand; the study confirmed the correlation between sentiment changes
and price movements. (Bagdonas, 2018)
Yue-Gang et al. implied a neural networks approach for stock price prediction
and successfully revealed that neural network models can find out considerable
information. (Song, Zhou, & Han, 2018)
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DATA AND METHODOLOGY
The data used in the study process is daily time-series data including Bitcoin closing, opening, high, low prices and market volume for the period of 01-01-201831-12-2018, a total of 366 observations. We obtained data from CoinMarketCap. To estimate the prediction of Bitcoin price, we use the two most popular
methods like ARIMA and Artificial Neural Networks.

ARIMA
The ARIMA model, also known as the Box Jenkins method, assumes that the
dependent variable is explained by its own delayed values and the random error
term. ARIMA consists of four stages: model determination, parameter estimation, model conformity testing and prediction. In the model determination stage,
the time series must be stable in both the mean and the variance. In the parameter estimation stage, it is the stage in which the model is estimated. At the stage
where the model suitability is tested, the suitability of the data set to the model
is tested. In the final stage, the most appropriate model is used for prediction. A
general ARIMA model is as follows (Box and Jenkins, 1976: 89).

Artificial Neural Network
Artificial neural networks are defined as complex systems formed by interconnecting each other with different connection geometries of artificial neural cells,
which are inspired by nerve cells in the human brain. Artificial neural networks,
which can be described as computing processes, can be likened to a black box
that produces outputs against given inputs (Kohonen, 1988). The ANNs are ordinarily composed of three distinct layers as entrance, secret and exit (Figure 1).
Input layer; is the layer from which the inputs from the exterior world come.
This layer contains the number of passages (autonomous factors) of the hub.
Covered up Layer; handle the data gotten from the input layer to the following
layer. Output Layer; preparing the data coming from the covered-up layer and
sending the yield created in understanding with the data coming to the input
layer to the exterior world.
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Figure 1: Artificial Neural Network Layer Depiction

RESULT
ARIMA
Firstly, to use the Arima model, we take the difference of series to make stationary. After that, we execute two approaches for distinguishing (p, g, d), counting
(i) the one which minimizes the residual sum of squares (Rss) within the demonstrate fitting stage, and (ii) the one that minimizes the mean square error. As a
result of the analysis, the best model was found to be ARIMA (0,1,0). Table 1
shows the ARIMA results.
Table 1 ARIMA Results
Variable

Coefficient

std. Error

t-statistic

Prob.

C

0.000903

0.002536

0.356023

0.7220

R-squared

0.000000 Mean dependent var

0.000903

Adjusted R-squared

0.000000 s.D. dependent var

0.048385

s.E. of regression

0.048385 Akaike info criterion

-3.216522

sum squared resid

0.849812 schwarz criterion

-3.205816

Log-likelihood

586.4070 Hannan-Quinn criter.

-3.212267

Durbin-Watson stat

1.892367
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Artificial Neural Networks
We use 70% of the data set for the training set, 15% as test set and 15% as verification set in the analysis of artificial neural networks. The ANN network in
the study consists of 5 input layers, 5 hidden layers, and 1 output layer. The
best-fitting number of layers for the best models is found by trial and error with
retraining the network. Figure 2 exhibits the test result of the network of ANN
models. After the training and validation step, test results are obtained. R-value
indicates the performance of the ANN model. The test step results exhibit that
5-input-5hidden and 1 output layer ANN network performs very well for all
sample. The obtained r value is quite high, which means that the performance
of the model is quite high.
Figure 2: Test Performance of ANN
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4.3 Prediction Results
Date

Actual

ANN Predicton
(Bitcoin)

ARIMA
Prediction(Bitcoin)

Actual

10-Oct-18

6,585.53

6634.594316

6672.741007

225.77

11-Oct-18

6,256.24

6566.598537

6680.893399

189.5

12-Oct-18

6,274.58

6568.510594

6661.380338

196.73

13-Oct-18

6,285.99

6565.215172

6686.748426

199.84

14-Oct-18

6,290.93

6561.263856

6684.869714

195.72

15-Oct-18

6,596.54

6558.593892

6701.381646

209.7

16-Oct-18

6,596.11

6556.567129

6696.819559

210.12

17-Oct-18

6,544.43

6557.580819

6700.564128

207.08

18-Oct-18

6,476.71

6557.990076

6721.300893

203.35

19-Oct-18

6,465.41

6560.882259

6712.548741

203.73

Table: 2 Estimated Price with ANN and ARIMA model
Date

Actual

ANN Prediction
(Bitcoin)

ARIMA
Prediction(Bitcoin)

10-Oct-18

6,585.53

6634.594316

6672.741007

11-Oct-18

6,256.24

6566.598537

6680.893399

12-Oct-18

6,274.58

6568.510594

6661.380338

13-Oct-18

6,285.99

6565.215172

6686.748426

14-Oct-18

6,290.93

6561.263856

6684.869714

15-Oct-18

6,596.54

6558.593892

6701.381646

16-Oct-18

6,596.11

6556.567129

6696.819559

17-Oct-18

6,544.43

6557.580819

6700.564128

18-Oct-18

6,476.71

6557.990076

6721.300893

19-Oct-18

6,465.41

6560.882259

6712.548741

Table 2 exhibits actual prices and calculated prediction prices by ARIMA and Artificial Neural Networks. Overall, prediction prices calculated by ANN (5-5-1)
model has better result compare to ARIMA (0-1-0) model.
219

ESTIMATING OF CRYPTO CURRENCY PRICE BEHAVIOR WITH ARTIFICIAL NEURAL
NETWORK AND ARIMA
Bekir KÖROĞLU

CONCLUSION
Recent fluctuations in Bitcoin have captured the consideration of scholarly analysts.
But, previous studies for Bitcoin and other crypto currencies are generally evaluated together with the block chain system that forms the Bitcoin infrastructure.
In the study, the closing prices of Bitcoin between 01-01-2018-31-12-2018 were
tested with ARIMA and Artificial Neural Networks which are frequently used in
the literature. As a result of the analysis the prices predicted by the artificial neural network model are close to the actual prices in terms of both price directions.
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THE ANALYSIS OF RELATIONSHIP
BETWEEN STOCK MARKET
INDEXES AND ECONOMIC
INDICATORS IN THE SAMPLE OF
DEVELOPING COUNTRIES1

Uğur UZUN2
INTRODUCTION
The increase of production volumes and the quality increase of produced goods
of businesses that produce goods and services as their first and foremost function
have a vital significance for the development and growth of national economies.
Therefore, the supply of financial resources in proper ways are necessary for the
businesses in order for them to realize new investments or expand their current
activities. Day by day, the importance of securities markets increases for meeting
the financial requirements of businesses, especially after the financial liberalization
and technological development. The depth of these markets and the health and
transparent operation of these markets enable these businesses to gain the funds
that are vital for them as well as ensuring extra profits by utilizing passive funds.
One of the most significant securities that has been dealt in the capital markets
is stock. Stocks enable the opportunity of long-term fund-raising to businesses
without fixed costs such as interests. Besides, they are more functional tools rather
than other securities since it relatively provides various rights to investors. In this
regard, trading volumes have a tendency to increase at good level in stock exchanges of world that purchase and sales of stock has been realized. However,
despite the high incomes of stocks, they harbor a high risk as well. In consideration of all these information, the estimation of which way the values of stock
1

2
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have mobilized become significant for the investors. The determination of elements that can be affected on stock prices have a significant role for the safe estimates of price movements about future.
According to the studies that have been conducted in literature and approaches
that have been generally acknowledged, there are several factors that is effective
on stock prices. Pursuant thereto, stock prices have been firstly shaped by the
economic and financial performances of businesses. On the other hand, the economic, sectoral, political and other developments have an impact in different level
and direction in national basis. Moreover, various international developments can
cause price movements, notably the countries that national businesses and economies have a significant relationship.
There are various studies by using different data sets and analysis methods for the
relationship between stock prices and macro-economic indicators. Although it has
been generally accepted that macroeconomic indicators have correlated with stock
prices, different views can be found for the kind, direction and power of this relationship. In this regard, this particular topic preserves its relevancy and it continues to be researched in the literature as well.

THE SCOPE OF THIS STUDY AND LITERATURE REVIEW
In this study, it has been aimed to research the relationship between stock market indexes and some economic indicators. In this sense, the variables such as inflation (consumer price index), industrial production (industrial production index), logarithmic broad money supply, dollar-denominated foreign exchange rate
and short-term interest rates have been used as the basis of stock market, price
indexes and economic indicator. The sample of this study has been comprised of
the countries that are in the “Developing Economies” list of IMF. Due to their
different economic structures, the countries have been subjected to the classifications in accordance with various criteria determined by international organizations. In order these differences of countries not to affect the results of analysis, only developing countries have been selected as samples. The countries, stock
market indexes and economic indicators that have been used in the scope of the
study are in Table 1.
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Table 1. Stock Market Indexes (SI)
Countries and Indexces
1- Turkey

BİST 100

2- Russia

RTS Index

3- India

SENSEX (BSE30)

4- Brazil

Bovespa

5- Indonesia

Jakarta Composite

6- Bulgaria

SOFIX Index

7- Crotia

CROBEX

8- Hungary

Budapest SE-BUX Index

9- Poland

WIG20

10- Romania

BET Index

11- Ukraine

PFTS Index

12- Colombia

SE General Index

13- Mexico

IPC Index

14- Peru

Lima General

15- Chile

IPSA Index

16- South Africa

FTSE/JSE All Share Index

17- Costa Rica

Costa Rica Indice Accionario

18- Serbia

BELEX15

19- Pakistan

Karachi 100

Economic Indicators

Independent variables
1- Inflation (CPI)
2- Industrial Production
Index (IPI)
3- Money Supply (MS)
4- Exchange Rate (EXR)
5- Interest Rate (IR)

One of the reasons that only the data of 19 countries has been used in here is
that some of the countries in IMF’s list are in the “The Least Developed Countries” list of United Nations as well. These countries are excluded from the analysis. Another reason for this is that monthly data of some countries cannot be
reached for the determined time period. By taking consideration of 2011 crisis,
2013M1 – 2018M12 has been specified as the time dimension of data set and
the monthly data of countries has been utilized as well. Since the data set has
both the time dimension and cross-section dimension, the panel data analysis
method has been applied. In this regard, panel unit root test, panel co-integration test and panel causality analyses have been conducted. The literature review
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belonging to the similar studies that were conducted specific to developing countries, about the approached subject and variables is in Table 2.
Table 2. Literature Review
Author(s)/
Years

Sample

Discoveries

Wongbangpo
& Sharma
(2002)

Indonesia,
Thailand,
Malaysia,
Philippines and
Singapore

Panel Granger Causality analysis has been applied in
the study that contains 5 Asian countries. Both short
and long term relations between SI and CPI, MS, IR
and EXR have been detected.

Nishat &
Shaheen
(2004)

Pakistan

Co-integrated and causal relations between SI and
CPI, IPI, MS and IR have been determined. The most
significant determinants of share prices are IPI (positiveoriented) and CPI (negative-oriented) variables.

Kumar (2011)

India

Co-integrated and causal relations between SI and
IPI, EXR and inflation have been analyzed. According
to the obtained discoveries, it has been observed that
there is a co-integrated relationship only between SI
and inflation. Causal relationship between variables
have not been detected.

Sampath
(2011)

India

EXR, CPI and IPI variables have a statistically
significant impact on SI in both short and long term.
(ARDL Model)

Croatia, Poland
and Hungary

It has been determined that there are causal relations
from stock market indexes to interest rates in Hungary
and from stock market indexes to supply of money in
Poland. It has not been observed in that there are no
causal relationship between any variables in Croatia.

Argentina

While it has been determined that there is a negativeoriented interaction between SI and CPI and EXR,
there are no long-termed interaction between SI and
IR. Furthermore, there is a bidirectional causality
between SI and CPI, while there is a unilateral causality
between SI and IPI and IR. It has not been determined
the causality relationship between SI and EXR.

Thailand

The long-termed co-integrated relationship between
BE and PA, TUFE, FO, and SUE exists. There is a
strong and positive relationship with PA in long term
and there is a strong and negative-oriented relationship
between SUE and TUFE in long-term. Moreover,
there is a unilateral causality from TUFE to BE. (Cointegration, Granger Causality Analysis, Developed by
Todo Yamamoto)

Barbic &
Jurkic (2011)

Da Silva et al.
(2014)

Forson &
Janrattanagul
(2014)
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Author(s)/
Years

Sample

Discoveries

Bilson et al.
(2001)

20 Developing
National
Markets

Stock market revenues (SMR) are the most efficient
variable exchange. While it has been determined that
there is a significant relationship between 2 variables
in 12 national markets, generally, there is a negativeoriented interaction. It has been set forth that there
is a positive-oriented and significant relationship
between stock market revenues and supply of money
in 6 countries.

Abugri (2008)

Brazil, Mexico,
Argentina,
Chile

In the study that has been conducted by utilizing VAR
model, various interactions between EXR, IR, MS and
IPI have been detected.

Büyükşalvarcı
& Abdioğlu
(2010)

Turkey

There is a long-termed, unilateral causal relationship
from stock market indexes to EXR, MS, IPI and CPI
variables.

Sayılgan &
Süslü (2011)

11 Developing
National
Markets

It has been detected that there is a positive-oriented
relationship between stock market revenues and CPI
and there is a negative-oriented relationship between
stock market revenues and EXR. It has not been
observed the significant relationship between IR and
MS, and stock market revenues.

ECONOMETRIC ANALYSIS AND RESULTS
Panel data analysis is a method that combines cross-section data and time series,
and puts forth the interaction between variables by using section data which have
time dimensions (Wooldridge, 2013: 444). In this regard, panel co-integration
and panel causality analyses have been preferred as the method in accordance with
the data set and purpose of the study.
Firstly, whether there is a cross-sectional dependence in data sets that belong to
every variables should be determined. The existence of a correlation in estimated
error terms of every unit in installed panel data model is expressed as “cross-sectional dependence” (Tatoğlu, 2013a: 9). In order to determine the unit root tests
that will be used in panel data analysis, the cross-sectional dependence state of series should be analyzed. In case there is a cross-sectional dependence in data series, it would be proper to implement the second generation stability tests that
take correlation into consideration (Tatoğlu, 2013b: 220).
In this regard, CD (cross-sectional dependence) test has been applied firstly. The
results of cross-sectional dependence can be seen in Table 3.
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Table 3. The Results of CD Test
Variables

CD test statistic

Probability

SI

4034,775

<0,001

IPI

4536,788

<0,001

CPI

8071,380

<0,001

EXR

7081,896

<0,001

IR

3365,222

<0,001

MS

11020,72

<0,001

CD test results demonstrate that zero hypothesis in the way of “there is no
cross-sectional dependence among the units” has been rejected for all the series
in %1 significant level. Since there is a cross-sectional dependence in every series, the second generation unit root tests that take correlation among the units
into consideration should be implemented.
In this direction, “Cross-Sectionally Augmented Im, Pesaran and Shin (CIPS)
Panel Unit Root Test” which was developed by Pesaran (2007) has been used in
order to determine the stability state of series. Since this test is using the lagged
cross-section averages of ADF regression and its augmented form in order to remove the correlation among the units, it can be named as “Cross-sectionally Augmented Dickey Fuller (CADF)” test as well (Tatoğlu, 2013b: 223). The results
of unit root test summarized in Table 4.
Table 4. Pesaran (2007) Unit Root Test
Variables

t-bar

cv10

cv5

cv1

Z[t-bar]

Probability

Stability
Level

SI

-2,707

-4,442*

<0,001

I(1)

IPI

-3,501

-8,244*

<0,001

I(1)

-3,495*

<0,001

I(1)

-5,628*

<0,001

I(1)

CPI

-2,510

EXR

-2,955

IR

-3,135

-6,492*

<0,001

I(1)

MS

-2,344

-2,702*

0,003

I(1)

-2,110 -2,20 -2,360

According to Pesaran unit root test results, all the series include unit roots in their
levels. When the first difference of series has been taken, all the series became
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stable. In order to analyze the long-termed relationship between stock market indexes and economic indicators, co-integration analyses can be used.
The relationship between non-stationary variables in their levels can be tested with
panel co-integration tests. These tests can be collected under two titles as first and
second generation tests in accordance with the existence of correlation among
the units. If constant and slope parameters are homogenous or heterogeneous to
units, then, they are effective about what statistical values, that the test results
have been estimating, or the selection of co-integration test will be interpreted.
In this stage, “Swamy S Test” has been used as the homogeneity test. In the test
result, it is rejected that the zero hypothesis in the way of “parameters are homogenous” has been rejected. Since parameters are heterogeneous, two of the second generation panel co-integration tests, Westerlund (2007) and Gengenbach,
Urbain and Westerlund (2016) tests, have been implemented in order to examine the long-termed relationship. The specialty of these two tests is that they enable the state of heterogeneity and correlation among the units. The test results
can be seen in Table 5.
As it is seen in table, these two tests gave similar results. Westerlund (2007) analysis obtains the resistant critical values in the correlation among the units with
bootstrap operation. Test estimates Gt and Ga statistical values under the hypothesis of heterogeneity (Tatoğlu, 2017: 204). The obtained discoveries demonstrate
that there is a long-termed relationship between stock market indexes and economic variables.
When Gengenbach, Urbain and Westerlund (2016) co-integration test results have
been analyzed, since P-value values are <=0,01 for all the variables, the zero hypothesis in the way of “there is no co-integrated relationship among all the variables has been rejected. In other words, stock market indexes and all these respective variables such as industrial production, inflation, interest rates, exchange rate
and money supply move together in the long-term.
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Table 5. Co-integration Test Results
Gengenbach, Urbain &
Westerlund

Westerlund
Variables

Gt Statistic
Value

Robust
P-Value

SI & IPI

-2,794*

SI & CPI

-2,568**

Ga Statistic
Coef.

T-bar

P-Value

Value

Robust
P-Value

<0,001

-14,645*

<0,001

-0,243*

-2,870

<=0,01

0,020

-13,136*

0,010

-0,272*

-3,052

<=0,01

SI & EXR

-2,538*

<0,001

-12,518*

<0,001

0,274*

-3,023

<=0,01

SI & IR

-2,933*

<0,001

-14,640*

<0,001

-0,313*

-3,298

<=0,01

SI & MS

-2,863*

0,010

-15,467*

<0,001

-0,282*

-3,056

<=0,01

* %1 significance level, ** %5 significance level

The causal analyses can be used for the determination of whether there is a shorttermed relationship between stock market indexes and economic variables. Furthermore, the causal analyses present information about the direction of this relationship as well. The causal analyses can be collected under two topics, whether it
is homogenous or heterogeneous. In this sense, the causal analysis that was developed by Dumitrescu and Hurlin (2012) has been implemented since the data set
that has been used in the scope of the study has demonstrated the characteristics
of heterogeneous panel. This test is the augmented form of Granger causal analysis
for the heterogeneous panels. The test results have been summarized in Table 6.
Table 6. The Causal Test Results
Variables

W-bar statistic

Z-bar statistic

P-Value

SI à IPI

0,88004

-0,44035

0,6597

IPI à SI

1,16530

0,39302

0,6943

SI à CPI

1,10206

0,20828

0,8350

CPI à SI

0,66462

-1,06967

0,2848

SI à EXR

1,24781

0,63408

0,5260

EXR à SI

1,04748

0,04881

0,9611

SI à IR

2,07367

3,04679

0,0023*

IR à SI

0,94538

-0,24947

0,8030

SI à MS

2,08561

3,08166

0,0021*

MS à SI

0,89755

-0,38920

0,6971

* %1 significance level,
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According to the results of the causal test, it has not been generally observed the
causal relations between stock market indexes and each economic variable. A unilateral, causal relationship from stock market indexes to interest rates and money
supply has been detected in the significance level of %1. However, the discovery
of short-termed cause-effect relationship between price indexes and industrial production, inflation and exchange rates is not found in the study.

CONCLUSION
The stock markets are a significant investment and finance field for both investors and the firms that offer their shares to public. The stock markets have attracted individual investors in recent years and each passing day, they make progress significantly. The primary reasons for this development can be assessed with
the increase of stock markets and the numbers of companies that have listed into
stock markets, technological developments, and the integration of financial markets. In this sense, the determination of factors that affect the stock prices, and
their effect levels is a significant subject of study and debate.
This study has been conducted by utilizing the monthly data of developing 19
countries for the period of 2013-2019. The long-termed and short-termed relations between stock market indexes and the basic economic indicators of countries
such as inflation, industrial production, exchange rate, interest rates and money
supply. The obtained discoveries demonstrate that the price indexes and economic
indicators move together in the long term and they are in the co-integrated relationship. Nasseh and Strauss (2000), Maysami and Koh (2000), Wongbangpo and
Sharma (2002), Nishat and Shaheen (2004), Herve et al. (2011), and Forson and
Janrattanagul (2014) came through with the results that support these discoveries.
This conclusion can be interpreted in a way that the individual and institutional
investors should follow the data of inflation, industrial production, exchange rate,
interest rates and money supply in long-term closely. While deciding for the longterm investments, shaping the portfolio structures or planning alternative financial instruments, taking the aforementioned economic indicators into consideration would be beneficial for the investors.
On the other hand, a unilateral relationship from stock market indexes to interest
rates has been detected as a result of the causal analysis. This obtained discovery
reminds the “Portfolio-Balance Approach” that concentrated on the relationship
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between stock markets and exchange rates in the literature by taking the variable
of interest rates into consideration. According to this approach; a change in the
stock prices will affect the demand to national money and in this regard, it will
cause the interest rates to change (Frankel, 1983: 93-95). The realization of developments that will increase or decrease the trust in the stock markets, especially,
will affect the interest of both domestic and foreign investors to the market. As
a result of this, the rates of demand and interest to national money will show an
alteration. The view that the reverse-oriented relationship between stock prices
and interest rates outweighs in the literature. Different results can be seen in the
literature about the direction of this relationship.
Another finding of this study is the unilateral relationship from stock market price
indexes to money supply. Although the existence of a linear relationship between
these two variables is a commonly accepted approach, there are studies that different results have been obtained. The results of causal analysis have similarities
with the findings of part of the study conducted by Barbic and Jurkic (2011).
In conclusion, it can be claimed that there is a general relationship between the
stock market indexes and economic indicators in various levels. The wideness of
the scope of the study and the utilized data set causes to obtain different results
about the economic characteristics of approached countries. In this regard, different type of relations between variables can be researched by conducting analyses such as panel regression etc.
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SHORT SELLING AND EXPECTED
STOCK RETURN: EVIDENCE
FROM BORSA ISTANBUL
Ozkan HAYKIR1
INTRODUCTION
Can short selling be used as a predictor for future stock return? It is a vital and
long-standing question for investors, academician and regulators. Short selling is
defined as a stock that investor does not hold but borrow from other investors
in order to buy later with a lower price to cover the position. By doing this, the
investor wants to gain a return from the declining of a stock price.
In recent decades, the practice of short selling has increased around the world. In
1984, the volume of short selling was only nine percent of the total trading volume (Brent et. al, 1990). The percentage of short selling increased to 20 percent
in 2008 and reached 32 percent in 2009 (Boehmer et al. 2008; Diether et al.,
2009). This increase shows the importance of short selling in the financial markets.
In this research, I investigate the impact of short selling volume on subsequent
stock return using companies that are listed on the BIST-100 index using Ordinary Least Square methodology. The sample period covers between December
2015 and January 2019. The findings of the study show that there is a positive
relationship between short-selling volume and future stock return. This result is
unchanged when I control for liquidity and volatility of a stock, changing the
sample period and restricting the sample with BIST-100 companies.
Policymakers are keen to restrict the short-selling, especially in the crisis period.
From their point of view, the restriction is an essential response to the global financial crisis in order to control the risk of manipulation. Beber and Pagano (2013)
examine the short-selling ban around the world during the 2008 financial crisis.
1
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They show that 19 countries, such as Australia, Austria, Belgium, Canada, Denmark, Germany, Greece, Ireland, Italy, Japan, Luxembourg, Netherlands, Norway, Portugal, South Korea, Spain, Switzerland, UK, and the USA, impose a restriction on the short-selling either short or long period.
However, the opponents of short sale restriction argue that preventing investors
from short-selling is harmful to the efficiency of the market. Shiller (2003) states
that an essential element of the efficient market hypothesis is short selling. The
efficient market hypothesis states that stocks quoted at their fundamental value;
therefore, there is not any arbitrage opportunity for an investor to gain extra profit.
However, there are certain conditions that limit investors to drive the price of the
stock to its fair value. One of these conditions is the restriction of short selling in
the stock market (Shleifer and Vishny, 2012).
The discussion between regulators and investors who desire no restriction on
short selling reveals a rule which is called as “uptick rule”. Uptick rule requires
short sellers to short stocks when the price of the stock is higher than the last recorded price of a stock. This rule does not prohibit the short-selling completely
but it prevents the price of a stock to decrease more. In developed markets uptick, the rule does not consider as a restriction but in the bearish market, the rule
reduces the risk of short selling which leads faster decline in stock price (Ackert and Athanassakos, 2005; Mohamad, Jaafar, Hodgkinson, and Wells, 2013).
The remainder of the paper is organized as follows. Section 2 summarizes the
prior literature. Section 3 explains the regulations in Borsa Istanbul and the data
and methodology. Section 4 reports the empirical findings. Section 5 concludes
the paper.

RELATED LITERATURE
There are several different reasons for doing short selling in the stock market. The
first reason is to earn profit from the decline of the stock price as a speculator. The
second reason is to do hedging in order to preserve the gain from a long position.
However, the link between short selling and future stock return is still ambiguous.
In practice, short selling can be executed in two ways, covered and naked short
selling. There are two steps in the covered short selling. Firstly, an investor who
wants to do short selling borrows the shares which she will short. Shares can be
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found from a broker or institutional investors. Broker lends shares either from
her inventory or her clients’ accounts. Or there may be organized markets that
investors can borrow the shares as in Turkey, namely Takasbank. Secondly, an investor can go to the secondary markets and buy the number of shares that she
has borrowed earlier and has given shares to the lender. In order to borrow shares
from a lender, an investor should pay a fee, but the fee can differ depending on
the availability and demand of the stock. Naked short selling is more noteworthy and is generally considered an illegal activity since the investor does not need
to borrow the shares which she wants to short. The process of the naked short
selling is that short-sellers sell the shares that she does not hold and agree to get
it back within the settlement date or fail to deliver the shares on the settlement
date. Naked short selling is not considered as illegal activities for market makers when they provide liquidity to the markets. Naked short selling is a risky
method but it yields a high profit if short-sellers can cover her position on settlement date (Cakın, 2014).
There are three different views between these two variables. The first view suggests that there is no relationship between short-selling and future stock returns.
Mayor (1968) investigate the link between short selling and subsequent stock return in the U.S. stock markets using multivariate regression analysis. The result
of the paper shows that there is no relationship between the two variables. Hurtado-Sanchez (1978) also examines the relationship by analyzing the stabilizer effect of short selling. He finds that short selling does not help to gain excess return; thus, it stabilizes the market and limits the excess return. Lastly, Woolridge
and Dickinson (1994) show insignificant results using U.S. companies after controlling risk and movement of the market. These results support the random walk
theory which says that investors cannot predict future stock returns by having information about short selling.
The second view says that there is a positive relationship between short-selling
and subsequent return. This approach is also called as the “contrarian view”.
Hanna (1976) reports that an increase in the short ratio will give a positive subsequent stock return. Moreover, Epstein (1995) studies the relationship between
short-selling and future stock returns and finds a positive and statistically significant result. The thought of the second view is that a high level of short selling
indicates the demand for those stocks in the future since the short-sellers should
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cover their open position. This demand leads to an increase in stock price which
brings a positive future return.
The third view which is most widely accepted supports the negative relationship between short-selling and subsequent stock return. Figlewski (1981) verifies the negative relationship between the two variables analyzing U.S. companies. Diamond and Verrechia (1987) states that unanticipated change in short
selling is considered a bad signal to the markets and lower stock price. Aitken et
al. (1998) examine the link between two variable in the Australian stock market
where short selling information is publicly available using portfolio methodology and find negative and statistically significant results. Desai et al. (2002) show
that there is a linear and negative relationship between short-selling and subsequent stock returns. They state that higher short-selling leads to higher negative
returns. Boehmer et al. (2008) demonstrate that stocks with a high short-selling
ratio perform worse than stock with low short-selling ratio using portfolio sorting analysis. This view sees high short selling as a bad signal. Most of the short
sellers are sophisticated investors who have private information than other investors. Thus, high short-selling indicates the price decline and reveals a negative relationship between short-selling and subsequent stock return.
Short selling does not only related to the expected stock return, but it is also related to corporate finance decisions. Grullon, Michenaud, and Weston (2015)
investigate the real impact of short selling and find that small firms reduce equity issues and investment in response to the decline in short selling. They use
the natural experiment that allows certain companies to be shorted and others
not. Thus, they find the causal link between short selling and equity issues and
investment decisions. Fang, Huang, and Karpoff (2016) use the same experiment to detect the effect of short selling on discretional accruals. They find that
when short selling is lifted discretional accruals decrease. He and Tian (2016) determined whether innovation changes with short selling. They also use the natural experiment to eliminate the endogeneity problem and find that when the
short selling is not prohibited, firms tend to be more innovative. Lastly, Moreover, Beber and Pagano (2013) show that the ban on short-selling around the
world during the 2008 financial crisis period is harmful to stock liquidity, particularly for small-size stocks.
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The restriction of the short-selling limits investors to sell shares when they see
the opportunities. However, there is an alternative way of shorting the stock if
it is prohibited in the traditional way. An investor can buy a put option or write
a call option in order to gain profit from a decline in stock price. Figlewski and
Webb (1993) examine the impact of options to eliminate the ban in short selling and find that options can be used as an alternative tool instead of short selling when it is prohibited. In addition, Chu, Hirshleifer, and Ma (2018) look at
the short-selling from a market efficiency perspective and examine the 11 wellknown anomalies profit using natural experiment, Regulation SHO. They conclude that when the short-selling restriction is relaxed, the profit from market
anomalies declines.
Short selling also gets attention among Turkish academicians and regulators. Cankaya, Eken, and Ulusoy (2011) use intraday data of Borsa Istanbul and analyse
the effect of short selling on stock volatility. They report that higher short-selling
decreases the stock return volatility. Moreover, Sobaci, Sensoy, and Erturk (2014)
study the effect of short selling on stock liquidity and volatility using unique daily
short selling data of Borsa Istanbul and show that higher short-selling leads an increase in stock liquidity and decreases volatility. Cakin (2014) investigate the period before and after the uptick rule removed in the Turkish stock market (February 2013). She shows that after the uptick rule removed higher short-selling
leads and significant and negative Jensen’s alpha.

RESEARCH DATA AND METHODOLOGY
Regulations of Short Selling in Turkey
Borsa Istanbul, formerly named as Istanbul Stock Exchange, was founded in
1986. Short selling was restricted in Borsa Istanbul as well until the recent years.
In February 2013, the uptick rule is lifted by the regulator. However, when the
BIST-100 index decreased below 100.000 the regulator imposes the uptick rule
again for two months between the 9th of May and the 9th of July to slow down
the decline in BIST-100 Index. The uptick rule is repealed again after two months
until August 2018. Almost a year the uptick rule was implemented in Borsa Istanbul. On the 16th of October 2019, Borsa Istanbul completely bans the short
selling for seven banks, namely Akbank, Garanti, Halkbank, Is Bankasi, TSKB,
Vakifbank, and Yapi Kredi Bankasi to protect the investor. Finally, the new market structure in the equity market is announced on the 4th of November 2019
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which repealed the uptick rule for the BIST Stars Group 1 which consists of 37
companies. However, uptick rule remains for the rest of the companies which
are listed on Borsa Istanbul.

Sample Selection
The sample includes only companies that are listed on the BIST-100 index. The
sample period is from December 2015 to January 2019. The sample period covers the that BISTECH technology was adopted in Borsa Istanbul. This is important since, with the new technology, data of markets become easily available.
Daily return, price, short-selling volume, and trading volume data are downloaded
from the daily bulletin of Borsa Istanbul.
The Amihud (2002) measure is used as a proxy for illiquidity in this paper. In
the literature, it is extensively used to capture price impact. The Amihud (2002)
measure is formulated as follows;

(1)

	

where D denotes the number of days in which stock has a valid ratio in month
m for stock i. Return is daily return in stock i on day d. Dvol is the dollar value
of trading volume on day d for stocks i. The measure captures the price impact
since it is defined as the monthly average of the ratio of the absolute return of a
stock divided by its volume traded in dollars and determined the price change per
dollar of volume unit of trades. To clarify, the Amihud measure is interpreted as
an illiquidity measure of a stock (a high number is considered as low liquidity).
im

id

id

Another measure that has been used in the analysis is the volatility of a stock
which is calculated as the standard deviation of daily return each month and multiply by the number of days that stock is traded in a month.
I follow the prior literature and use the short-selling volume as a proxy for short selling. Daily short selling volume data add up together in a month for each company.
Figure 1 illustrates the percentage of short selling volume which is calculated by
monthly average short selling of all companies divided by the total trading volume in the market. As we see the percentage of short selling is between 20 percent
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and seven percent during our sample period. The percentage of short selling is
high during 2015 July due to the coup attempt. However, the percentage of short
selling is decreasing afterward.
Figure 1: Percentage of Short Selling Volume in Borsa Istanbul

To get a broader idea I also plot the sum of all the short selling in a month and
BIsT-100 Index. Figure 2 depicts the monthly short volume and monthly BIsT100 index during the sample period of the paper. The short volume decline when
there is a restriction on the market as mentioned earlier section. One can also see
that there is no trend in the data so the variables satisfy the stationary conditions.
Figure 2: Monthly Short Volume and BIST-100 Index
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Prior to empirical analysis, it is essential to report the summary statistics of the
analysis. Summary statistics may show us whether we should use the natural logarithm version of the variables. Table 1 presents the summary statistics of my data.
Here, I report the Amihud as a liquidity measure, the standard deviation of daily
return as a volatility measure and sum of daily short volume for each company
in each month as well as return during my sample period. We can see that the
mean and the median is very different for Amihud and short volume. Therefore, I
have decided to use the natural logarithm of these variables in my further analysis.
Table 1: Summary Statistics
Variable

Obs.

Mean

Std. Dev.

Amihud

3802

24.40

337.08

Short Volume

3815

279*10

763*10

0.00

925*10

2543318

5.39

41.12

Volatility

3814

0.10

0.06

0.0001

0.76

0.09

3.55

25.56

Return

3694

0.01

0.13

-1.00

1.47

0.00

0.49

16.76

5

5

Min

Max

Median Skewness Kurtosis

0.00004 13029.86
6

0.07

25.94

803.75

EMPIRICAL RESULT
The theoretical framework does not suggest any direction between short selling
and stock return. As mentioned earlier there are three different views to explain
the relationship. The aim of the paper is to present the predictive ability of short
selling volume on future stock returns. To test my question, I conduct an Ordinary Least Square (OLS) estimation methodology.
I have used three different regressions using companies that are listed on the BIST100 Index during the sample period between December 2015 and January 2019.
Regressions can be formulated as follows:



(2)
 (3)
(4)

Since the aim of the paper to understand the predictive ability of short volume,
I use the lag of the independent variables. Table 2 reports the main result of the
paper. When we look at the first regression results, there is a positive relationship
between short volume and stock return but it is statistically insignificant. However,
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regression two and three support the positive relationship and the results are statistically significant at five and one percent level, respectively. The results support
the contrarian view of the link between short selling and future stock return. One
percent increase in short volume will push the demand of the stocks up and it
will increase the price and the return will increase by 0.34 percent.
Table 2: Main Result
Dependent Variable: Return
Ln(Short Volumeit-1)

(1)

(2)

(3)

0.0948

0.267**

0.340***

(0.217)

(0.014)

(0.003)

0.218**

0.259***

(0.026)

(0.009)

Ln(Amihudt-1)
Volatilityt-1

-8.66**
(0.024)

Constant

-0.719

-2.66*

-0.0273*

(0.529)

(0.064)

(0.057)

Number of Obs.

3682

3682

3682

R2

0.002

0.003

0.004

P-values are in the parenthesis. *, **, *** represent statistical significance at the 10, 5, and 1
percent levels, respectively.

In order to eliminate the heteroscedasticity of the issue, I also employ robust regressions.2 Table 3 uses the same regression in equations 1, 2 and 3 but with the
White correction of standard error. The results of the table also support the link
between short volume and subsequent stock return. In regression three, the short
volume coefficient is positive and significant at the five percent level.

2

Breusch-Pagan heteroscedasticity Chi-square is 32.75 and p-value is 0.00 which suggests that
there is a problem of heteroscedasticity.
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Table 3: Main Result with Robust Standard Error
Dependent Variable: Return
Ln(Short Volumeit-1)

(1)

(2)

(3)

0.0948

0.267**

0.340**

(0.209)

(0.040)

(0.011)

0.218*

0.259**

(0.083)

(0.041)

Ln(Amihudt-1)
Volatilityt-1

-8.66
(0.17)

Constant

-0.719

-2.66*

-0.0273*

(0.513)

(0.097)

(0.087)

Number of Obs.

3682

3682

3682

R

0.002

0.003

0.004

2

White (1980) correction of standard errors is applied. P-values are in the parenthesis. *, **, *** represent statistical significance at the 10, 5, and 1 percent levels, respectively.
As a robustness analysis, I limit my sample period before the uptick rule is applied (between December 2015 and May 2018). The reason to reduce the sample period is to understand the relationship in the period when there is no restriction on short selling for BIST-100 companies. When we look at the results
of Table 4, it can be clearly seen that the positive relation is more pronounced
when there is no restriction of short selling.
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Table 4: Shorter Sample Period Result
Dependent Variable: Return
Ln(Short Volumeit-1)

(1)

(2)

(3)

0.188**

0.379***

0.365***

(0.020)

(0.003)

(0.006)

0.241**

0.233**

(0.032)

(0.041)

Ln(Amihudt-1)
Volatilityt-1

1.865
(0.802)

Constant

-1.451

-3.575**

-3.574**

(0.217)

(0.028)

(0.028)

Number of Obs.

2793

2793

2793

R

0.002

0.004

0.005

2

White (1980) correction of standard errors is applied. P-values are in the parenthesis. *, **, *** represent statistical significance at the 10, 5, and 1 percent levels, respectively.
The last analysis is to use the companies which are listed on the BIST-100 index
and remain in the index during the sample period between December 2015 and
April 2018. The reason for this is to eliminate the impact of delisting and listing
of the index. Table 5 presents the results of the regressions. The results remain unchanged, the coefficient of the short volume is positive and statistically significant.
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Table 5: BIST-100 Companies Remain
Dependent Variable: Return
Ln(Short Volumeit-1)

(1)

(2)

(3)

0.220**

0.444**

0.377**

(0.028)

(0.012)

(0.040)

0.284

0.241

(0.100)

(0.180)

Ln(Amihudt-1)
Volatilityt-1

8.241
(0.297)

Constant

-1.763

-4.097*

-4.011*

(0.245)

(0.056)

(0.062)

Number of Obs.

1848

1848

1848

R

0.003

0.005

0.006

2

White (1980) correction of standard errors is applied. P-values are in the parenthesis. *, **, *** represent statistical significance at the 10, 5, and 1 percent levels, respectively.

CONCLUSION
The predictive ability of short selling on expected stock return is one of the central issues in the finance literature. There are three different views and empirical
results in the prior literature. The first one is that there is no relationship between
short-selling and subsequent stock returns. The second view is the positive relationship between short-selling and future stock return which is also called “contrarian view”. And the last view is the negative link between short selling and a
future stock result which is called “speculative view”.
In this paper, I want to investigate the predictive power of short selling on a future stock return during the sample period between December 2015 and January 2019. I also include liquidity and volatility of stocks as a control variable.
The short-selling volume is used as a proxy for short-selling activities in this analysis. The results of the study show that there is a positive relationship between
short-selling volume and future stock return which is supportive evidence of the
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“contrarian view”. The results hold when I use different sample period (between
December 2015 and May 2018) or use the companies which are listed on the
BIST-100 index and remain in the index during the sample period.
The result of the paper suggests that policymakers would not fear to lift the
short-selling restriction including uptick rule since the short-selling helps to stabilize the stock prices and eliminate inefficiency in the market. Particularly, in
Borsa Istanbul, higher short selling volume leads to an increase in stock price
since there will be demand for those stock in the future for the short sellers to
cover their positions.
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18
WEAK FORM EFFICIENCY ON
TURKISH STOCK MARKET:
SECTORAL ANALYSIS ON ISE
Bekir KÖROĞLU1
INTRODUCTION
In an economy, the financial system provides to meet fund supply and fund demand directly or indirectly. When doing this, it uses the instruments of monetary
and capital markets. The stock market attracts interest both for institutional and
individual investment in developed and emerging economies. With the increase
in the number of investors in these markets and the development of information
systems, the researchers have attracted a great deal of interest.
The development of markets is directly related to the effectiveness of the markets.
The concept of market activity is defined as the reflection of all available information on securities (asset) prices. Market activity is evaluated as three different
market types: activity, resource distribution and information activity. In operating effectiveness, funders and fund claimants make their transactions with minimum cost. In resource distribution, the optimal distribution of resources in the
market is aimed. The third type of market activity is information activity, where
prices are considered to reflect all available information.
Fama (1970) investigated the information activity of securities prices and proposed
the Efficient Market Hypothesis (EMH). In sum, over-normal gains in inefficient
markets are not possible.There are a lot of works in the literature on testing of
EMH. Studies for Turkey generally use Istanbul Stock Exchange composite index. The number of works related to the sub-indexes constituting the composite
index is highly limited. Our study aims to fill this gap in the literature by making sectorial analysis on the sub-indexes that constitute a composite index. Also,
1
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most of the studies use conventional unit root tests to examine EMH. We will
test the validity of EPH using unit root tests with structural breaks.
This paper has six sections. The second section explains the conceptual framework of EMH. The third section reviews the related literature. The fourth section gives the data and the method used. The fifth section shows the results of
the analysis and the conclusion section explains the implications of the study.

EFFICIENT MARKET HYPOTHESIS
An effective market is a market in which information that reaches the market is
instantly and accurately reflected in securities prices. So, if information obtained in
the market provides us extra profit, that market is not efficient (Fama, 1970: 383).
Fama (1970) classifies EMH as weak, semi-strong and strong according to the
information used. In weak-form market efficiency, it is not possible to estimate
the future returns of stocks by using past prices. This is also known as the "Random Walk Model". In the Random Walk Model, prices are randomly determined
according to the unpredictable information. Market efficiency in a semi-strong
form means that investors can not earn excess earnings by using all the information revealed to the public. In the market efficiency in strong form, it is assumed
that the information that few investors have is reflected in prices. Therefore, it is
not possible to predict the changes that might occur in prices using private information. If it is not possible to obtain a return above the market average using
past prices and all information revealed to the public as well as private information investors have, then it is accepted the market is in strong form.
The market activity takes place at three levels in the literature. Accordingly, market information can be efficient in three forms by the reflection level of prices:
• The efficient market in weak form
• The efficient market is semi-strong form
• The efficient market in strong form

Market Efficiency in Weak Form
Efficiency in weak form is the first and the oldest version of the hypothesis. It is
also known as the Random Walk Hypothesis. The basis of this concept is based
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on Louis Bachelier's "The Speculation Theory" in the 1900s, and in the 1970s
Fama's Efficient Market Hypothesis increased the awareness of this concept
(Shleifer, 2000: 6). Efficiency in weak form is defined as the situation in which
market prices reflect all information about past prices. All information on stock
prices is fully reflected in current prices (Fama, 1970; 383-384). If everyone has
access to publicly traded historical price information of stock, it is unlikely that
any of the investors will benefit from this information. If there are excessive earnings opportunities in the market based on information set on past price movements, the market is not active in weak form (Berk, 2005: 428).
Estimating future prices of a financial asset by using past prices cannot provide
more earning than using technical analysis on that asset (Ross et al., 1996: 338).
In the weak form of EMH, it is not possible to estimate future prices by analyzing past prices (Maymin, 2011; 2). Random Walk Hypothesis argues that the
price movements are random and cannot be forecasted. The main assumptions
of this theory are well-informed investors who are rushing for new information
and perfect market competition. New information would alter prices in case of
a rational underlying of old prices. Thus, prices would always be conditional on
the current moment's information. Hence, without transaction costs and with
perfect market competition, it is not possible to predict future market prices.
Random Walk Hypothesis asserts that changes in stock prices are not related to
previous price changes. Random Walk Hypothesis is used to test the market hypothesis in the weak form (Karan, 2001; 270).

Market Efficiency in Semi-Strong Form
Market efficiency in a semi-strong form is defined as the situation where market prices reflect all publicly disclosed information. In these markets, speculators
known as insiders have a need for data recovery. Therefore, investors with insider
information might be able to get some premium on the average market return
using this information that others do not have. (Fama, 1970; 383-384). When
all the information that the public knows is reflected in the current price of the
stock, the efficiency is said to be in a semi-strong form. In other words, it is believed that stock prices reflect all public information relevant to the company in
addition to market information (Altunöz, 2016: 2).In addition to historical price
information, if financial tables, dividend payments and information on mergers,
transfer pricing ratios as well as information on political and macroeconomic
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events are reflected in the market, then the market is termed as an effective market in the semi-strong form (Çelik, 2007: 16).

Market Efficiency in Strong Form
The strong form of efficiency is defined as the state in which prices reflect all the
information that can be used to determine the real value. In this case, the prices
do not include just publicly revealed information, but also all the information belonging to macro and micro-economy. Besides, insiders have no advantage over
other investors in terms of retaining information. In such a market, all investors
could predict stock prices at the same accuracy. Hence, in the case of a strong
form of efficiency, it is not possible to get excessive returns via fundamental or
technical analysis. (Fama, 1970; 383-384).
The market efficiency hypothesis in strong form argues that the stock prices mirror all the information that publicly announced or not. Market efficiency in strong
form involves both market efficiencies in weak and semi-strong forms since it assumes that the market data and publicly announced information as well as private
information instantly and completely reflects the stock prices (Dağlı, 2004: 311).
Efficient markets in strong form reflect the information of the shareholders in the
past and the information of the public in the current period. In brief, all the information about the stock affects the price of the stock by everyone at the same
time and rapidly. Therefore, excess profit is not possible (Bildik, 200:7).

LITERATURE
There are lots of works that examine EMH. Results from these works change by
the methodology, data and time used. Some of the supporting works are Mobarek and Keasey, 2000; Lim, 2003; Worthington and Higgs, 2005; Lock, 2007;
Awad and Drama 2009; Setianto and Manap, 2011. The other works which not
supporting EMH, Harvey, 1995; Poshakwale, 1996; Al-Loughani and Chappel,
1997; Ma and Barnes, 2001; Zgaljic, 2004; Hajek, 2007; Narayan, 2008; Al-Jafari, 2011; Khandoker, Siddik and Azam, 2011; Al-Ahmad, 2012.
EMH literature on Turkey is a lot of works. Balaban (1995) uses the first-order
Markov process for daily return data of the Istanbul Stock Exchange from 1988 to
1994. According to the results, the market is not efficient in weak or semi-strong
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forms. Smith and Ryoo (2003) test weak form efficiency of developing European
countries. Results for Turkey indicate that the market has random walk behavior, that is the market is weak-form efficient. Özdemir (2008) test Istanbul Stock
Exchange using the Lumsdaine-Papell unit root test with two structural breaks.
Results indicate that the stock exchange is in harmony with the efficient market
hypothesis. Aga and Kocaman (2008) calculate a monthly index using the most
liquid companies in the Istanbul Stock Exchange for 1986-2005. Applying autoregression with 6 lags, they conclude that the most liquid companies of the
market are efficient in the weak form. Altan et al. (2009) use ADF and KPSS
unit root tests besides ELW test developed by Shimotsu and Philips (2005) to
test Istanbul Stock Exchange for efficiency. According to the results, they conclude that the market is weak-form efficient. Using daily data from 1987 to 2012
Zeren et al. (2013) analyze Istanbul Stock Exchange. Unit root tests with structural breaks show that the market is efficient. Gözbaşı et al. (2014) use nonlinear ESTAR unit root tests and find Istanbul Stock Exchange has nonlinear movement and it is efficient.
The other works which not efficient are Muslumov, Aras and Kurtulus (2003)
test the weak-form efficiency of the Turkish stock market with 1990-2002 data.
Using the GARCH model they test two periods. When the first period does not
follow random walk, the second period has random walk behavior. Özcan and
Yılancı (2009) examine the efficiency of Istanbul Stock Exchange. Since the data
has linear unit root and residuals of random model are dependent, they conclude
that the market is not efficient in weak form. Korkmaz and Akman (2010) use
unit root and cointegration tests to test the efficiency of Istanbul Stock Exchange.
They test for two indices and find both are not weak-form efficient and do not
have cointegrating relationship. Çevik (2012) uses parametric and non-parametric methods to test efficiency of Istanbul Stock Exchange. Results indicate that
the market is not efficient. Akal et al. (2012) test the efficiency of Istanbul Stock
Exchange indexes and US Dollar and Euro exchange markets with autocorrelation, runs and normality tests. According to the results those markets are not efficient. Using daily data from 1996 to 2012, Kapusuzoğlu (2013) examines efficiency of the Istanbul Stock Exchange with unit root tests. Results indicate that
the market is not weak-form efficient. Türkyılmaz and Balibey (2014) examine
the long memory situation of Istanbul Stock Exchange to test efficient market
hypothesis for Turkey. But findings do not support long memory. However, it is
stated that volatility shows a predictable structure. Therefore, it is concluded that
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the Turkish market is not efficient. Tanrıöver and Çöllü (2015) use monthly data
from 1990 to 2014 and test the weak-form efficiency of Istanbul Stock Exchange.
Analysis results reveal that the efficient market hypothesis is not valid for Turkey.

METHODOLOGY AND DATA
Conventional Unit Root Tests
Since the error term is not white noise, Dickey and Fuller (1981) add extra lagged
values of the dependent variable to resolve the autocorrelation problem. This lag
length is chosen by information criterions Akaike, Schwarz, etc. Three forms of
ADF unit root test is given as follows (Asteriou and Hall, 2007:297):

(1)


(2)


(3)

The first equation does not include a constant term and trend. When the second equation includes constant terms, the third equation has both constant
terms and trends.
Phillips and Perron (1998) developed a generalized version of the ADF unit
root test that allowed for fairly slight assumptions about the distribution of error terms. The procedure can be explained with regression equations as follows
(Enders, 1995:239):

and

When T shows observations, represents error term with zero expected value.
However, there is no need for the assumption that the error term is not autocorrelated or homogeneous (Enders, 1995:239).
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Unit Root Test with Structural Break
Narayan and Popp (2010) develop a novel unit root test with two structural breaks
in level and trend. Since unit root tests with innovation outliers have undesirable properties, they recommend a new unit root test. The test is based on ADF
unit root test, but it solves spurious rejection problem of ADF test by using unobserved components model in data generating process (DGP).
The deterministic component of DGP is (dt) when stochastic component is
(ut). As specified in model 1, deterministic component allows for two structural
breaks in the level. As specified in model 2, deterministic component also allows
for two structural breaks both in level and trend. These equations are as follows:

To determine unknown break dates (T0), Narayan and Popp (2010) use a sequential technique. The null hypothesis is, ρ=1 when the alternative hypothesis
is ρ < 1. They also give critical values of test statistics in the paper in question
(Misra et al., 2015: 6-7).
We use monthly data of 14 sectoral indices and BIST 100 index from the matrix web website. Data covers 2003-2017. The beginning year is chosen as 2003
when capital flows to Turkey started to increase. Series are used in their logarithmic forms and applied ADF and PP unit root tests and Narayan (2010) unit root
test with two structural breaks.
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RESULTS
Results Of Conventional Unit Root Tests
ADF and PP results are given in Table 4. The null hypothesis of unit root cannot be rejected in 3 forms (with constant, with constant and trend, and none).
We cannot reject the nulls for XGMYO at 10% level and XTRZM at 5% level
with equations with constant term. In PP test, the null hypothesis cannot be rejected at 10% level for XGIDA with constant term. Also, all series have unit roots
in equations with constant and trend. All series are first differenced stationary.
Table 4: Results of ADF and P.Perron Unit Root Tests
ADF
Series

constant

P.PERRON
Constant and
Trend
None

constant

Constant and
Trend
None

BİST100

-2.085

-2.826

2.049

-2.090

-2.855

-2.050

XBLSM

-0.546

-1.864

1.337

-0.712

2-.132

1.218

XGMYO

-2.613*

-2.800

1.065

-2.594*

-2.780

2.009

XGIDA

-2.416

-2.504

2.172

-2.669*

-3.137

2.336

XUHIZ

-1.694

-2.489

2.713

-1.751

-2.413

2.973

XHOLD

-1.888

-2.916

1.484

-1.889

-3.022

1.448

XILTM

-2.358

-2.582

1.456

-2.387

-2.421

1.685

XUMAL

-2.550

-2.770

1.648

-2.550

-2.579

1.645

XMANA

-0.843

-2.332

1.587

-0.950

-2.517

1.564

XSGRT

-2.035

-2.681

1.766

-2.038

-2.714

1.717

XUSIN

-1.281

-2.837

2.542

-1.295

-2.979

2.423

XUTEK

0.819

-1.411

2.385

0.514

-1.761

2.040

XTESK

-0.033

-2.281

1.751

-0.160

-2.369

1.631

XTRZM

-3.118**

-2.876

0.978

-3.140**

-2.922

0.899

XULAS

-0.405

-2.419

1.885

-0.578

-2.756

1.746

* 10 % , ** 5% ,*** 1 % Significant Level
Significant
Constant
Level

Constant and
Trend
None

1%

-3.466

-4.010

5%

-2.877

-3.435

-1.942

10%

-2.575

-3.141

-1.615
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As a result, when we use conventional unit root tests, all series are integrated in
the first order and have random walk behavior. Then, we can say that national
and other sectoral indices are efficient in weak form.

Results Of Unit Root Test With Structural Break
Conventional unit root tests can give wrong results in case of structural breaks
(Perron, 1989). Therefore, Perron (1989) developed the ADF unit root test by
adding a dummy variable that is intuitively determined for breaks in series (Kasman and Kurkulak, 2007). These tests criticized the fact that breaks are external. Thus, all series are tested using NP unit root test with two structural breaks,
both for model A (break-in level) and model C (break-in level and trend). Results from NP test are given in Table 5;
Table 5: Result of Narayan and Popp Two Break Result Model A
SERİES

MODEL A

BREAK DATE

BİST100

-4.589 (1)**

11.07/01.04

XBLSM

-4.443 (2)**

11.07/05.09

XGMYO

-4.769 (2)**

07.08/02.09

XGIDA

-4.400 (1)*

11.07/05.15

XUHIZ

-3.808 (1)

05.05/12.14

XHOLD

-5.460 (1)***

07.08/02.09

XILTM

-3.875 (1)

12.09/06.15

XUMAL

-4.509 (1)**

11.07/01.14

XMANA

-6.869 (2)***

07.08/10.09

XSGRT

-5.430 (1)***

03.05/07.08

XUSIN

-5.270 (2)***

07.08/02.09

XUTEK

-4.323 (2)**

09.07/06.09

XTESK

-4.768 (2)**

11.07/03.09

XTRZM

-4.248 (2)*

03.05/11.07

XULAS

-4.310 (1)*

02.09/08.12

Notes: The 1%, 5%, 10% critical values for the model A are -4.958, -4.316, -3.980
*,**,*** denote statistical significance at the 10%, 5%, 1%.
259

WEAK FORM EFFICIENCY ON TURKISH STOCK MARKET: SECTORAL ANALYSIS ON ISE
Bekir KÖROĞLU

According to table 5, the hypothesis of a structural break for model A (level) is
rejected for 13 indexes excluding services and communication sectors. Therefore,
series generally do not have unit roots under structural break. But, indices of services and communication sectors have unit-roots.
Table 6: Result of Narayan and Popp Two Break Result Model C
SERİES

MODEL C

BREAK DATE

BİST100

-5.813 (1)***

05.07/02.09

XBLSM

-5.398 (2)**

11.07/04.02

XGMYO

-5.479 (2)**

07.05/05.09

XGIDA

-5.353 (1)**

11.07/12.12

XUHIZ

-4.754 (1)*

03.07/01.09

XHOLD

-6.429 (1)***

05.07/02.09

XILTM

-5.910 (1)***

03.05/05.15

XUMAL

-5.860 (1)***

05.07/02.09

XMANA

-8.752 (2)***

07.08/02.09

XSGRT

-5.910 (1)***

05.07/02.09

XUSIN

-5.675 (2)***

05.07/02.09

XUTEK

-4.946 (2)**

11.07/01.13

XTESK

-4.652 (2)*

11.07/09.11

XTRZM

-4.526 (2)

03.05/06.08

XULAS

-4.384 (0)

06.09/01.13

Notes: The 1%, 5%, 10% critical values for the model a are -4.958, -4.316, -3.980
*,**,*** denote statistical significance at the 10%, 5%, 1%.

Results for model C (level and trend) gives likewise results to model A. According to table 6, tourism and transportation sectors have unit roots under the structural break. Null hypotheses are rejected for other series and they are stationary

CONCLUSION AND POLICY IMPLICATIONS
In this study, using the national 100 index and the other 14 sector indices using 2003-2017 monthly data, it is tested whether the indices are in weak form
or not. In the first step, conventional unit root tests ADF and PP tests are implemented. According to the results, the national 100 index and other sectoral
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indices are integrated in the first order in equations with constant and, constant
and trend. This means that series have random walk and over-normal returns
and arbitrage are impossible.
When we look at the results from the unit root test with structural breaks, it is
seen that series generally do not have random walk and series are integrated into
their levels. Thus, there are extra profit and arbitrage possibilities in the national
100 index and other indices without unit-roots. However, series of tourism and
transportation sectors are found efficient in the weak form for both conventional
unit root tests and unit root tests with structural breaks. In these sectors, it is not
possible to earn over-normal gains. Since price movements are not random, it is
possible to provide additional earnings using past price movements.
The ineffectiveness of the national index and sectoral indices will lead to a decline in the trend for stock market and savers will be able to move to more efficient markets.
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REVERSE MORTGAGE SYSTEM
AND ITS APPLICABILITY IN
TURKEY – TRABZON CASE1

Murat BERBEROĞLU2, Osman KARAMUSTAFA3
INTRODUCTION
Financial institutions make an effort in utilizing all the values in the market to
maintain their activities and gain more yields. One of those values in the market involves the housing owned by people over a certain age. This type of financial practice has been initiated in order to include the values of these houses back
into the financial system.
The reverse mortgage can provide the homeowners with loans secured against the
equity in his/her house. Although reverse mortgage does not require the homeowner to make any payments, the entire amount of loan balance is rendered repayable when the borrower passes away, moves permanently to another location
(Chou et al., 2006: 717).
In a broader sense, the reverse mortgage is defined as the system that is used to
provide cash to elderly homeowners with a cash shortage, or those in need of cash
or do not cover their monthly payments. According to this system, the homeowner requesting a loan receives a loan at the calculated value of his house and
does not have to repay the loan. Because the loan amount is deducted from the
value of the house. Interest is also applied to this loan. Nonetheless, these interest amounts are not repayable, and they are also deducted from the calculated
value of the house. The loan borrower remains in the same house. Even if the
loan amount is equal to the value of the house, the borrower can reside in that
house until the end of his/her life with no repayment of the loan. In order for
1

2
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the bank to recover its loan, either the owner of the house has to die or permanently move to another residence.
The age limits determined to take advantage of the system vary according to countries. The minimum age limits are 55 in Canada, 60 in Australia, 62 in the UK
and USA, and 70 in Spain (Gonçalves and Bravo, 2018: 12).
Moreover, financial institutions are able to derive and sell securities contingent
upon the mortgage of the house similar to the mortgage loan system. This enables financial institutions to generate new resources. Those newly generated resources can be used again in funding a house (mortgage or reverse mortgage) to
help to create a cycle of bank money.
When the borrower dies or permanently moves to another residence, the total
loan amount becomes repayable with interest. This payment is based on the income obtained from the sale of the house. If the value of the house is not sufficient to cover the amount of the loan, the guardians are not applied for the remaining part. This risk must be incurred by the bank. If the value of the house
exceeds the loan amount, the house is sold and the remaining portion is given
to the custodians after the bank loan is paid in full (Merrill et al., 1994: 258;
Chou et al., 2006: 717)
Although the reverse mortgage system has not been implemented in Turkey yet,
after the transition to the mortgage system, it has been wondered whether or not
the current social and economic structure is suitable for the application of reverse
mortgage system and this issue has been tried to be investigated. It is considered
that this research study may be important in terms of determining whether or
not such a system is appropriate for the structure of the society and which groups
are more relevant, and this may be a guide for financial institutions throughout
the implementation of the system.

CONCEPTUAL FRAMEWORK
Objective, Importance, and Hypotheses of the Research
The mortgage system has been implemented in financial markets in the world for
nearly a hundred years and has been recently introduced in Turkey and the first
data about this issue have begun to be collected from the market. The occurrence
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of the financial crisis immediately after the implementation of the system normally prevented this data from being positive in the first place.
This study aims to investigate the approach and the applicability of this system in
the case of the existence of reverse mortgage which emerged in 1980 in America
and began to be applied by other developed countries, except Turkey.
In this research study, individuals’ perception of the system and the applicability
of the system are tried to be examined by determining possible demand for the
system. In addition, it is tried to examine what the expectations might be once
the system is implemented. This information is crucial for determining financial
markets and economic policies in the future.
In the light of these explanations, the hypotheses of the research are as follows;
H1: Individuals’ ages are effective on the levels of their demand for reverse mortgage system in differentiating according to various demographic and economic
characteristics.
H2: Demand levels for the reverse mortgage system would be effective in differentiating demographic and economic characteristics under the assumption that
individuals are over fifty-five years of age.

Related Literature Review
The relationship between demand for the reverse mortgage and demographic
characteristics such as age, housing type, ethnic identity, and regional factors was
investigated in the study conducted at Cornell University in May 1999. According to this study, never-married, divorced, widowed homeowners or separated
women, African Americans compared to white Americans, households in Northeastern and Southern urban suburbs; and those who do not receive public assistance were found to be more interested in reverse mortgage (Kutty, 1999: 2).
Chia and Tsui (2005) investigated the applicability of the reverse mortgage system in Singapore. According to the results of the research study, the majority of
the elderly people in the community live with their working children. This makes
them reluctant to utilize the system.
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An applied study conducted in Hong Kong in 2006 aimed to investigate the demands of people between 45-59 years of age for reverse mortgage loans. As a result of the analysis, it was emphasized that the most crucial factor affecting the
demand for a reverse mortgage loan was childlessness. Furthermore, it is believed
that if the economic situation in China continues in this way, the demand for
these loans may be high after 10 or 20 years (Chou et al., 2006: 723).
Abdioğlu (2007 and 2008) tried to explain the risks to which the lenders are vulnerable by specifying the advantages and disadvantages of the reverse mortgage
system. It was also stated that the system would be very useful in the current situation due to Turkey’s culture.
In a study aimed at determining reverse mortgage risks; such factors as the borrower’s age/gender (the remaining average life of the borrower is estimated by
both factors), the current value of the house, the expectation of the average price
increase of the house until the borrower’s death, the location of the house, and
the interest rate were found to be effective. According to these variables, it was
argued that the current studies could not come up with sufficient solutions. Accordingly, there are three main risks in reverse mortgage pricing; such as crossover risk, tenure risk, and home-value risk (Tobias et al., 2008: 4).
Wang and Kim (2014) examined the reverse mortgage system in Shanghai, China.
They concluded that the reverse mortgage system would significantly improve the
quality of life for the elder citizens.
Li and Walsh (2015) studied the homeowners’ willingness to trade their houses for
their pensions in the reverse mortgage system in the Yunnan Province of China.
As a result of the study, it was concluded that people do not have sufficient demand for this policy.
Gonçalves and Bravo (2018) examined the impact of the reverse mortgage in Portugal. It is stated that the system is important for Portugal, which has an aging
population. As a result, the faster growth of the markets can benefit both homeowners and investors. Moreover, it was determined that in order for the system
to develop, consumers’ financial literacy should be increased and the government
should implement the system properly.
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Şekeroğlu (2019) explicated the feasibility of the reverse mortgage system in Turkey. As a result of the study, it was stated that the inheritance culture in the country would lead to lower demand for the system. In addition, it was asserted that
in order to utilize the system in a functional way, society should be informed
and encouraged.

Research Methodology
So far, two methods have been applied in the world in terms of investigating reverse mortgage. The first of these involves research studies conducted in the form
of analysis of annual changes such as time-series analysis by obtaining data about
the reverse mortgage loans used from related sources. The second one involves applied research studies conducted with the data collected using the survey method.
Due to the lack of reverse mortgage applications, related data of the past years not
are available for Turkey. Therefore, the survey method is used compulsorily. An applied research study conducted on a reverse mortgage in Hong Kong (Chou et al.,
2006: 724) was utilized in preparing the questions in the survey. The first group
is asked to respond to demographic questions and demographic categorization of
the sample is ensured. In the second part, questions are asked about reverse mortgage and the public approach and potential demand are tried to be determined.

Research Sampling
In line with the aim of the study, the main population is identified as families residing in Trabzon city center (Ortahisar District). As a result of research conducted
by data obtained from various sources, the population of Trabzon city center is
estimated to be approximately 300 thousand as of 2008. Therefore, with the assumption that a nuclear family consists of 4 people on average, the population
size is determined as 300.000 / 4 = 75.000.
The simple random sampling method is used for sample selection. In the sample,
it is noticed that only one person from each family is designated. In addition, attention is paid to the fact that individuals in the sample are over 20 years of age.
There is a wide variety of opinions on determining the number of samples. Different sample sizes are required for different analyses. For instance, the sample size
required in the regression analysis should be more than 100, (50 at minimum) if
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possible. Furthermore, the sample size should not be less than 5 times the number of questions used in the survey (Albayrak, 2006: 112). In addition, according to the sample size table of different population sizes and error levels required
by Baş (2006), it can be assumed that if the population size is 100 thousand, 245
surveys questionnaires would be sufficient according to 5% error margin (Baş,
2006: 47). Considering that the minimum number of 100 required for the regression analysis to be performed and the number of samples should be at least
5 times the number of questions in the survey, it can be said that 265 (53 * 5)
questionnaires would be sufficient in the study.

Data Analysis
A total of 500 questionnaires are distributed during the data collection and 353
of them are retrieved. 300 of these 353 questionnaires are accepted as valid and
the analysis results are determined according to 300 questionnaires. Within the
framework of the above calculations, it can be said that the obtained sample (n
= 300) is sufficient to perform the analyses in the study.
Upon considering the demographic characteristics of the population in the study,
70% of the sample consists of males and 30% of females. This difference stems
from the fact that male individuals exist in economic life more than female individuals, whereas female individuals stay at home as housewives and the livelihood of the house is mostly provided by male individuals. This may indicate that
men are more active in purchasing housing than women. If the sample is examined according to age groups, the age group of 20-34 constitutes 60.7% of the
population, the age group of 35-48 constitutes 27%, and those who are over 48
years of age constitute 12.3% of the population.
According to marital status, 63.3% of the sample are married, 35% are single,
and 1.6% are widows. In the study, the impact of marital status on the desire to
own a house with a loan is examined below. Moreover, the occupational status
and educational structure of the society are indicated in the table below, and it
is examined whether or not these variables would have an impact on the desire
to buy a house with a loan.
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Table 1. Table of Demographic Features
Variables

Frequency

Ratio (%)

Gender

Variables

Frequency

Ratio (%)

Married

190

63,3

Single

105

35

5

1,6

Marital Status

Female

90

30

Male

220

70

Divorced
Age

Education

20-27 age group

83

27,7

Primary school

10

3,3

28-34 age group

99

33,0

Secondary School

13

4,3

35-41 age group

48

16,0

High School

69

23

42-48 age group

33

11,0

Associate Degree

23

7,7

49-54 age group

26

8,7

Bachelor’s degree

151

50,3

55 years and older

11

3,7

Postgraduate

34

11,3
46

Living

Number of Children

Living alone

27

9

None

138

Living with family

255

85

One

60

20

Living with friends

10

3,3

Two

64

21,3

Other

8

2,7

Three

32

10,7

Four and Up

6

2

Demand for Reverse Mortgage Loans
In the case of reverse mortgage applications in Turkey, the potential demand for
the system is tried to be examined. The minimum age required to participate
in this system varies around the world. Upon considering the average life expectancy in Turkey, it can be stated that the lower limit can be 55. From this point
of view, first of all, the individuals’ potential demands for a reverse mortgage loan
at their current age are examined. Secondly, the reverse mortgage loan is analyzed on the assumption that individuals are fifty-five years old. Before conducting the surveys, the reverse mortgage is thoroughly explained to the society and
then the questions are asked.
43.7% of the study sample responds “definitely no” to the question of whether
or not individuals would prefer to benefit from this system if it was feasible in
Turkey, whereas 22% responds “probably no”. 22.7% of respondents state that
“maybe they would”, whereas 11.6% claim that “they certainly would”.
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45% of the individuals respond “definitely no” to the question whether or not
“they would like to benefit from the system considering that they are over 55
years of age”; whereas 25.3% respond “probably no”. The respondents who reply
“perhaps” account for 21.3% of the population, whereas 8.3% respond “probability yes” or “certainly yes”.
In addition, 88% of those who would like to benefit from this system prefer to
make payments to the lender on a monthly basis. The remaining portion prefers
the annual payment option.
Table 2. Frequency Table of the Demand for Reverse Mortgage
Variables

Frequency

Ratio (%)

Demand Possibility
Absolute No
Probably No
Maybe
Probably Yes
Definitely Yes

131
66
68
28
7

43,7
22,0
22,7
9,3
2,3

135
76
64
19
6

45
25,3
21,3
6,3
2,0

118
15

88
12

Demand Possibility after 55 Years
Absolute No
Probably No
Maybe
Probably Yes
Definitely Yes
Payment Method
Monthly
Yearly

Analysis of Variables in terms of Demand for Reverse Mortgage
Loan
Demand by Current Age
The analysis also tries to investigate whether or not there is a difference between
the groups of other variables in terms of demand for reverse mortgage loans. To
this end, One-way ANOVA and t-test are utilized.
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In the performed ANOVA test, a significant level of difference is found between
the groups in terms of demand variable for a reverse mortgage loan in total savings (P: 0.039), monthly credit card payment (P: 0.015) and livelihood (P: 0.038)
variables. Dunnett’s T3 value and Tukey posthoc values are used in the analysis
of variables with significant differences between the groups.
There is no difference between the groups of other variables examined in the
analysis in terms of demand for a reverse mortgage loan. The table related to the
analysis is presented below.
Table 3. ANOVA Results of Demand for Reverse Mortgage
Factors Affecting Demand for Reverse Mortgage Loan
F

Significance Level ( P )

Age Groups

0,738

0,595*

Marital Status

0,063

0,939*

Working Condition

1,161

0,328*

Job

1,557

0,200*

Operation Time

0,639

0,699*

Education Level

0,556

0,733*

Number of children

0,523

0,759*

Paid Rental Level

0,550

0,770*

Total Amount of Savings

3,275

0,039*

Monthly Credit Card Payment

4,286

0,015*

Total Dept Amount

0,778

0,637*

Subsistence Level

2,579

0,038*

Family Structure

1,400

0,248*

Location of the house

0,528

0,663*

* P < 0,05

Table 4 indicates the total amount of savings variable, which is the first of the
variables with significant differences among the groups. Accordingly, the group
that has accumulated between 20.001-50.000TL is more interested in reverse
mortgage loans than other groups.
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Table 4. Total Amount of Savings ANOVA Table
Total Amount of Savings
20.000₺ or less
Between 20.001-50.000₺
50.001₺ or more

Mean of The Group

SD

2,07b
1,41a
2,24b

1,124
0,712
1,154

ANOVA
F
P
3,275

0,039

a: First group; b: Second group

The difference between the monthly credit card payment groups is given in Table 5. Accordingly, the interest of those who have a monthly credit card payment
amount of higher than 2.000TL toward reverse mortgage loan is determined to
be higher than the other two groups.
Table 5. Monthly Credit Card Payment ANOVA Table
Monthly Credit Card
Payment
No Credit Card
2000₺ or less payment
2001₺ or more payment

Mean of The
Group
1,80a
2,05a
2,71b

ANOVA

SD
1,040
1,103
1,312

F

P

4,286

0,015

a: First group; b: Second group

The analysis results of the subsistence level analysis, which exhibited a significant
difference between the groups, are presented in Table 6. Accordingly, those who
are provided with very comfortable living conditions are more willing to utilize
reverse mortgage loans than other groups.
Table 6. Subsistence Level Groups ANOVA Table
Subsistence Level
Forced Living
We have a little difficulty
Enough
We live little comfortably
We live very comfortably
a: First group; b: Second group
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Mean of the Group

SD

1,94a
2,25*
1,99a
1,88a
2,77b

1,068
1,111
1,040
1,141
1,423

ANOVA
F

P

2,579

0,038
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Besides the ANOVA analysis, t-test is performed for the analysis of bivariate variables. According to the analysis shown in Table 7, the variables with significant
differences between the groups are determined as monthly income (P: 0.029) and
the total amount of deposits (P: 0.017). According to the test results, the group
whose monthly income varies between 0-750TL is more likely to demand reverse
mortgage loans than the group whose monthly income is higher than 751TL. Furthermore, the interest of the group with total bank deposits between 0-20.000TL
in the reverse mortgage loan to the reverse mortgage loan is determined to be
higher than the ones having more than 20.001 TL in deposits.
Table 7. Demand for Reverse Mortgage T-Test Results
Factors Affecting Demand for Reverse Mortgage Loan
Mean

t

P

Gender

-1,264

0,183

Using Real Estate Loan

-1,392

0,165

2,197

0,029

2,500

0,017

Monthly Income
750₺ or less

2,32

751₺ or more

1,97

Total Deposits
20.000₺ or less

2,09

20.001₺ or more

1,64

Potential Demand for Reverse Mortgage Loan by Assuming
Individuals to be 55 Years of Age
In the last part of the analysis, it is tried to measure the possible demands of the
individuals for reverse mortgage loan assuming that they are 55 years old. In this
part of the analysis, ANOVA and t-test methods are used to investigate the differences between the groups of variables.
According to the ANOVA test results presented in Table 8, there is a significant
difference between the groups of monthly income (P: 0.035) and bank deposits (P: 0.049) in terms of demand for reverse mortgage system. No difference is
detected between the groups of other variables. In addition, Dunnett’s T3 and
Tukey posthoc values are used to evaluate the analyses.
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Table 8. 55-Year-Old Demand for Reverse Mortgage ANOVA Results
Factors Affecting Demand for Reverse Mortgage Loan
F

Significance Level ( P )

Marital Status

0,542

0,582*

Working Condition

1,384

0,240*

Job

0,611

0,608*

Operation Time

0,359

0,904*

Education Level

0,232

0,949*

Number of children

0,804

0,525*

Paid Rental level

0,940

0,466*

Monthly income level

3,398

0,035*

Bank Deposit

3,052

0,049*

Total Amount of Savings

1,342

0,238*

Monthly Credit Card Payment

0,468

0,857*

Total Dept Amount

0,736

0,676*

Subsistence Level

1,442

0,220*

Family Structure

1,420

0,243*

Location of the house

0,143

0,934*

* P < 0,05

In the analysis, in the monthly income variable where there is a significant difference between the groups, it is found that individuals with income levels between
0-750TL per month have a higher demand for reverse mortgage loans than individuals with income exceeding 2000TL per month.
Table 9. Monthly Income Level Groups ANOVA Table
Monthly Income

Mean of The Group

SD

2,24a

1,097

1,90*

1,044

1,77b

0,937

750₺ or less

Between 750-2000₺

2001₺ or more

a: First group; b: Second group
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F

P

3,398

0,035
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Table 10 exhibits the details of the test results regarding the amount of deposits
held by individuals in the bank. Accordingly, it is determined that the income
group with 5.000-20.000 TL deposit in the bank is more willing to use this loan
than the group with more than 20.001 TL deposit.
Table 10. Bank Deposit Groups ANOVA Table
Monthly Income
5000₺ or less

Between 5000-20.000₺

20.001₺ or more

Mean of The Group

ANOVA

SD

1,92*

1,016

2,29a

1,188

1,71b

1,013

F

P

3,052

0,049

a: First group; b: Second group

The t-test results for the two-group variables are presented in Table 11. Accordingly,
only the age group variable is significantly different. According to the results, the
demand for the reverse mortgage system is higher for those over 55 years of age.
Table 11. 55-Year-Old Demand for Reverse Mortgage T-Test Results
Factors Affecting Demand for Reverse Mortgage Loan
Mean

t

P

-2,529

0,012

Gender

0,180

0,857

Using Real Estate Loan

-0,557

0,578

Age
54 years old or less

1,92

55 years old or more

2,73

CONCLUSION AND SUGGESTIONS
Firstly, the approach and demand for this loan at the current age are tried to be
examined. According to the analysis, a large portion of the society does not accept such a loan proposal, whereas 22.7% is undecided. 11.3% looks on the loan
with favour. Although this ratio seems to be low, it can be accepted as significant
since it is a system that is never known in society.
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According to the analysis, those with savings between 0-20.000 TL and those
with more than 50.000 TL in savings are more interested in this loan. The reasons for this are thought to differ for both groups. It can be said that the first
group has the aim of having more savings due to the lack of income. It can be
stated that the income to be obtained for the second group should be used in
different areas. Considering the group with 20.001-50.000TL in savings, it can
be said that their current savings would be sufficient for them and that they do
not need more, and their demand for this loan is lower.
Similarly, it is determined that individuals with less than 20.000 TL in bank deposits have higher demands for this loan. This difference may be due to the lack
of sufficient savings and cash requirements following the age of 55.
The fact that individuals with monthly credit card payments of more than 2000
TL are likely to need more cash may help explain their interest in this loan.
The fact that those who have low incomes (0-750TL) in the current economic
conditions need additional resources since it is difficult to subsist on with this income explains the reason for their interest in this loan.
In terms of demand for reverse mortgage loans, livelihood level is also an important variable. In this part, contrary to expectations, those who can attain very
comfortable living conditions are more likely to utilize reverse mortgage loans
than other groups.
Within the analysis, the approach and demand for this loan are also examined according to the assumption that the lower age limit of 55, which we think would
be suitable for the implementation of reverse mortgage loans in the world, is appropriate.
In this analysis, it is seen that the monthly income group is an important variable affecting demand. Accordingly, it is determined that the demands of the individuals with low-income levels (0-750TL) due to the need for additional income are higher than of the higher-income group.
In addition, it can be said that individuals over 55 years of age tend to demand
more of this loan in order to earn additional income and that they do not have
many alternatives for earning additional income beyond this age limit.
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It can be said that the group whose bank deposits vary between 5.000-20.000 TL
is due to the fact that the demand for the loan is higher than of the group with
high-level deposits and that they do not find this savings sufficient to guarantee
the subsistence of individuals.
In addition to the above information, the majority of those who demand this
loan in relation to the payment method of the reverse mortgage loan prefer to
borrow the loan on a monthly basis.
Consequently, if the necessary system infrastructure is established and the people of Turkey are brought in accordance with their demographic characteristics,
it can be considered as applicable within the medium- and long-term. Furthermore, with the implementation of this system, problems of the individuals over
a certain age due to possible economic difficulties may be prevented. Along with
the application, it can be ensured that the values that are outside the economy
are included in the financial cycle.
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ARE FISCAL RULES SUCCESSFUL
TO PROVIDE FISCAL DISCIPLINE?
(THE EXPERIENCES OF SELECTED
DEVELOPING COUNTRIES)
Derya SARAÇOĞLU1, Hakan GÜNEŞ2
INTRODUCTION
First theoretical framework about fiscal rules started to be formed with the debates of constitutional economics in the end of 1970s and the beginning of 1980s.
Constitutional economics has aimed to repress political authority in the stages of
the determination and implementation of economic policies by disciplining and
it has a structure to overlook the preferences and economic policies of political
power in the country as well. It is not so possible to implement this kind of a
policy since it will not be accepted by political powers. Since the studies of constitutional economics were at a dead end, fiscal rules became a significant option
for making up the deficiency of these studies and providing the corrupted fiscal
discipline. These rules began to be implemented in several countries with various ways after the 1990s.
Nowadays, the fiscal rules have been applied in several developing and developed
countries for providing the sustainability of fiscal stability and decreasing the deficits of public sector. Grounded on legal or constitutional base, the implementation of fiscal rules for providing the fiscal discipline play a fundamental role. In
this study, the role of fiscal rules for providing the fiscal discipline by approaching developing countries that at least applied one fiscal rules among the years of
1985-2015 has been analyzed with the panel data analysis method. Firstly, the
significance of the concept of fiscal discipline has been mentioned by approaching the concept itself. Then, the role of fiscal rules for providing fiscal discipline has been analyzed in terms of theoretical and conceptual ways. Finally, by
1
2
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approaching the developing countries that applied at least one fiscal rule among
the years of 1985-2015, the execution of fiscal rules on fiscal discipline has been
analyzed empirically.

THE CONCEPT OF FİSCAL DISCIPLINE AND ITS
SIGNIFICANCE
Although there are different type of definitions of fiscal discipline, it can be generally expressed as the balance of all public revenues and expenditures. In other
words, it is the provision of balanced budget in all public institutions and organizations. In the strict sense, fiscal discipline is a deliberative budget deficit and
the maintenance of debt levels (Yar, 2014; 4). Fiscal discipline is one of the preconditions to provide economic stability. In this regard, providing the fiscal discipline has importance in 4 aspects (Hemming, 2003: 3).
• First and foremost, is a strong public finance for a macro-economic
• Second, is that the activity of monetary policy cannot be restricted due to balancing the consequences of a loose fiscal policy.
• Third, is that fiscal discipline provides resource allocation for the policy-makers and it enables these policy-makers to take the productivity of a better tax
system and expenditure programs in terms of economic growth.
• Fourth, is to provide fiscal discipline in order to adapt both foreseeable and
unforeseen fiscal pressures.
Fiscal discipline can be described as the balance of public revenues and expenditures. However, in case that public expenditures are more than public revenues,
the debt burdens emerge as a result of domestic and foreign debts for the finance
of budget deficit due to unbalanced public finance. Therefore, this causes the phenomenon of “fiscal indiscipline” in the state (Gökalp and Avci, 2002: 1). There
are several factors that cause fiscal indiscipline. While some of these factors affect
in a way of deduction of public revenues, some of them have an impact in a way
of increase of public expenditures and some of them has a bidirectional effect
as well. Fiscal indiscipline differs from developed countries to developing countries. In developed countries, the heavy increase of people who benefit from public services and the perception of benefitting from public services as a bounden
duty of the state have been originated from social security spending, the emergence of structural unemployment and the decline of productivity growth. In the
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developing countries, on the other hand, mostly fiscal discipline has originated
from economic, structural, political and institutional reasons (Günay, 2006: 82).
The most significant reason of fiscal indiscipline is political corruption. Public officials abuse their duty for the sake of individual but illegal interests (Gökalp and
Avcı, 2002: 1). Due to the political corruption-centric increase of public expenditures by governments and bureaucrats recklessly, applying both domestic and
foreign debts as much as they want and arbitrary usage of their power of taxation,
fiscal indiscipline emerges as a result (Yar, 2014: 27). Political instabilities are one
of the most significant reasons for fiscal indiscipline. Fiscal policies has a characteristic of less and less countercyclical especially during the election periods and
before the election, budget deficits increase. In his study, Kramer (1971) studied
the economic determinants of the congress election of USA and it was expressed
that the political fluctuations were the reason for macro-economic fluctuations
as well because of heavy and expansionary economic policies of politicians in order to be elected again (Erdem and İlgün, 2017: 5).

THEORETİCAL FRAMEWORK OF FISCAL RULES
“Fiscal rules” or “rule-based fiscal policies” have been expressed as the determination of constant quantitative targets, limitations and principles in order to provide macro-economic stability and fiscal sustainability in both developed and
developing countries and they rapidly become widespread (Aktan et al., 2010;
46; Güneş, 2018: 7; Yar, 2014; 37). In the simplest form, fiscal rules have been
defined as “limitations and regulations to the tools of fiscal policy such as budget, tax, expenditure and borrow”, however, there are various definitions of this
concept in the literature (Yar, 2014; 37). Some of these definitions are as below.
• Fiscal rules are to impose long-term restrictions on the fiscal policies through
quantitative limitations on budgetary policies (Kopits and Skymansky, 1998: 2)
• Fiscal rules are “legal restrictions on fiscal variables or imposed constant limitations on fiscal policies” (Schaechter et al., 2012; 5).
• Fiscal rules include a series of relevant rules and regulations for the implementation, approval and preparation of public budgets and involve the institutions
during the budgeting process (Alesina and Perotti, 1999: 3)
283

ARE FISCAL RULES SUCCESSFUL TO PROVIDE FISCAL DISCIPLINE?
Derya SARAÇOĞLU, Hakan GÜNEŞ

The reasons for implementing fiscal rules can be sorted as providing the fiscal discipline and macro-economic stability, supporting the fiscal and economic policies,
and removing the negative effects of policies originating from political populism.
Furthermore, the novelties of fiscal rules in reference to the reports that provide
transparency in the executions of fiscal policies take part among the reasons of
basic implementation tools (Yar, 2014; 41; Güneş, 2019: 582).
Fiscal rules should be prepared with proper priorities, be implemented resolutely
and the results of implementation should be supervised properly in order for the
expected purposes and benefits from fiscal rules to emerge. In this respect, the
debates about what are the optimal characteristics of fiscal rules have become a
current issue in literature. According to Biraschi (2008), the characteristics that
optimal fiscal rules should hold are in Figure-1.
Figure-1: The characteristics that optimal fiscal rules

Source: Biraschi, 2008: 11
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Fiscal rules can be approached as constitutional-legal; flexible-strict; quantitative-non-quantitative. Quantitative fiscal rules express strict or proportional limitations on the tools of fiscal policies. These are; the rules of public budget, the
rules of public expenditures, the rules of public borrowing and the rules of public
revenues (Drazen, 2002: 1). The best example can be demonstrated to quantitative rules is Maastricht Criteria. Recognizably, the budget deficits of EU-member
countries should not exceed to %3 of GDP rate of country and %60 of government debt stocks.
As it can be seen in Figure-2, quantitative fiscal rules are 4 kinds and these are
the rules of budget, the rules of expenditures, the rules of borrowing and the
rules of revenues. According to the IMF report that was emitted in 2012, commonly used quantitative rules are borrowing and the rules of budget. The rules
of revenues, on the other hand, are the least preferred rules among the quantitative fiscal rules.
Figure-2: The Types of fiscal rules

Source: http://www.imf.org/external/pubs/ft/wp/2012/wp12187.pdf

On the other hand, non-quantitative fiscal rules express the procedural regulations for the efficient implementation of quantitative rules. These are; transparency
(publicity), accountability, the supervision of budgetary executions, multi-annual
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budgeting, the rules that should be followed during budgeting, limitations towards
supplementary budget, and the limitation of open-ended implementations during
the process of budgetary execution (Drazen, 2002: 1; Yar, 2014: 54-55). Nowadays, there are various types of the executions of fiscal rules in terms of both regulation and implementation. While Anglo-Saxon countries, such as Canada, New
Zealand, Australia and United Kingdom, have concentrated on transparency in execution, developing countries, such as Argentina, Brazil, Colombia, Peru and India, generally have centered upon quantitative targets and limits (Kopits, 2001:5).
There are various kind of views about the benefits and inconveniencies of fiscal
rules. The views about the advantages of fiscal rules can be collected under two
topics. First of these is the view that fiscal rules will be a beneficial tool for providing fiscal discipline and its sustainability against the populist tendencies of governments.3 Second is the view that fiscal rules will have positive effects on macro-economic stability, economic growth, and notably, price stability (Fatás and
Mihov, 2006: 102). On the other hand, the views about the inconveniencies of
fiscal rules can be collected under two topics as well. First of these is the view that
the execution of strict quantitative rules will hog-tie the government against the
cyclical fluctuations. The obligation to follow a certain fiscal rule that has been
determined legally and quantitatively during the periods of economic crisis that
governments should take measures immediately can intercept the provision of
fiscal policy (Günaydın and Eser, 2010: 72-73). Moreover, administrative fiscal
policies are acknowledged as a significant tool to decrease the negative effects of
cyclical fluctuations. The second critique against fiscal rules is the view that fiscal rules can only be a good second option, in other words, they cannot be successful without a strong political will that will stand behind these rules, further,
they will cause unnecessary and complicated bureaucratic procedures and they
are not an efficient policy in short term (Güneş, 2018: 56).

EMPIRICAL ANALYSIS
In this part of the study, the role of fiscal rules for providing the fiscal discipline
has been analyzed through the variables of fiscal rule, the variable of fiscal discipline and dummy variables as the indicator of macro-economic performance
belonging to 35 developing countries that implemented at least one fiscal rule
during the period of 1985-2015. Unbalanced panel method with annual data
3

This view propounded under the leadership of Constitutional Economists.
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belonging to the aforementioned period has been used. Three different type of
data set, cross-section, time series and panel data, have been utilized, and fixed
effect models and random effect models have been used in accordance with the
type of data set. Before installing those models, panel root tests have been performed on the purpose of analyzing stabilities of approached variables. The information belonging to the variables that used in the study has been given in Table 1.
Table 1: The information belonging to the variables

Dependent
variable

Variable

Defining

PDS

Public Depts/
GDP

Source
IMF Historical Public Dept
Database
IMF Datamapper

ER
Expenditure
Rules
İndependent
variable

Control
variable

Sample
group

BR

Butget Rules

IMF Datamapper

GRW

GDP Rate

Word Bank Data
Word Development Indicators

INF

Inflation Rate

Word Bank Data
Word Development Indicators

UNE

Unemployment

Word Bank Data
Word Development Indicators

Antigua and Barbuda, Argentina, Ermenia, Bostvana, Bresil,
Bulgaria, Chile, Colombia, Costa Rica, Croatia, Ecvator,
Ecvator Gine, Georgia, Hungary, India, Indonesia, Jamaica,
Malaysia, Malta, Mauritius, Mexican, Montenegro, Namipia,
Pakistan, Panama, Paraguay, Peru, Poland, Romenia, Russia,
Serbia, Sri lanca, Saint kitts, Lusia, Uruguay.

Fiscal discipline has been taken as the dependent variable in the installed model
and the indicator of the rate of general management government debt stock to
GDP has been approached. The rules of e and the rule of budgetary balance, that
have been used in order to examine the impact of fiscal rules on economic variables in literature, have been used as independent variables. The rate of GDP real
growth, the inflation rate of consumer prices and unemployment rate have been
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taken as the control variables. The data that has been used in the study have been
obtained from the databases of IMF Datamapper and Word Bank Data WDI.
Firstly, the descriptive statistics of data set have been made for the approached
data set in the study. Then, the stability of the series has been analyzed by using
panel unit root tests. By installing fixed effects model and random effects model,
the role of fiscal rules for providing the fiscal discipline has been analyzed. Hausman Test has been performed as well in order to select the most effective model
among the installed models.
Table 2: Descriptive statistics about the approached variables of model
Variable

Observation

Average

Satandard
Deviation

Min

Max

PDS

971

55,23

35,31

0,47

289,55

ER

971

0,12

0,33

0

1

BR

971

0,32

0,46

0

1

GRW

956

4,35

7,16

-14,53

149,97

INF

950

47,19

335,46

-17,64

7481,6

UNE

743

9,37

5,27

0,40

37,6

Descriptive statistics about the approached variables of model are in Table 2. It
has been observed that the rate of general management government debt stock
to GDP has the average of 55,23 in the sample countries. While the government
debt stock is minimum 0,47, its maximum value is 289,55. While the average
of the rule of expenditure belonging to 971 observations in the sample group is
0,12, 0 value in this group demonstrates that the rule of expenditures were not
implemented and 1 value in this group determines that the rule of expenditures
were implemented. This rate, on the other hand, is 0,32 in the rules of budget.
Again, 0 and 1 values have the similar role just like the above, 0 demonstrates
that the rules of budget were not implemented, while 1 determines that the rules
were implemented. While the average rate of GDP growth is 4,35, this rate is
minimum -14,53 and maximum 149,97. The average of inflation rate in sample
group of countries is 47,19. This rate differs from -17,64 to 7481,6. The unemployment rate is 9,37 in the sample group. While this value is minimum %4, its
maximum rate is approximately %37.
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Table 3: Panel unit root test results of variables
Variable

Fisher ADF

Im, Perasan and Shin

Dependent
variable

PDS

0,0128**

0,0263**

ER

D

D

İndependent
variable

BR

D

D

GRW

0,0000*

0,0000*

INF

0,0000*

0,0000*

UNE

0,0318**

0,0464**

Control
variable

The unit root tests of variables have been performed through ADF and Im, Pesaran and Shin unit root tests. While the significance level of *% 1 signifies that
the variables did not include unit roots, therefore, they are stable, the variables
did not include unit roots in the significance level of ***% 5 as well and the result is the same, the variables are stable. Dummy variables, on the other hand,
have been demonstrated with D and unit root tests have not been performed to
these variables.
Panel unit root test results belonging to the variables are in Table 3. In the variables that have been examined in Table 3, the whole hypothesis that has been installed for the tests of ADF and IM, Pesaran and Shin has been rejected. Thus,
it can be seen clearly that all the variables did not include unit roots in the value
levels, therefore, they are stable. Ipso facto, the models have been established by
using the values levels of all variables.
Table 4: Correlation matrix belonging to the variables
PDS
PDS

1.0000

ER

-0.0233

ER

BR

GRW

INF

UNE

1.0000

BR

-2.09E-05

0.2611

GRW

-0.3801

-0.0004

1.0000
0.0298

1.0000

INF

-0.0683

-0.0176

-0.0309

-0.1312

1.0000

UNE

0.1603

-0.0212

0.0101

-0.1989

0.0158

1.0000
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Correlation matrix belonging to the variables is in Table 4. When the table has
been examined, it has been observed that there is a negative-oriented relationship between the rule of expenditures and government debt stocks and there is a
relationship between them approximately the level of %2 as well. On the other
hand, there is almost %0 correlation between the rules of budget and government
debt stocks. While there is a negative-oriented and %38 level of correlation between growth rate government debt stocks, the positive correlation in %16 level
has been found between unemployment and public debts.
In the Table 5, government debt stock has been taken as dependent variable. Furthermore, the information about this variable and other variables, such as the rule
of expenditures, the rule of budget, growth rate, inflation rate and unemployment
rate, in the models have been given in Table 5 as well. Firstly, the obtained results through traditional LSM (least squares method) method of model without
taking time and section dimensions of pooled data set into consideration have
been given. Then, fixed effects model and random effects model have been included as well since these models enable to include the differences between countries or the differences, which have been consisted in time, between countries to
the model. Finally, the results of these methods have been given. The statistical
significances of models, as well as the coefficients and marks of variables in reference to the model, take part in here as well. Moreover, the results of conducted
Hausman test for what model will be selected and whether the selected model is
statistically significant are in Table 5 as well.
Table 5: The results of fixed effects model and random effects model
Variables

LSM

Random Effect Model
t-value (p-value)

ER

-8.1108 (0,0074)*

0.8300 (0.4068)

0.2458 (0.8058)

BR

0.2014 (0.9308)

-2.5012 (0.0126)**

-2.1030 (0.0358)**

GRW

-1.3391 (0.0000)*

-3.7372 (0.0002)*

-4.2320 (0.0000)*

INF

0.0002 (0.9392)

1.6476 (0.0999)***

1.3693 (0.1713)

UNE

0.5530 (0.0092)*

5.9310 (0.0000)*

5.0759 (0.0000)*
9.5900 (0.0000)*

C

52.9185 (0.0000)*

13.3078 (0.0000)*

R2

0.0552

0.4986

0.0813

F Test

8.4782 (0.0000)*

18.1106 (0.000)*

12.8401 (0.0000)*

Hausman Test
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When the results of fixed effects model and random effects model have been examined, Hausman Test was made to determine what model will be preferred by
taking them into consideration properly. When the results of Hausman test in
Table 5 have been examined;
H0 : Random Effects Model is convenient
H1 : Fixed Effects Model is convenient
Since the probability value of 19,6874 test statistic is (0,0014)<0,01 through the
above hypotheses, H0 hypothesis is rejected in the significance level of %1. Therefore, the conclusion is that fixed effects model is more suitable than the other.
Firstly, when the constructed model in reference to LSM method in Table 5 has
been examined; it has been observed that the rules of budget and inflation did
not have a statistical significance. Also, it has been detected that there is a statistically negative-oriented relationship between the rule of expenditures and government debt stock in the significance level of %1. It has been concluded that
the executions by reference to the rule of expenditures decrease government debt
stock and they have a huge impact for providing the fiscal discipline.
There is a negative-oriented relationship between the annual growth rate of GDP
and government debt stock in the significance level of %1. Furthermore, growth
decreases government debt stocks and it is effective to provide the fiscal discipline.
It has been detected that there is a positive-oriented relationship between unemployment and government debt stock in the significance level of %1. Since the
increase in unemployment will increase government debt stocks, this will contribute to the disruption of fiscal balance. When the fixed effects model in Table
5 has been examined thoroughly, all the variables in the model except the rule
of expenditures are statistically significant. Moreover, it has been detected that
there is a statistically negative-oriented relationship between the rule of expenditures and government debt stock in the significance level of %5. Since the budgetary executions decrease government debt stock, it has a significant impact for
providing the fiscal discipline.
It has been detected that there is a negative-oriented relationship between the annual growth rate of GDP and government debt stock in the significance level of
%1. Growth decreases government debt stocks and it has been observed that it
291

ARE FISCAL RULES SUCCESSFUL TO PROVIDE FISCAL DISCIPLINE?
Derya SARAÇOĞLU, Hakan GÜNEŞ

is an essential tool to provide the fiscal discipline. It has been detected that there
is a positive-oriented relationship between inflation and government debt stock.
The increase in inflation will increase government debt stocks and therefore, this
will contribute to the disruption of fiscal balance. It has been detected that there
is a positive-oriented relationship between unemployment and government debt
stock in the significance level of %1. Since the increase in unemployment will increase government debt stock, this condition will contribute to the disruption of
fiscal balance as well. The value that expresses the explanatory power of the model
is in the level of %49 in the installed fixed effects model. When the random effects model in Table 5 has been examined, it has been observed that the rules of
expenditures and inflation have no statistical significance in the installed model.
It has been detected that there is a negative-oriented relationship between the rule
of budget and government debt stock in the significance level of %5. The budgetary executions decrease government debt stocks and it has a vital role to play
for providing the fiscal discipline in accordance with this result.
It has been detected that there is a negative-oriented relationship between the annual growth rate of GDP and government debt stock in the significance level of
%1. It has been observed that growth decreases government debt stock and it is
effective for providing the fiscal discipline. It has been confirmed that there is a
positive-oriented relationship between unemployment and government debt stock
in the significance level of %1. The increase in unemployment will increase government debt stock and thus, this will contribute to the disruption of fiscal balance. The value that expresses the explanatory power of the model is in the level
of %8 in the installed fixed effects model.

CONCLUSION
Nowadays, the fiscal rules have been implemented in several developed and developing countries for providing the sustainability of fiscal stability and decreasing public sector deficits. Legal or constitutional-based fiscal rules play a crucial role to provide the fiscal discipline. In this study, developing countries that
at least implement one fiscal rule during the years of 1985-2015 have been approached and the executions of fiscal rules on fiscal discipline have been analyzed.
According to the conclusion of the study; it has been observed that the rules of budget and inflation have no statistical significance in the model. A negative-oriented
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relationship between the rule of expenditures and the annual growth rate of GDP
in the significance level of %1 has been discovered. Also, it has been observed
that the executions by reference to the rule of expenditures and growth decrease
government debt stock and they have a significant impact for providing the fiscal discipline as well. A positive-oriented relationship between unemployment
and government debt stock in the significance level of %1 has been discovered.
Because government debt stocks will be increased by the increase in unemployment, this condition will pave the way for the decay of fiscal balance. A statistically negative-oriented relationship between the rules of budget and growth, and
government debt stock in the significance level of %5 has been discovered. Also,
it has been observed that the executions of budget and growth decrease government debt stock and they have a crucial role to play for providing the fiscal discipline. A positive-oriented relationship between inflation and government debt
stock in the significance level of %10 has been discovered. Because of the increase
of government debt stock due to increase of inflation, this condition will lead to
the decay of fiscal balance. A positive-oriented relationship between unemployment and government debt stock in the significance level of %1 has been discovered. The increase in unemployment will eventually increase government debt
stock and this will result for a contribution to the decay of fiscal balance as well.
To conclude, the executions of fiscal rules belonging to 35 developing countries
that included into the analysis have positive effect for providing the fiscal discipline. This conclusion also gives clues that fiscal discipline could be provided in
Turkey if the rule of budgetary balance and the rule of expenditures would be
implemented.
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DISCRETIONARY FISCAL POLICY
AND FISCAL RULE RELATIONSHIP:
THEORETICAL APPROACH1

Tuğay GÜNEL2
INTRODUCTION
The active use of fiscal policies to ensure economic stability has been through
Keynesian economic policies developed as solutions to the problems caused by
the 1929 Great Depression. Since then, fiscal policies have been used as the main
economic policy tool to achieve macroeconomic targets such as full employment
and price stability until the 1970s. In the 1970s many economic problems like
stagflation, double-digit inflation, and public debts occurred.
Discretionary fiscal policy practices have failed to produce solutions to these problems. This has led to criticism and discussion of the excess of unconstrained policies. Towards the end of the 20th century, the argument that discretionary fiscal
policies should be restricted by fiscal rules was raised. These debates, which first
started in monetary policy, have started to be discussed in fiscal policy. In this
context, the effect of fiscal rules on discretionary fiscal policy practices and their
relationship with discretionary fiscal policy have gained importance.
In this study, the theoretical background of the discussion of rules versus discretion is explained. Secondly, the relationship between fiscal rule and discretionary fiscal policy is discussed by taking into account empirical studies in this field.

DISCRETION VERSUS RULES DEBATES: BACKGROUND
The intellectual and theoretical foundations of fiscal rules consist of discussions
about whether economic policies should be carried out in a discretion manner
1
2
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of Fiscal Rules on the Volatility of Discretionary Fiscal Policy in the European Union”.
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or a rules-based manner. Also known as discretion versus rules in literature, discussions can be grouped in two ways: Accordingly, the first debate on rules versus discretion is a debate made in principle without going into the details of any
rules or system based on discretion. These discussions are called “general discussions”. Secondly, it is the specific area of discussion in which the details of any rule
or discretionary system are made the subject of discussion (Fischer, 1990:1162).
The debate over the dilemma of rules versus discretion first began in the area of
monetary policy. These debates, which began in monetary policy, can be based on
Smith (1776). Adam Smith argued that well-regulated paper money would positively impact economic growth and economic stability. Thornton (1802) stated
that the central bank should be responsible for the stability of the price level and
that this process should be carried out in a transparent and non-discretionary
manner. Ricardo (1824) emphasized that ministers should be given the power to
print money and that the central bank should operate under the guidance of the
rule. Knut Wicksell (1907) and Fisher (1920) proposed to rule on interest rates
and money supply in the early 1990s to avoid money-induced distortions that
led to hyperinflation and depression (Taylor, 2017).
The first systematic suggestion that there should be rules in monetary policy was
made by Simons (1936). Simons proposed that monetary authorities must be restricted by a certain rule to ensure price stability. Accordingly, Simons stated that
rule-based monetary policies are more effective against discretionary policies. He
also argued that well-defined, permanent and legal rules were important for the
continuity of the system based on free enterprise. Friedman (1948) expanded
the scope of the rules versus discretion debate, raising the question of whether
long and unstable delays in the execution of policies would destabilize anti-cyclical policies. In this context, Friedman argued that discretion leads to destabilizing changes in monetary policy, stating that the rate of growth of money must
be constant. Friedman argued in the rules versus discretion debate that rules, in
general, would prevent monetary authorities from being subjected to pressure
from politicians, carry a performance criterion for self-assessment of authority,
and remove uncertainties in economic policy for special agents (Fischer, 1988).
Modigliani (1964) used concepts other than extended and traditional money concepts and conducted empirical testing with 1952-1960 period data to find out
that discretionary systems are superior to rules-based systems. The first criticism of
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Modigliani’s work was made by Attiyeh (1965). He changed Modigliani’s assumptions and tested the same period with the same data, finding that rules-based systems were superior to discretion-based systems. Another criticism of Modigliani’s
work (1964) belongs to Mayer (1967). Mayer (1967) added one and two-period
lags to Modigliani’s model and found different results. Therefore, he stated that
monetary policies based on strict rules have better results than monetary policies based on discretion. In this context, Mayer argued that Modigliani’s conclusion that discretion in monetary policy is better than rules should be rejected.
Turnovsky (1977), who favored discretion in the rules against discretion debate,
argued that discretion-based policies could have the same outcome as rules-based
policies, and suggested that Friedman’s results with the rule that the money supply must grow steadily would also be achieved with discretion-based policies. In
other words, Turnovsky (1977) argued that discretionary policies can be better
than rules-based policies by expressing that both policies can yield the same results.
In the dilemma of rules versus discretion, discussions in the literature focused on
the intentions and abilities of politicians. In this context, the arguments put forward in favor of the rules are based on the fact that politicians have incomplete
knowledge of the economy and prefer inappropriate policy instruments since they
are motivated by interest groups. However, it is possible for politicians to take
into account the lack of information about the economy and also to have good
intentions when deciding on optimal discretionary policies. In this case, there is
no point in defending the explicit defense of politicians’ limitation of movement
flexibility by setting rules (Barro, 1986). Because if a rule can stabilize the economy, politicians can always do so on the basis of their discretion and thus maintain the flexibility to change the rule as necessary
This view of the rules versus discretion was changed by Kydland and Prescott
(1977), who saw the rules as a form of commitment. Kydland and Prescott (1977)
changed the size of the debate by adding the concepts of commitment and dynamic time discrepancy to the discussion of rules versus discretion. Kydland and
Prescott argued that discretionary policies would face the problem of time inconsistency. The problem of time inconsistency is defined as the fact that a policy that is optimal in the current period may not be an optimal policy in the
future and in this case the politicians change the policies they have previously determined. Therefore, the most important way to overcome the problem of time
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inconsistency is to make a firm commitment to the policies to be implemented.
Thus, the effects of surprise shocks in the economy will be minimized as individuals with rational expectations will take their decisions in line with these commitments. Kydland and Prescott argued that making strong commitments to policies
would be the result of policies based on rules. Thus, the problem of time inconsistency caused by discretionary policies will be avoided.
Kydland and Prescott (1977) have made significant contributions to the debate
on rules versus discretion through their work. The first of these contributions is
to emphasize the concept of the time-inconsistency problem and the limitations
of governments that do not commit to compliance with the policies to be implemented in the future. The second is that by addressing the time consistency
problem for committed and non-committed situations, the policies carried out
under commitment create more prosperity than non-committed policies. In other
words, the policies to be implemented with the implementation of strict fiscal
rules in economic management will be dynamically consistent.
Changing previously planned strategies due to the time-inconsistency problem
negatively affects people’s beliefs about their commitment to politicians ‘commitments, disrupting the interaction between public expectations and policymakers’ decisions (Dotsey and Plosser, 2008). In order to avoid problems caused by
time inconsistency, it is up to the commitment to ensure that the policies previously set out will be implemented in the future regardless of the circumstances.
Dotsey and Plosser (2008) defined the concept of commitment as volunteerism
and promise making and also expressed it as being able to keep past promises regardless of the current situation. In this sense, the most important feature of the
commitment is that even in the event of a certain unexpected event in the future,
politicians keep their promises that they will act systematically. In policies based
on discretion, whether politicians keep their promises about their future behavior depends on the preferences of the politicians. In other words, while commitment is a binding contract, discretion is of a nature that the present provisions
do not restrict one’s future actions.
In monetary policy, the general opinion reached by the debate on rules versus
discretion is that rules give better results than discretion. This belief that rules are
more effective in monetary policy has paved the way for such discussions in the
field of fiscal policy. This is because the best implementation of monetary policy
300

Theories and Critics in Economics & Management
Samet Evci, Vikas Arya

and optimal results depend on the implementation of fiscal policy in a manner
consistent with monetary policy.
Since the debate on rules versus discretion started in monetary policy has spread
to the field of fiscal policy, studies on the results of rule practices in fiscal policy have started to be carried out. In this context, Bianchi and Menegatti (2012)
began to apply the concept of time inconsistency in fiscal policy, taking into account the exchange between output and debt stability.
One of the criticisms of the rules in monetary policy is that the rules lack a theoretical infrastructure. For example, According to Van (2000), any policy to be
implemented must be based on valid theoretical principles and verified by theory. If these principles are needed theoretical and empirical foundations, the policy inferences derived in this context are not meaningful. In this respect, rulesbased monetary policies with weak infrastructure should not be applied in the
economy and should be questioned.
Neoclassical economists favor rules in the debate about rules versus discretion, arguing that low inflation and the central bank operate independently of political
influence. Therefore, most economists who adopt rule-based policies are orthodox economists. Heterodox economists, on the other hand, favor discretion-based
monetary policy and advocate that monetary policy should be expansionary. In
this context, supporters of the rule argue that the rules eliminate policy errors by
enabling the central bank to maintain a previously mandated policy, thus stabilizing the economy by playing a role in preventing inflation. Opponents of the rule
state that the rules are inflexible, that their conceptual infrastructure is weak, and
that they cannot prevent policy mistakes because they are not democratic. Therefore, opponents of the rule favor a discretionary monetary policy in which the central bank will react freely according to the situation in the economy (Van, 2000).
Keynesian economists, on the other hand, favor the harmonized use of monetary and fiscal policy instruments in line with the requirements of the economy.
Therefore, they were not in favor of binding economic policies but rather in favor of intervening in the economy when necessary. They also gave politicians the
opportunity to anticipate the instability in the economy and take the necessary
measures through fiscal policy (Aktan et al., 2007:58-61).
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Rising public debts lead to economic debate to adopt rules rather than discretion
in the conduct of fiscal policy. There are many reasons behind the proposals for
restricting fiscal policy. For example, Buchanan and Wagner (1977) suggest that
the government budget should be balanced because of the distortions and costs
implicit in deficit financing.
Fiscal rules can influence expectations for fiscal policy. As expectations for future
financial activities affect the economy, the distinction between expected changes
in the future and current ones is important. That’s because households and firms
when making spending decisions, take into account future economic conditions
and current conditions. The impact of the change in present-day fiscal policy
will depend on how it affects individuals ‘ expectations about future government
spending and taxes (Popa and Codreanu, 2010:4). In other words, where there
are no fiscal rules, economic units are forced to predict what politicians will do.
In this case, the economic units, incorrect estimates may upset the economic balance. The economic policies to be implemented together with the fiscal rule reduce uncertainty in terms of economic units and increase predictability (Aktan
et al., 2007:65). Thus, fiscal rules provide information on the long-term direction of fiscal policy and facilitate the rapid implementation of fiscal policy and
public scrutiny (Gaber et al, 2014: 18).

DISCRETIONARY FISCAL POLICY AND FISCAL RULE
RELATIONSHIP
In line with the realization of macroeconomic objectives, discretionary fiscal policy, defined as the use of financial instruments such as taxes, public expenditures
and borrowing in fiscal policy management, has been widely used in economic
policy after Keynesian though that emerged after the 1929 crisis.
The phenomenon of discretionary fiscal policy, which emerged with Keynesian
though, has continued to be effective despite its application in different composition and intensity until the 1970s. However, the emergence of stagflation and
the failure of the fiscal policies that were effective until this period to find solutions to the stagflation problem led to the pursuit of how fiscal policies could be
implemented in a different way. The basic fact that directs the search is the debate about the rules that restrict the fiscal policies instead of discretionary fiscal
policies will be more effective (Demir and İnan, 2011, 27-31).
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The discretionary fiscal policy is gradually losing its effectiveness and popularity,
and due to the economic problems it creates, substituting discretionary fiscal policies with rule-based fiscal policies constitutes the fundamental dimension of the
relationship between discretionary fiscal policy and fiscal rules. In the literature,
Since studies on the relationship between fiscal rules and voluntary fiscal policy
generally indicate that fiscal rules increase the predictability of discretionary fiscal policies, the sustainability, and stability of discretionary fiscal policies are positively affected by rule-based policies.
Fiscal rules may affect expectations for fiscal policy. As the expectations for future
financial activities affect the economy, the distinction between the expected changes
in the future and the existing changes is important. This is because households
and firms take into account the future economic conditions and current conditions in their spending decisions. The impact of changes in today’s fiscal policy
will depend on how it affects individuals’ expectations about future government
spending and taxes (Popa and Codreanu, 2010, p. 4).
Fiscal rules positively affect the expectations of households and firms as they facilitate the predictability of future actions of politicians. In other words, in the absence of fiscal rules, economic agents have to predict the behavior of politicians.
In this case, incorrect estimation of economic agents may disrupt the economic
balance. Therefore, economic policies to be implemented together with the fiscal rule reduce uncertainty in terms of economic agents and increase predictability (Aktan et al., 2007, p.65). Thus, fiscal rules provide information about the
long-term aspect of fiscal policy and facilitate the rapid implementation and public scrutiny of fiscal policy (Gaber et al., 2014, p. 18).
Another impact of fiscal rules is that it limits fiscal discipline to arbitrary implementation of fiscal policy, thus reducing fiscal deficits and reducing excessive
budget deficits. In the analysis of 2555 cantons in Switzerland covering the period between 1955-1999 and using the panel data method, it was found that financial rules reduce budget deficits by providing fiscal discipline (Krogstrup and
Walti, 2008). In another study conducted to examine the effects of fiscal rules
on the budget deficit, it was concluded that excessive budget deficits would be
prevented by limiting constitutional or legal rules on financial institutions and
politicians (Poterba, 1994).
303

DISCRETIONARY FISCAL POLICY AND FISCAL RULE RELATIONSHIP:
THEORETICAL APPROACH
Tuğay GÜNEL

In a basic study on the effects of fiscal rules on fiscal policy, Fatas and Mihov
(2006) examined how budgetary rules affect fiscal policy outcomes. According
to a study conducted in 48 states in the United States, it was found that strictly
implemented budget rules caused lower fiscal policy volatility and financial constraints reduced the sensitivity of fiscal policy to output shocks.
Moreira (2015), on the other hand, analyzed the financial rules in Brazil based
on the VECM model estimate based on the period 2005-2012. According to
the results of the analysis, it was found that a weak fiscal rule based on the nominal budget deficit had an anti-conjunctive characteristic against domestic borrowing and inflation changes. Furthermore, it was concluded that the pro-conjuncture of the fiscal policy comes to the fore when the discretion component of
fiscal policy is excluded.
Andres and Domenech (2006) investigated the relationship between fiscal rules
and fiscal policy effectiveness as a macro stability instrument. Firstly, the effect
of fiscal policy on output in the short run and the effect on the real interest rate,
investments ,and growth in the long run are examined. They found that both
the effect of discretionary fiscal policy and the effect of automatic stabilizers were
largely influenced by tightly implemented fiscal rules.
Ballabriga and Martinez-Mongoy (2002) investigated the effects of fiscal rules for
EU countries before and after the Economic and Money Union. According to
the results, the fiscal rule makes governments sensitive to debt accumulation in
general and leads to anti-conjunctive fiscal policy implementations. As a result,
it is concluded that debt consolidation has improved and fiscal policies have become more stable in the EU.
In a later study with the European Union, Ayuso-I-Casals et al. (2007) examined
the effect of fiscal rules in the period 1990-2005 using fixed-effect least squares
and instrument variable method. The results confirm the relationship between
numerical fiscal rules and budgetary developments. According to result, fiscal
rules affect fiscal policy, and in particular the relationship between numerical fiscal rules and the stability function of fiscal policy.
Sacchi and Salotti (2015) examined the impact of national fiscal rules on stability using the panel data method with annual data for the period 1985-2012. According to the results, excessive use of discretionary fiscal policy, especially the
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components of public consumption expenditure, further increases both output
and inflation volatility. But when strict fiscal rules are implemented, discretionary
fiscal policy stabilizes output rather than destabilizes it. This result is more easily
achieved by equivalent budget rules rather than spending, revenue, and debt rules
Badinger (2009) examined the relationship between fiscal rule, fiscal policy and
macroeconomic stability for 20 OECD countries by means of cross-section and
panel data analysis. As a result of this review, it was found that the discretionary fiscal policy had a significant impact on the volatility of GDP and its components. Furthermore, the finding that discretionary fiscal policies increase inflation volatility has been reached. In a theoretical study conducted by Dzialo
(2012), it was concluded that fiscal rules increase the credibility of fiscal policies
pursued to reduce the budget deficit, public spending, and public debt, and this
situation provides macroeconomic stability.

CONCLUSION
A policy can be conducted by rules or discretion. Therefore, policy-making frameworks are broadly categorized as either rules or discretion. In a rules framework,
policy- makers must follow a pre-specified plan. Put another way, a policy that
based on rule force policymakers to pursue the same course of action in al circumstances. In a discretionary framework, policymakers have wide latitude to design
the best policy response for the given circumstances. It is stated that such flexibility allows policymakers to respond to unforeseen scenarios.
In the discussion of fiscal rule and discretion, both approaches seem to have advantages and disadvantages. There are also situations where both approaches are
superior to each other. In general, however, it can be said that rules are superior
to discretion because they prevent the arbitrary actions of politicians and ensure
that policies are transparent and predictable. Therefore, the most important feature of a rules-bound policy is that it is predictable. This has a positive effect on
macroeconomic data as it reduces risks in the economy.
The fundamental relationship between rules and policy emerges in this sense. In
other words, fiscal rules enable the effective use of discretionary fiscal policy in
the face of the cyclical situation. Thus, fiscal rules can also provide fiscal discipline as they provide solutions to macroeconomic problems such as budget deficits caused by discretionary fiscal policies. In short, fiscal rules are a solution to
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the predictability and time inconstant of fiscal policy, thus increasing the effectiveness and predictability of fiscal policy.
As a result of the stagflation problem in the 1970s and the problems created by
excessive public deficits in the economy in the 1990s, the debates in monetary
policy have also spread to fiscal policy. Thus, the increasing effectiveness and popularity of discretionary fiscal policy and the substitution of discretionary fiscal policies with rule-based fiscal policies due to the economic problems it presents constitute the most fundamental dimension of the relationship between discretionary
fiscal policy and fiscal rules. Therefore, it can be said that there is a cause-and-effect relationship between discretionary fiscal policies and fiscal rules. In the literature, studies on the relationship between fiscal rules and fiscal policy, it is mentioned that fiscal rules ,in general, increase the predictability of fiscal policies and
positively affect the sustainability and stability of fiscal policies.
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FLAT RATE TAX SYSTEM AND ITS
APPLICATION IN TURKEY
Hayrettin ÇINAKLI1, Bilge DOĞANLI2
INTRODUCTION
Nowadays, a rational tax system needs to be established in order to use economic
resources effectively, to ensure justice in income distribution, to achieve a stable
economic growth process, and in order to succeed at basic economic targets. In
order to achieve the targets stated in the tax reform movements that started in
the 1980s, new tax systems have been tried to be established on the basis of decreasing or flattening the marginal tax rates. With the disintegration of the Soviet
Union, the flat rate income tax system, which has spread in Eastern Europe, remains constant with the tax rate applied to the matrix as income increases. This
tax system, developed by Robert E. Hall and Alvin Rabushka, is based on the
application of taxation at a single rate and for all income sources. In flat-rate income tax, it is argued that this is a consumption-based tax since the part of the
income that goes to saving is not being taxed. While the FRTS provides concepts such as efficiency and justice in the economy, it also brings simplicity to the
tax system. These elements are essential conditions for effective taxation. Looking at the flat rate income tax applications, F-RT system, which was taking effect
in only three countries in 1983, has now been incorporated into economic systems in many different geographies from the Far East, Central-Eastern Europe,
Asia and the English Channel. The positive characteristics of f-rts have become
a good alternative to the increasing-rate tax system, manifesting itself within the
economic structure. The study enabled the evaluation of the FRTS through alternative income tax systems. While examining the examples of countries implementing the F-RT system, the economic conditions of the countries before and
after the implementation were tried to be explained, and after the country assessments, the strengths and weaknesses of F-RT system were compared. Finally,
1
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an analysis of the Turkish tax system and has been referred to the applicability
of the flat tax in Turkey.

ALTERNATIVE SYSTEMS IN INCOME TAX
When the income tax applications are examined, it is observed that comprehensive income tax is the most preferred tax system in the world, but due to the
problems encountered in practice, the countries which have turned to tax reform
have partially or completely left the comprehensive income tax system thus the
interest in alternative tax systems has increased.
In countries that have reformed the comprehensive income tax system: the dual
income tax system, the personal consumption tax system and the F-RT system
appear to be at the forefront.

Comprehensive Income Tax System
In the comprehensive income tax system, the income earned by individuals is
brought together in order to determine the taxable income over the net amounts
of income and earnings thus only one tax is charged (Edizdogan, 1998: 180).
In Turkey, the comprehensive income tax applied in the majority of advanced tax
system is being implemented since 1950. General features of comprehensive income tax are (Mutluer et al., 2005: 4):
• The same tariff applies to all revenues.
• Equal taxation to the same income level.
• Aim to redistribute the income.
• Based in most OECD countries (eg, Germany, Turkey, Spain, UK).
• Provides horizontal equality in taxation
Comprehensive income tax systems are based on the principle of horizontal and
vertical equality: taxpayers with the same income level are equally taxed and taxpayers with higher income levels are taxed more heavily (OECD, 2006: 73). Furthermore in comprehensive income tax, investments are reduced as a result of taxation
of capital at a higher tax rate. This situation affects economic growth negatively.
In addition, comprehensive income tax implementation leads to administrative
turmoil and a high level of administrative and compliance costs (Vural, 2009: 6).
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Dual Income Tax System
With globalization, countries wishing to get more shares from international trade,
money and capital flows have revised their tax systems by widening the tax base
and reducing the highest marginal tax rates. In this process, a group of Scandinavian countries developed a ‘dual income tax’ system, which included low flat rate
on capital income and increased rate on labor income (Çelikkaya, 2010: 121).
Graph 1: Basic Characteristics of the Dual Income Tax

Source: (Shigeki, 2004:3)

In the dual income tax system, income sources are classified as “capital income”
and “labor income. While increasing tariffs are simplified to be applied to labor
revenues, capital revenues are taxed at a relatively lower rate (Tax Council, 2006:
5). In order to be able to solve the problems arising from the taxation of labor
and capital income and to ensure the distribution of the income through the income tax system, the dual income tax system was introduced by some Scandinavian countries (Denmark, Norway, Sweden, Finland) in the early 1990s (Owens, 2000: 20). In the dual income tax system, applying higher tax rates on labor
income than capital income causes taxpayers to change their sources of income
causing tax losses. In addition to that, left-wing political formations think that labor revenues should be protected in taxation and they approach this system from
a distance (Karakurt and Akdemir, 2010: 145).

Personal Expenditure Tax System
Personal expenditure tax is a direct tax type that is charged with increasing rate
tariffs on individuals’ expenditures. In terms of tax justice and taxation, personal
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expenditure taxes are separated from indirect expenditure taxes and rather approach income tax (Aksakal, 1999: 51). Advocates of expenditure tax believe that
this will tax the wealthier more than the middle class. Critics hold the opinion
that consumption tax is an unfair practice and the middle class is using their income to sustain their lives and these people will be directly affected negatively by
taxation (Keleş, 2005: 117).

Flat Rate Income Tax System
The flat-rate income tax system, which arises from the practical problems of the
comprehensive income tax system, is defined as the single-rate tax system taken
on a comprehensive tax base expressed on an income or consumption basis (Vural 2009: 7).

Development of The FRTS Idea
In the middle of the 20th century, Artur Lafer predicted that lowering tax rates
would increase tax revenues. This prediction has been implemented in political campaigns by political circles and in economic programs when they were in
power. In relation to flat rate tax (FRT) studies, Nicholas Kaldor’s study published
in 1956 (An Expenditure Tax) is of great importance (Hacıosmanoğlu, 2006: 4).
Hayek, in his book The Constitution of Liberty (1962), defends the FRTS by
criticizing the increasing rate of income tax. Milton Friedman, Capitalism and
Freedom published in 1962, also proposes a F-RT and furthermore expresses and
underlines this view in his later works (Gercek 1999: 126, Aktan, 1989: 84). The
academic debate in the USA begins with an article published by Robert E. Hall
and Alvin Rabushka in the 1981 Wall Street Journal. The book Straight Tax, written by Robert E. Hall and Alvin Rabushka in 1985, is the most comprehensive
study on the subject (Nicodeme, 2007: 138). A lot of research has been done on
the subject and a draft law was presented by Dick Armey and Richard Shelby in
the USA on 19 July 1995 (Grecu, 2004: 12). While there were a few countries
in Europe that applied F-RT until the 90s, no significant success was achieved
in the reform efforts implemented outside Iceland. As of 2007, now there are
22 countries implementing a FRTS (Paulus and Peichl, 2008: 1). F-RT system
has been implemented in the economies of the country after the Cold War, especially due to the lack of capital, which required foreign investors. Russia, Latvia, Lithuania, Hungary, Estonia, Slovakia, Serbia and Bosnia and Herzegovina
are among the countries that apply flat rate tariffs (Birinci and Akyazı, 2017: 48).
312

Theories and Critics in Economics & Management
Samet Evci, Vikas Arya

Principles of A FRTS
Regardless of the amount of income in the flat-rate income tax, all the revenues
obtained are evaluated together and at once (Browning, 1985: 629). This means
that salary and capital income are equally taxed and the tax reduction is independent of the income level (OECD, 2006: 85). In this tax system, taxes are charged
on the income of individuals and businesses. While individual income is composed of the sum of wages, salaries and pensions, income is not collected from
dividends, interest, rent and other capital gains. And furthermore while a standard family discount is applied to the taxpayers in the system, no exceptions and
discounts are applied regardless.
Business profits are assessed and taxed in terms of corporate tax, while the dividends earned by shareholders of the corporation are taxed as income from securities in terms of income tax (Ferhatoğlu, 2006: 4). While taxing the FRTS,
two postcard-sized forms are used by real persons and businesses. When calculating tax for real persons, total income is written at the beginning of the form,
whereas the standard deducted family allowance and the tax to be paid (the deductions are taken into account) is determined by applying the current tax rate
to the matrix. When the business tax is calculated, the sales revenue of the enterprise is written at the beginning of the form, after deducting the aforementioned
items, the income that can be taxed arises. In an important matter here, if there
are deductible expenses from the previous year, the amount of tax to be paid is
determined by applying 6% (Gercek, 1999: 127). The F-RT system emerges as
an idea to meet the needs of the globalizing economy. After all this system has
some basic characteristics. These features and their benefits to the system are given
below (Mitchell, 2005: 2).
Applying a FRT to all taxpayers and income types included in the system:
A single rate is applied to both income and corporate tax. In all recommendations on F-RT, a single issue is the common point, and this rate is usually less
than 20%. A low flat rate solves the problem of high marginal tax rates by reducing tax penalties against productive behavior such as work, risk taking and entrepreneurship (Mitchell, 2005: 2).
Exclusion of exemptions and exemptions for all revenues: Taxpayers in the upper part
of the society who have a higher income than the other segments try to get rid of
tax burdens by using the exemption and exemption gaps in the system as much
as possible, since they do not want to pay the tax accrued to them in proportion
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to their income. And so this causes the state to lose income. The FRTS recommends practices that can be deducted from tax and even reset the amount of tax
payable for low-income individuals under the name of a minimum subsistence
allowance or a standard discount while removing exemptions (Türkan, 1997: 7).
Getting rid of deductions, exemptions, exceptions and other gaps also enables the
taxpayers to make their tax returns in the size of a postcard by solving the problem of complexity (Mitchell, 2005: 2).
All income taxed at once: The tax base of the institutions consists of the purchase
of capital equipment and payment of fees. Savings and investments are not included in the scope of tax in order to provide benefit for the corporations so that
repetitive tax payments will be prevented and savings and investments are encouraged to contribute to employment (Türkan, 1997: 7).
Maintaining Taxation at a Regional Level: F-RT system is based on the concept
of country-specific taxation, which requires governments to tax income earned
only within national boundaries. In this way, it is ensured that taxpayers and corporations that are avoiding taxation worldwide become competitive on a global
scale (Mitchell, 2005: 2).
F-RT system is family-friendly: All flat tax proposals have a single legal gap. Families receive exemptions within the system according to their family size. For example, a family of four does not pay tax to the state unless the annual income
exceeds the amount specified in the law (Mitchell, 2005: 2).

FLAT RATE INCOME TAX SYSTEM APPLICATIONS
F-RT system promises important privileges such as rapid economic growth, tax
reductions, the elimination of exceptions and exemptions in the tax system, the
prevention of political corruption, and the strengthening of dialogue between tax
administration and taxpayers. Although the theoretical aspect of the F-RT system was introduced by Hall and Rabushka in the 1980s, the implementation of
the tax system began with the disintegration of the Soviet Union. The countries
that left the union declared their independence and started to establish their own
tax systems. These countries, which are members of the former Eastern Bloc or
the Soviet Union, are known as the first practitioners of the FRTS in recent history (Greceu 2004: 12). Table 1 shows the changes in the personal income tax
and corporate tax rates in the countries of the former Eastern Bloc or the Soviet
Union that implement F-RT system.
314

Source: (Vural, 2009:7)

2005

ROMANIA

10-40

2004

2005

2004

SLOVAKIA

UKRAINE

2001

RUSSIA

GEORGIA

10-38

1997

LATVIA

18-40

12-20

12-30

25,10

18-33

1994

LITHUANIA

16-33

PREVIOUS
RATION

1994

Effective
Date

ESTONIA

COUNTRIES

18-40

12-20

10-40

10-38

12-30

25,10

18-33

16-33

CURRENT
RATION

INCREASE

ABOLISHED

INCREASE

REMARKABLE
INCREASE

SLIGHT
INCREASE

SLIGHT
DECREASE

REMARKABLE
INCREASE

SLIGHT
INCREASE

CHANGE IN
EXEMPTION

PERSONAL INCOME TAX

0.25

---

0.25

0.25

0.30

0.25

0.29

0.35

PREVIOUS
RATION

0.16

0.20

0.19

0.19

0.37

0.25

0.29

0.26

0.10

0.10

0.13

-

0.15

-

-

-

CURRENT WITHHOLDING
RATION
TAX ON
DIVIDENDS

CORPORATION TAX

Table 1: Basic Characteristics of the FRTS Applied in Various Countrie

Theories and Critics in Economics & Management
Samet Evci, Vikas Arya

315

FLAT RATE TAX SYSTEM AND ITS APPLICATION IN TURKEY
Hayrettin ÇINAKLI, Bilge DOĞANLI

FRT in Russia
When the pre-2001 situation of the Russian economy is evaluated, it is seen
that inflation has reached high levels due to the increase in total demand and
the application of unrequited emissions (Bartlett, 2002: 2). During Boris Yeltsin
period, according to IMF policies, income tax rates were increased up to 30%
(12%, 20%, 30%) in order to increase tax revenues. As a result, tax revenues did
not increase and there was an increase in tax evasion (Ferhatoğlu, 2006: 7). The
most important reform in the Russian economy was the FRTS implemented on
January 1, 2001 with a 13% tax rate. In the continuation of this reform, Russia,
which reduced corporate tax and VAT rates, achieved significant increases in tax
revenues and GDP with these reductions. has become a country.
After the introduction of the FRTS in income tax, the income tax in Russia increased by 28% in 2001 compared to the previous year, and in 2002 this increase was realized as 20.7%.
In addition, the share of income tax in total tax revenues was 12.1% in 2000,
while this ratio increased to 12.7% in 2001 (Rabushka, 2003: 1). The FRT reform in Russia has been a great success. While the national economy strengthened, tax revenues increased and tax smuggling decreased (Edwards, 2005: 2).

FRT Applications in Europe
When the reforms aimed at improving the market system are evaluated by the
world bank, the reform movements in Slovakia and the enlarged European Union
with its new members take the first place (Keleş, 2005: 119). At this point, it
will be useful to examine the experiences of countries that have recently adopted
FRT in Central and Eastern Europe. Table 2 shows the income tax rates applied
in selected countries.
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Table 2. INCOME TAX RATES İN SELECTED COUNTRİES
COUNTRY

PERSONAL (%)

CORPORATE (%)

FRT APPLICATIONS
ESTONIA

24

24

CROATIA

12

20

LATVIA

25

15

LITHUANIA

33

15

ROMANIA

16

16

RUSSIA

13

24

SERBIA

14

14

SLOVAKIA

19

19

UKRAINE

13

25

COUNTRIES AVE. (D.O.V) 18.8

19.01

OTHER SEGMENTS AND COUNTRIES
CZECK REPUBLIC

32.0

26.0

HONG KONG

16.0

17.5

HUNGARY

38.0

16.0

İRELAND

42.0

12.5

POLAND

40.0

19.0

SINGAPUR

22.0

20.0

40.6

26.6

38.6

39.5

AVRUPA
AVE.
COUNTRIES)

(25

ABD
SOURCE: EDWARDS (2005)

Estonia was the first country in Europe to adopt a FRTS in 1994, setting the
tax rate on income and corporate tax to 26%. (OECD, 2006: 85). Prior to the
1994 tax reform, a three-segment incremental income tax was applied, ranging
from 16% to 33%. With the 1994 tax reform, the FRT tariff of 26% was replaced by the increasing rate tariff.
After Lithuania became independent in 1991, an increasing rate of income tax
tariffs ranging from 18% to 33% was introduced. With the tax reform in 1994,
income tax was accepted as 33% and a F-RT system was adopted (Greenberg,
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2009: 50). The income tax rate has been reduced to 15% today. Corporate tax
rate was left as 29% and gradually this rate was reduced to 15%. Despite the
decrease in tax rates, it is observed that tax revenues increased compared to the
pre-reform period (Yıldız and Geyik, 2019: 174).
In Latvia, flat tax was introduced in 1995 with a 25% tax rate. In order to increase investments, new regulations have been made in the tax system (Ferhatoğlu, 2006: 7). After the reform, the economy recovered and tax revenues increased. In Latvia, GDP increased by an average of 11% per annum and public
revenues by 13% per annum in 1997. Unemployment decreased significantly
(Karayilmazlar and Kargi, 2008: 212).
FRT application in Serbia started in 2003 with a reduction in income and corporate tax to 14%. The economic program implemented in Serbia is based on
macroeconomic stability and growth (Edwards, 2005: 1).
In 2004, Ukraine switched to a FRTS with a 13% tax rate instead of marginal tax
rates of 10-40% in personal income tax. Prior to the F-RT system, the highest tax
rate was 40%, with a 10%, 15%, 20%, 30% five-slice tax tariff (Edwards, 2005: 2).
Slovakia was the first OECD country to adopt a F-RT system. With the 2004 reform, F-RT system was introduced in the field of income, institutions and VAT.
All income has been taxed at a rate of 19%, regardless of the source or use of income (OECD, 2006: 85). Exemptions and exemptions included in the tax system have been terminated to a significant extent and taxes such as inheritance
tax, real estate tax, inheritance tax with low income have been abolished 219 tax
applications that have been repealed are given in Table 3.
Table 3. Implementations Repealed by the Slovakia Tax Reform
Tax Facilities

Number of Provisions

Exemption Applications

90

Income not included in tax base (Exception)

19

Discounts

7

Non-Taxed Goods

66

Special Tax Rate

37

Total amount of Application

219

Source: Chren (2006:11)
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The reform reduced tax rates and eliminated most of the tax expenditures. In
this way, the tax system has been simplified and management costs have been reduced. Estonia and Lithuania adopted F-RT in 1994, but Slovakia was the first
OECD country to adopt F-RT with this reform (Brook and Leibfritz, 2005: 9).
In 2004, Georgia introduced F-RT system. In the income tax tariff, five-step
taxation has been applied between 12% and 20%, while a flat rate of 12% has
been applied in income tax. The 20% tax rate applied in corporate tax has not
changed. (Rock, 2008: 106).
Prior to the reform in Romania, personal income tax was applied, using 5 marginal tax rates of 18% to 40%. In 2005, it adopted F-RT reform in Romania
with a tax rate of 16%. With the tax reform, the increasing tariff structure in
the income tax was abolished and the corporate tax rate was reduced. Tax reform includes tax reductions as well as the expansion of the tax base and regulations that include the simplification of the tax system (Vural, 2010: 193). The
FRTS has found application in different geographies and countries. As the characteristics of the countries implementing this reform are different, there are differences in practice as well.

Other Countries FRT Applications
Mexico adopted F-RT system in 2007, which proposes a 19% tax on enterprises’ net income.
In the Channel Islands (Jersey and Guernsey), F-RT is quite old. Jersey was introduced in 1940 and Guernsey adopted a FRTS since 1960 (Greceu, 2004: 13).
Mauritius adopted the FRTS in 2007 with a 15% implementation rate. It is considered as one of the fastest growing economies in the world (Binici and Akyazı,
2017: 49).
In 2007, Mongolia switched to a FRTS with 10%. While public revenues increased by 6%, the ratio of the informal economy to GNP decreased by 2%
(Karayılan, 2009: 32).
Hong Kong has been an example of the former eastern bloc countries which have
been trying to reach the developed countries of Europe with the FRTS which
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has been implemented since 1947. So Hong Kong has become the fastest growing economy in the world (Mitchell, 2008: 5). With the F-RT system, the state
revenues were raised to higher levels. Between 1950 and 1981, a financial surplus of at least 27 years was achieved. There is no general income tax in Hong
Kong. While stock dividends, capital gains or gifts are not taxed, there is no value
added tax, general sales tax and payroll tax (Greceu, 2004: 13). However, in Hong
Kong, a dual tax system is applied in which taxpayers are given the opportunity
to choose between an increasing rate tax system that provides exception, exemption and discount opportunities and a flat rate income tax that calculates the total income according to the tax rate of 16% (Ferhatoğlu, 2006: 5).
Apart from these countries, countries that apply flat-rate income tax are; Paraguay 10%, Laos 10%, Timor-Leste 10%, Bosnia and Herzegovina 10%, Vanuatu
12.5% (rental

income only), Bolivia 13%, Costa Rica 15%, Iraq 15%, Jamaica
25%, Pakistan 20% , Madagascar 23%, Maldives 25% (bank profits only), El
Salvador 25%, Belize 25%, Trinidad & Tabago 25%, Tuvalu 30%, Ivory Coast
37.5% and Senegal 50% (Batırel, 2010: 15).

ADVANTAGEOUS ASPECTS OF FRT IN APPLICATION
With the introduction of the FRTS in Estonia and Lithuania in 1994, and the
implementation of the Russian and Eastern Bloc countries in 2001 and later, a
large pool of data on implementation results was obtained and significant contribution was made to the literature.
The theoretical debates in this field together with the arrival of some application
results have made it possible for the FRTS to be analyzed. Thus it is observed that
this system has significant advantages. These advantages include:
Enables Tax Base Expansion: Apart from the single and fixed tax rate applied in
F-RT system, the tax base has been extended as much as possible since other exceptions and exemptions in the tax system have been abolished (Karayılan, 2009:
30). The F-RT system, which does not include exceptions and exemptions, prevents taxpayers from choosing their working areas due to the tax burden and eliminates tax-induced deviations (Caminada and Goudswaard, 2001: 475).
Simplifies Tax Legislation: In addition to being unnecessarily complex, the tax system tends to be constantly complicated due to the exceptions and exemptions
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that increase periodically with tax concessions applied by political authorities
(Greceu, 2004: 19). In complex tax systems, taxpayers try to minimize tax burdens by making use of the gaps in laws (Hall and Rabushka, 1985: 54). Taxpayers who benefit from these gaps apply to consulting firms or financial experts to
benefit from wider exceptions and exemptions.
As the FRTS provides simplicity in application, it saves taxpayers from extra payments such as consultant fees and encourages financial experts within the system to work in more productive areas. F-RT system makes the tax declaration
much simpler and more efficient with tax forms reduced to the size of a postcard (Greceu, 2004: 19).
Provides Justice in the Tax System: In F-RT system, equality is achieved by applying
the same tax rate to all taxpayers with the same income regardless of their earnings, field of operation and type of business; this obstructs any economic, social
or political immunity, exception or reduction (Gercek, 1999: 128-129). It provides an equal environment for F-RT payers. In this environment, high income
taxpayers pay more taxes. For example, the taxpayer who earns 1000 times more
income among taxpayers will pay 1000 times more tax. Tax laws do not penalize
the taxpayer and do not discriminate between citizens according to their income.
The tax burden to be reflected on the taxpayer does not depend on the number
of lawyers, lobbyists and accountants (Mitchell, 2005: 5).
Promotes Economic Development: Since F-RT system reduces the tax burden on
taxpayers, work, savings and investments are increasing and thus economic growth
is encouraged. Increasing incentives for efficient economic behavior will also increase the long-term growth rate of the economy (Mitchell, 2005: 3-5). After the
application of increasing rate of taxation, the taxpayers will have an important
advantage in terms of the tax they will pay (Aydın, 2003: 85).
Removes Double Taxation: Once taxation of income will contribute to capital formation, it will also create more business areas (Mitchell, 2005: 2). Individuals
do not feel any pressure from the government when they make economic decisions and they are able to maximize their investment profits thanks to the decisions they have taken freely (Greceu, 2004: 19).
Reduces State Intervention in the Economy: The FRTS can eliminate the negative effects of pressure groups and government on tax policies since it eliminates
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exceptions and exemptions, and simplifies tax legislation and obstructs continuous changes (Mitchell: 1997).
Ensures Reduction of Public Expenditures: F-RT system makes taxpayers more willing
to pay taxes with a low tax rate. Taxpayers do not want to avoid taxation and do
not risk auditing by financial authorities. Thus, the state will have spent less time
and money in controlling and auditing the financial system (Greceu, 2004: 20).
It remains neutral against economic activities: The F-RT system is an economically
largely neutral tax system. This system does not distinguish between individuals,
business sizes, sectors and types of investment, and because this system is applied
to all taxpayers flat and low rate tax is relatively objective (Gercek, 1999: 131).
Provides a favorable environment for foreign capital: With the globalization, the
borders between countries disappeared and foreign investors continue to operate
in the countries they deem appropriate. The preference of foreign capital for a
country depends on many reasons, but countries with a simple financial system
that apply low tax rates and do not force the taxpayer are the reason for preference for foreign investors (Greuce, 2004: 20).
Ending Political Favoritism: Due to the FRT structure, the effect of political authorities and lobbying activities will be terminated by the abolition of exemptions and exceptions in tax laws (Aydın, 1996: 85).

DISADVANTAGES OF FRTS APPLICATION
Those who oppose F-RT system do not believe that the principle of solvency and
the resulting equality can be realized with F-RT. Furthermore, it is considered
that the tax revenues will decrease to the extent that they cannot meet the public
expenditures and the social security system will become ineffective.
The system creates injustice for the benefit of the rich: It is argued that F-RT system
will transfer the tax burden on the high income group to the middle income group.
A significant portion of the income of taxpayers in the high income group consists of interest, dividend and capital gains. It is thought that there will be an accumulation of non-taxed wealth due to the FRTS, which excludes these types
of income (Kaya, 2008: 96-97). Untaxed income sources lead to an increase in
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budget deficits and it is considered that the government will compensate these
deficits with new taxes on the middle income group.
Reduces Tax Revenues: The most prominent feature of the F-RT system is the implementation of single and low tax rates. As a result of this application, it is suggested that the decrease in tax revenues will increase economic problems. In response to this view, it is said that the limited area of exemption and exception
in F-RT system will broaden the tax base and balance the diminishing tax revenue (Karakaş, 2004: 105).
It is impossible to satisfy all economic groups in the society with the tax regulations. Factors such as the strong bureaucratic structure, high regulatory costs, the
activities of pressure and interest groups cause the disadvantageous aspects of the
FRTS to appear (Ferreira and Veiga, 2016: 265).

APPLICABILITY OF THE FRT IN TURKEY
The number of effective reforms in the Turkish Tax System is very low. Although
the tax system has been tried to be improved with the reforms made since 1950s,
the desired level has not been reached yet. F-RT reform proposal, like the United
States, has not been accepted by the political power and opposition parties have
not become a draft law.
The most important reason for this is the implementation of the Comprehensive Income Tax System in general and the use of increasing rate tariffs in this
system. Instead of drastic tax changes, the comprehensive income tax system is
being revised with small changes. As regards the functioning of the Turkish tax
system, as stated in the Income Tax Law no. 193, tariffs with increasing rates are
applied to personal income.
The tax base applied in these tariffs increases as tax base increases. Although it
is widely believed that vertical justice among taxpayers will be achieved with increasing rate tariffs, changes in tax tariffs after 1980 caused high taxation even
for low income taxpayers.
Table 4 shows the income tax rates for the implementation periods. The ten income tranches implemented in 1963 are believed to be the most fair tax tariff.
The tariff structure, which was reduced to seven tranches in 1981, was increased
323

FLAT RATE TAX SYSTEM AND ITS APPLICATION IN TURKEY
Hayrettin ÇINAKLI, Bilge DOĞANLI

to seven tranches in 1994–1998 after being applied to six tranches in 1992–1993
and started to be implemented as a four tranche tariff since 2006 after being reduced to six tranches.
Table 4. Change of Income Tax Tariff by Years
YEARS/SLICE

1

2

3

4

5

6

7

8

9

10

1963

10

15

20

25

35

45

55

60

65

68

81

40

45

50

60

70

75

66

85

25

30

38

48

58

63

55

92

25

30

35

40

45

50

93

25

30

35

40

45

50

94

25

30

35

40

45

50

55

95

25

30

35

40

45

50

55

96

25

30

35

40

45

50

55

97

25

30

35

40

45

50

55

98

25

30

35

40

45

50

55

99

20

25

30

35

40

45

2000

20

25

30

35

40

45

1

20

25

30

35

40

45

2

20

25

30

35

40

45

3

20

25

30

35

40

45

4

20

25

30

35

40

45

5

20

25

30

35

40

6

15

20

27

35

7

15

20

27

35

10

15

20

27

35

15

15

20

27

35

18

15

20

27

35

SOURCE: GIB (2018)
324

Theories and Critics in Economics & Management
Samet Evci, Vikas Arya

The number of income tax brackets and the impact of international tax competition continuously reduced rates in Turkey and 15% of the lowest tax rates, adopted a four-slice highest tax rate is 35% of the tariff.
Under the influence of international tax competition where the number of income
tax tranches and rates has been continuously reduced and a four-slice tariff is adopted in Turkey with the lowest tax rate of 15% and the highest tax rate of 35%.
As a result of the increase in income due to the decrease in the number of
tranches in the tax tariff, it moves the taxpayer to the upper tranche and causes
high tax payments. The taxpayer who pays from the first tranche to the second
tranche pays 5% more tax, and 12% to the third tranche pays 20% more tax to
the fourth tranche.
This situation causes taxpayers to declare income from lower rates and tranches
by hiding their income. The increasing tax tariff applied in our country is shown
in Table 5.
Table 5. Income Tax Rate Year 2018 in Turkey
Tax Base (TL)

Tax Rate (%)

Up to 14,800 TL

15

TL 2,220 is paid for TL 14,800 of TL 34,000, For more than
14,800

20

For the 34,000 TL of 80,000 TL, 6.060 TL shall be paid, For
more than 34,000

27

If more than 80.000 TL for the exceeding amount above 18.480
TL

35

The height difference in the increasing rate is 20% (35% -15%) and the length
difference is 65.200 TL (80.000-14800). If the length difference remains constant, the higher the difference in height, the more the tax tariff becomes steep,
ie the tariff becomes harder. In case of an increase in the income of individuals, the tax rate to be applied to income increases, which increases the tax burden. When the development of the tax burden in Turkey was 10.6% of GDP
in 1965, this ratio was 25.5% in 2016. In numerical terms, the tax burden increased by 140.5%. In the same period, the average tax burden of OECD countries increased from 24.8% to 34.3%. The rate of increase realized here is 38.3%.
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Although Turkey’s total tax burden below the OECD average, is regarded as a
high rate for taxpayers in terms of solvency. Moreover, the rate of increase in tax
burden over time was well above the rate of increase in OECD tax burden. The
most important factor that reduces the tax base deduction in Turkey are tax incentives, such as exemptions. Tax incentives are included not only in income tax
but in all tax types. For example, even in corporate tax with a flat tax rate, there
are tax incentives. The Turkish tax system is extremely complex in terms of legislation due to exceptions and exemptions. The tax law is not prepared in a clear
language. Therefore, taxpayers pay high consulting fees. Taxpayers are excluded
from the tax through the consultants and this leads to a narrowing of the tax
base. The Turkish tax system contains chronic problems such as tax burden, informal economy and economic instability. As a result of these chronic problems,
Turkish Tax System and tax administration need structural reforms. Thus the tax
system change includes many fundamental changes. This amendment essentially
necessitates not only a change in the tax tariff but also a comprehensive change
that includes the definition of income, tax base, tax incentives, exceptions and
exemptions, and tax administration.
With the study, the experiences of the countries that made tax reform in the 2000s
were examined and it was observed that they reduced the tax rates and tax burden on the capital in order to achieve the growth target and reduced the exceptions and exemptions in the tax systems.
Especially in F-RT system, rather than the comprehensive and bilateral tax system,
high tax rates have been abandoned for growth targets, and the exemptions and
exceptions have been completely or largely abandoned. For example, Slovakia has
made the tax system more fair by repealing 219 tax facilities after the tax reform.
In the experience of countries implementing FRT reform, foreign capital inflows
increased, tax revenues increased and tax burden decreased as a result of the reform. The transition to low tax rates through F-RT reform is considered beneficial for the economy, especially since it will eliminate the heavy tax burden and
informal economy problems.
As a standard discount will be applied in all income types, the exemptions and
exceptions will be abolished and thus the tax system will be made simple and understandable. With the standard discount, the tax burden of low income groups
will be reduced while the savings and investment power of upper income groups
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will be increased. Before starting the implementation of the flat tax in Turkey,
mainly by revising the tax system of indirect taxes it is necessary to increase the
effectiveness of direct taxes. Additionally, it is important to increase the tax base
by softening the increasing rate tariff. In this way, a gradual system change will
be ensured while at the same time, the tax losses that may be experienced in tax
revenues will be minimized.

CONCLUSION
The increasing tax burden as a result of the high tax rates experienced in the 1980s,
when economic imbalances increased, the deterioration of the income distribution
and the destruction of tax tariffs caused by high inflation caused reform of the
income tax systems of developed and developing countries. The most important
part of these tax reforms is the reduction of tax rates and the easing of tax tariffs.
In general, countries that partially or completely leave the comprehensive income
tax system in place have turned to alternative tax systems. The aim of the developed and developing countries is to increase their competitiveness in the global
economy which they want to achieve by turning to alternative tax systems. Especially developing countries have started to implement tax reforms more quickly
in order to close the gap with developed countries. Many developing countries
have adopted F-RT system to attract international investors to the country, to increase the effort of taxpayers and to increase domestic savings.
The flat nature of the concepts of labor and capital has become popular due to
the conflicting economic interests of countries. It is suggested that the increase
in tax revenues will be achieved with the implementation of the FRTS, the informal economy will be prevented and economic growth will be encouraged. Regardless of the amount of income in the flat-rate income tax, all revenues are evaluated together and at once. While a standard family discount is applied to the
taxpayers in the system, no exceptions and discounts are applied. Therefore, the
tax base is extremely wide. As tax incentives are not included, all taxpayers become equal against tax. The lower the tax rate, the lesser the tax burden on individuals and institutions, the more savings and investments increase. In F-RT
system, positive changes in taxpayers’ approach to taxation and the state are evidenced by the application results. The Turkish tax system is extremely complex
in terms of legislation. The tax law is not prepared in a clear language. Therefore, taxpayers pay high consulting fees. There are many discounts, exceptions
327

FLAT RATE TAX SYSTEM AND ITS APPLICATION IN TURKEY
Hayrettin ÇINAKLI, Bilge DOĞANLI

and exemptions within the tax laws. Therefore, taxpayers are excluded from the
tax through consultants and this leads to a narrowing of the tax base. The income taxpayer number / population formula is used to determine the breadth
of the income base. As of 2018, the number of income tax payers is 1,882,108
people while Turkey’s population is 80,810,525. According to the calculations,
only 0.023% of the population is active income tax payer. The fact that the income tax base is mainly composed of taxes on withholding shows that income
tax constitutes a great burden on wage sector. Turkey needs to reform its tax system. The FRTS should be a main focus as an alternative tax system for Turkey
since there are advantageous aspects to its application.
The country’s experience shows that it has positive effects on the economy as
long as it is applied in accordance with the principles of the tax system itself. We
should structure the Turkish tax system in line with the FRTS principles by reducing the number of tranches. Rewriting the tax laws in a clear and understandable language and simplifying the tax legislation by switching to the FRTS will
be the right steps into the right direction.
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23
PUBLIC SECTOR FAILURE THEORY
AGAINST MARKET FAILURE
THEORY
Baki YEGEN1
INTRODUCTION
Different views have been adopted at different times regarding the state intervention in the economy. According to this, According to economists who advocate the classical economic view that Adam Smith laid the foundations the public
sector needs to fulfill its primary duties such as national defense, security, justice,
health, education and diplomacy, however, it should not interfere with the economy, they also stated that the economy would balance with its internal dynamics
which also called invisible hand. But the minimal public sector view which could
remain valid until the Great Depression of 1929, was replaced by the Keynesian
view that the public sector should act as a regulatory and supervisory role and intervene in the economy. Keynesian view has become popular especially after World
War II and and with this view, the opinion that the government should intervene
in the operating of the economy by assigning a regulatory role to the public sector was defended. The Keynesian view that the public sector should intervene in
the economy remained valid until the 1970s. During the 1970s, Keynesian view
began to lose its importance because of it could not produce solutions to stagflation (combination of recession and inflation) and high unemployment rates. In
the meantime, the theory of failure of the market economy, which was put forward by the Keynesian view, was started to questioned and although it emerged
in the 1950s, the theory of the failure of the public economy, which is included
in the public choice approach, was introduced in the 1970s. As understood, the
rules of the market economy was valid until the world economic crisis in 1929
(also known the Great Depression) but with the crisis, the market economy which
seems to have a number of troubles was considered unsuccessful by Keynesian
1
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economists. With the Keynesian economics movement, as an alternative to the
idea that the market economy is unsuccessful, the concept of the interventionist
state in which the public economy was highlighted was accepted. In other words,
because of considering the alone market economy was failure, it was thought that
the government’s intervention in the economy through public economy can be
successful. Indeed, the public economy-based opinion that was successful in the
period from the 1950s to the 1970s failed in the face of the negative economic
developments that occurred in the 1970s with the oil crisis. Thus, the theory of
public sector failure came to the fore after the theory of market failure, which
was accepted by the Keynesian view but lost its validity in time. In this study, in
which the theory of public sector failure is evaluated, firstly, market failure theory and its reasons will be expressed, then public sector failure theory and the elements considered to cause the failure of the theory in question will be expressed.

MARKET FAILURE THEORY
It is stated that a problem that may occur in the operation of economy with the
invisible hand thought adopted in the periods of classical economic thought will
be solved spontaneously in the market economy without any intervention. But
with the Great Depression of 1929, the efficiency of the market economy started
began to be questioned and with the influence of Keynesian economic view the
theory of market failure occurred (Guran & Oguz, 2010, p. 79).
Samuelson & Nordhaus (1992: 741) describe market failure as a defect in the
price system which prevents the allocation of resources effectively. According to
another definition, market failure means that the market cannot achieve the pareto optimal2 or first best resource allocation. For this reason, it is noted that with
market failure, there is no optimal resource allocation, there is the second best
or the resource is not used effectively (Biber, 2008, p. 64). According to the theory of market failure, under certain circumstances, the production and distribution of a good in a competitive market, where all the relevant agents continue
their interests, will result in a socially inefficient allocation of that good. Therefore competitive markets with self-interest agents can fail as an engine of efficiency so Adam Smith’s “invisible hand” does not always work (Le Grand, 1991,
2

The Pareto optimal refers to the situation where a person’s welfare in resource allocation can
only be increased by reducing the welfare of another person. The other name of Pareto optimal
in economics is the first-best.
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p. 423). In short, the main idea of market failure theory is that resources cannot
be allocated efficiently. Because efficient resource allocation requires a market environment in which competition is perfect, but some reasons lead to the imperfect competition in real life (Akyildiz & Eroglu, 2005, pp. 59-60). According to
the view that public sector intervention is necessary for the economy, the market economy cannot correct the disruptions that cause the market economy to
fail due to the imperfect competition, so necessarily public sector intervention is
needed (Sarisoy, 2010, p. 279). According to Stiglitz and Brown (2000), there
are basically four reasons for the failure of the market mechanism to fail to allocate effective resources (Ajefu & Barde, 2015, p. 21):
Ø Imperfect competition (Failure to achieve perfect competition): The efficient allocation of resources effectively depends on the ensuring of markets’
perfect competitive conditions. Due to the perfect competitive environment
is not achieved in real life, production constraints occur as a result of the
companies acting together in monopoly or oligopoly markets and this leads
to market defections (Akca, 2011, p. 181). In other words, the market economy may be unsuccessful because of the defect market environment. For this
reason, the public sector should create environment by supporting the competition and support the firms in this direction.
Ø Public goods: When a private firm provides a good or service, it earns a normal profit. Failure in the market arises when a socially desirable service (whose
social benefits exceeding social costs) is not specifically offered because it is
not profitable. In addition, market failure also may arise in the presentation
of public goods which are suitable for free rider problem (Winston, 2006, p.
61).
Ø Externalities: Positive and negative externalities are among the most common explanations of market failures (Lee & Clark, 2013, p. 287). Externalities are known in a variety of ways such as external influences, external economies and negative economies, spillovers and neighborhood effects. Basically,
externalities arise from the interdependence between consumption and/or production activities, resulting in a difference between private and social benefits
and costs. Because of resource allocation is not effective in market economy,
market prices do not reflect actual costs or related social costs, so socially productive consumption and production levels are not reached (Dollery & Wallis, 2001, p. 11).
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Ø Asymmetric Information: Most of the problems in market behavior arise from
unequal access to information. As an effective market requires full, objective
and precise information, the lack of information and information uncertainty
are seen as a general problem. Market participants with limited or uncertain
information make sub-optimal decisions which also reduces the overall efficiency of the scarce resource allocation market (Andrew, 2008, p. 395).
In summary, Keynesian economists have pointed out that the market economy
was unsuccessful due to the reasons mentioned above, and government intervention to the economy have been necessary. However, when the state intervenes in
the economy, ie the public economy is actively involved in the operation of the
economy, a number of defects may arise depending on the public economy, these
defects are explained by the theory of public sector failure which is included in
public choice theory.

PUBLIC SECTOR FAILURE THEORY
There are long-standing debates in both economics and political science concerning the share or size of the public sector in the economy. As a result of the discussions in question, the public sector sometimes did not touch the operating of
the market; sometimes it intervened in the market or took on the role of the producer itself. The aim of views’ about intervene or not in the economy by public
sector, is to ensure efficiency in the economy (Sarisoy, 2010, p. 279). With the
Great Depression in 1929, the expectations weakened that the market economy
would recover by itself. As a result of the developments in the aftermath of the
Second World War, the powers of the public sector were expanded to cover the
economic activities in the country, and some arrangements were made to eliminate market failures and its defects. Although the public sector intervention in
economic life was expressed as an exceptional situation in previous periods, particularly in the period following the Second World War began to be expressed as
an ordinary situation (Aslan, 1996, p. 1).
Theoretical Welfare Economics or with the other name Neoclassical Economics
argued that in the 1930s and 1940s the market economy failed in the national
economy and therefore public sector intervention was essential (Yereli, 2012, p.
47). According to the Neoclassical economic approach, effective resource allocation will be achieved if certain conditions are met in the market economy. They
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argued that the public sector should intervene in the economy if conditions could
not be met (Ulgen, 2005, p. 26). In other words, the neoclassical approach is
similar to classical economics with the idea that the market can function effectively without the need for government intervention, but it differs from the classical economics approach with the idea about when arises market failure, would
be need of public sector intervention. Although the neoclassical approach predicts
limited public sector intervention, the economic approach in which the idea that
public sector intervention’s necessary is the most effective was Keynesian approach
especially effective that after World War II. Because with the Keynesian approach,
has been given the opportunity to public sector to intervene in the economy by
means of various financial instruments, and public sector had functions such as
economic stability, resource allocation and income distribution. Thus, the scope
of the public sector was expanded to intervene in the national economy (Calcali,
2018, p. 23). In other words, Keynesian approach states that the market cannot balance with its own dynamics and therefore the market economy cannot be
successful alone. Namely contrary to classical economic approach, Keynesian approach states that the market is unsuccessful so public sector intervention to the
economy is necessary. The phenomenon of market failure in Keynesian approach
is more pronounced than Neoclassical approach (Kutlu, 2017, p. 149). In the
1950s and 1960s as a critique of political processes the theory of public choice
which was developed against the theory of market failure, was the basis for the
theory of public sector failure developed in response to the theory of market failure (Coban, 2003, pp. 76-78).
The intervention of the public sector to the economy may not always produce
effective results; the public sector may fail like market about the operating of the
economy (Andrew, 2008, p. 397). The failure of the public sector arises when the
public sector is not sufficiently effective in resolving the market failure problem
and thus leads to inefficiency. In other words, the theoretical criterion of Pareto
optimality can be used to evaluate market performance as well as public sector
performance. From a policy point of view, market failure may be concern when
market performance deviates significantly from the appropriate efficiency criterion. Similarly, when economic prosperity is actually reduced or resources are allocated in such a way as to deviate significantly from the appropriate measure of
effectiveness, the public sectors intervention in the economy is questioned (Winston, 2006, p. 3). In brief the failure of the public sector depends on the behavior
of the actors who are involved in the decision-making process. While analyzing
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the decision-making process in the public economy, demand and supply sides
are handled separately. In this context Table 1 shows the points where the public
economy decision-making process is different from market mechanism.
Table 1. Comparison of Market Economy and Public Economy
Market Economy

Public Economy

Demand side

Consumers

Voters, pressure groups

Target function

Utility maximization,
lowering taxes

Increasing services

Supply side

Companies

Politicians, bureaucrats

Target function

Profit maximization

Politicians:
Vote maximization
Bureaucrats:
Budget maximization

Preference tool

Price ready to pay

Voting

Output

Special goods/services

Public service

Source: Kirmanoglu, 2007, p. 233.

Traditional fiscal theory explains the negative effects of market defects on resource
allocation and how the state intervenes in the elimination of these effects; Public
choice which is examined public decision making process economically, in other
words social choice theory explains the defects of the public sector and necessary arrangements to prevent this defects. Although public choice theory initially
focused on voter preferences, focused also politicians and bureaucrats behaviors
next. At the root of the problems that the public sector’s unsucces to fail intervening in the economy, are based on the behavior of political actors (Kirmanoglu, 2007, p. 233). Public sector failures should be taken into consideration while
defending the idea that the public sector should intervene in the economy. It is
possible to collect the factors that cause the public sector’s failures under different headings (Aktan, 2002, p. 8; Dura, 2006, pp. 112-113).

Ignorance and Indifference of Rational Voters
Rational voter ignorance refers to the situation in which the voter has incomplete
or inaccurate knowledge when making a choice. This case is based on the voters’
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different levels of education and culture. In addition, various communication
methods can prevent voters from reaching real information (Unlukaplan, 2013,
p. 18). Briefly, the elections to be made by voters who haven’t enough knowledge, may be far from rationality. In other words, as the decisions to be given by
the voters who have incomplete or inaccurate knowledge are unlikely to be rational, these decisions can lead presenting non-rational public goods and services.
In the market economy, individuals strive to have information about the goods
and services they want to buy. However, the this situation is not same always in
the public economy. Because in the public economy there is no close relationship between the demand and supply of public goods and services as in the market economy. For this reason, individuals who explain their preferences through
voting mechanism, may behave indifferent when making their choice. That is to
say, individuals are so unrelated to the elections, because the effort and the time
which they spend when they buy a vehicle, may not show during elections (Savas,
1994a, pp. 142-143). In other words, individuals take care in purchasing goods
and services in market economy, but they do not take care of elections that guide
the political decision making mechanism which is decisive on the goods and services to be offered to them in the public economy. In this case, individuals compare the benefits to be provided as a result of their participation in the elections
with their costs of participation of elections, they participate in elections if benefits exceed the costs, otherwise they do not participate in elections.
The fact that individuals do not care about politics has different reasons besides
the cost-benefit comparison. Accordingly, in cases where the level of education is
insufficient and individuals do not believe in the electoral system or democracy,
individuals may be indifferent to politics (Temizel, 2012, pp. 63-64).

Rent and Rent-Seeking in Public Choice Theory
While the idea of rent-seeking was developed by Gordon Tullock in 1967, the term
of rent-seeking was gained to the literature by Anne Krueger in 1974 (Pecorino,
2004, p. 1). Although the concept of rent in the neoclassical theory of economics implies a natural rent, the concept of rent expressed in the theory of public
choice implies an artificial rent. Namely, with the rent-seeking activity which is
one of the factors causing public sector failure in public choice theory, is mentioned in the creation of a monopoly right in areas that limiting access to various
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activities by government, and then distributing this right artificially generated.
Those who want to obtain this rent are engaged in activities that will put pressure on politicians and bureaucrats. These activities are called rent-seeking activities and they deflect efficient resource allocation in the public economy (Kirmanoglu, 2007, pp. 236-237).
Rent-seeking activities can be seen in many areas. In the countries where pressure and interest groups are effective, these groups benefit public opportunities
by making pressure to the public sector and they can achieve high gains (Ozturk,
2004, p. 30). Rent-seeking is seen in activities that include attempts to acquire
and maintain wealth transfers. For this reason, rent-seeking covers a wide range
of activities, including agricultural price supports, professional licensing, import
and export quotas, and training subsidies (Pasour, 1987, p. 123).
In summary, rent-seeking activities can occur in different ways and in different
areas. Regardless of what form and in any field, behind these activities, there are
the self-interest concerns of the pressure groups and the interest groups that perform the activities themselves or cause the realization of the activities. The fact
that the pressure and interest groups engage in rent-seeking activities shows that
the individuals in these groups pay more attention to their personal benefits than
the public benefit.

Cross-Party Cooperation: Explicit and Implicit Logrolling
Logrolling is also called voting trade. Voting trade, which is a common phenomenon in democratic systems, arises when a member of Parliament or Congress
agrees to vote for bill law that another member wants in return for his or her
vote on another issue (Tullock et all., 2002, p. 29). In their early work, Buchanan
and Tullock [1962] made a distinction between explicit logrolling (in which legislators make agreements among themselves to exchange votes) and implicit logrolling (where two or more decisions were combined into a single legislation). In
other words, two or more legislators have reciprocal votes to support each other’s
projects in explicit logrolling, for example, party X is committed to supporting
the project of party Y and party Y is committed to supporting the X party project. In the case of implicit logrolling, in order to vote on their proposals, each
party votes for the whole package and therefore supports other projects. The basic assumption of logrolling is based on the idea that acting in unison in cases
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where no project can achieve the majority of the votes required for being accepted
(Ferejohn, 1974, pp. 2-6). In other words, logrolling refers mutual benefit situations during the voting. In these cases, the parties may support other proposals that do not normally desire, do not too damaging to support of own proposals. So both groups can reach their requests. The decisions that are taken in this
way, are far from reflecting the majority’s choice and so they may lead to economic ineffectiveness (Savas, 1994a, pp. 121-122). In his classical analysis, Anthony Downs (1957) stated that through the legislative superiority based on private interests, logrolling leads higher public spending, despite the lack of majority
support among voters (Dollery & Wallis, 1999, p. 39).
In summary with the logrolling, some elected people want to go in effect the legislative proposals that will benefit them, so they cooperate in a way that supports
the proposals of the other elected ones. In this case, both parties mutually support each other’s legislative proposals separately or under a single proposal, this
behavior causes the political decision mechanism to operate in a wrong way that
does not pay attention to the public benefit, therefore it leads the public economy inefficiency.

Political Myopia
It is called the political myopia or myopia effect when the politicians who want
to win the elections by vote maximization, focus on the short term policies which
will affect the voters instead of the policies that will benefit the economy in the
long term (Aktan, 2002, p. 9). Governments of democratic countries are often
criticized for engaging in myopic activities. Because in these countries, politics
often tends to produce short-term policies extend only to the next election, so
they may damage economic growth in the long run. Politicians can systematically change the future by comparing short-term costs against long-term benefits. The risks of political myopia are seen most clearly in economic field. People in political power, regardless of their political ideology with political purposes
they can spend money to the tax cuts or new programs rather than balancing the
budget (Reeves, 2015, p. 3). Because of being the easy of accumulation of public
debt and the difficulty of reduction, inadequating investment in long-term policies such as education, environmental protection and basic research, the widespread use of short-term trends in policy making increases concerns (Bonfiglioli
& Gancia, 2013, p. 375).
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The myopic policies appear in when elected politicians distort the public budget
towards short term, the policies are seen in various ways (Aidt et all., 2003, p.
1). While public spending in the economy must be financed by the usual public revenues such as taxes and fees, politicians in power can lead to an artificial
economic revival by using emissions or borrowing in election periods in order to
influence voters. However, these policies cause some problems in the long term.
The emission leads to disrupts the price stability by increasing the inflation, borrowing leads to monetization of deficits, increasing in tax burden can affect adversely economic growth and production level (Savas, 1994b, pp. 215-226).
In summary, in the democratic process politicians who want to stay in power, can
have tendencies to implement short-term policies without considering the economic returns of long-term policies. In other words, the politicians can prefer implementing short-term policies than implementing long-term policies in order to
regain the elections by influencing voters. Politicians’ short-term policies preferences may cause the developments that endanger economic welfare in the long run.

Unanimity Rule
The main purpose of public economy is to increase social welfare, Wicksell stated
that social welfare will be provided by optimal resource allocation and that optimal resource distribution will be achieved only by decisions to be taken by unanimity rule. In other words Wicksell advocated that when collective decisions
make by t unanimity rule which is used in the political decision-making process, this would lead to an efficient allocation of resources. However, the taken
decisions in the unanimity rule are taken by the participants who have the right
to vote in the same direction without exception, in the majority of votes, decisions are made by voting more than half of the participants in the same direction. Therefore, considering the populations of today’s societies, it is understood
that implementing the unanimity rule is almost impossible. Due to the difficulty
in application of the unanimity rule, almost all democracies apply majority rule
as a method of collective decision making (Aktan & Dileyici, 2013, pp. 38-40).
But the social decisions taken by the majority rule do not always reflect the right
choice. In other words, the collective decisions taken by the majority rule can not
be rational always for the benefit of society. To give an example of this situation;
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Table 2. Irrational Majority Choice
Parties

Projects

Cost of
Project
(Million TL)

Return of
Project
(Million TL)

Voting
Distribution
(%)

Acceptance
/ Rejection

A

Highway

100

150

30

Reject

B

Seaway

100

120

19

Reject

C

Financial
support to tea
manufacturers

100

100

51

Accept

Source: Demir & Ozturk, 1999, p. 169.

Table 2 contains information on the election projects of the three different political parties (A, B and C) related to the Black Sea Region3 and the election results. When the projects in question are examined, it is understood that the project of party A is related to the motorway, the project of the party B is related to
the seaway and the project of the party C is related to the financial support to
tea manufacturers. It is understood that while the costs of the three projects are
the same, the returns of the projects are different from each other. Considering
the economic returns for the projects, it is understood that the project with the
highest return is the highway project, whereas financial support project to tea
producer is the lowest return project and it can only cover the cost. However, according to the results of the election, 51% of the voters preferred the financial
support project for the tea producer, so the worst project which was about economic return, was accepted and the best project was rejected. Thus, it is clearly
shown that the majority choice can be irrational through this example (Demir
& Ozturk, 1999, p. 169).
As seen in the above example, the decisions taken by majority rule can reflect
only the decisions of the majority and the decisions of those who are outside the
majority are not taken into consideration even if they are rational. Moreover, decisions taken by the majority may not always be rational. In today’s democracies, when enacting, amendmenting or repealing laws about the benefits of the
3

The climate of the Black Sea region is suitable for tea cultivation. Especially in the Eastern
Black Sea region, a significant part of the people earn their living by producing tea. In the
tea sector, approximately 40 thousand people work as salaried and 200 thousand producers
contribute to the family budget. Tea, which supplies resources to the national economy,
constitutes the livelihood of about 1 million people (Alikilic, 2016: 278).
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society, majority rule is adopted. Therefore, the benefit of the society can be ignored from time to time in the decisions taken.

Presentation of Public Goods and Services as a Whole
Public goods and services may not reflect the preferences of the community as
they are presented as a whole. Because the demands on goods and services among
societies may vary. However, without paying attention to importance and priority, the provision of the same public goods and services to all societies may prevent the provision of efficiency in resource allocation. For this reason, while public goods and services are presented to the community, the needs and differences
of societies should be taken into consideration (Kizilboga, 2012, p. 101). In other
words, one of the reasons that caused the public sector to fail is that the public
sector presents public goods and services as a whole by considering all societies
uniformly, regardless of different societies.

Median Voter Theorem
The politicians who are in power, tend to implement policies which are pleased
the median voter who has a high vote potential in order to stay in power. Although the median voters’ income levels are lower than the average income level,
the median voters who participate less in the financing of public goods, benefit more from public goods due to their numerical superiority (Ozturk, 2004, p.
23). As it is understood, the primary goal of the ruling politicians is regaining the
next election. Among the voters, the median voter group has the highest share,
so in terms of winning the elections, the median voters come to the fore. The superiority of the median voters in the total number of voters affects the decisions
of the politicians in charge of public goods and services. Thus, the ruling politicians who want to win the elections again, may prefer the policy implementations which satisfy the median voters. In other words, the ruling politicians are
able to ignore the needs of the electorate who are outside the median voters by
making decisions that will provide public goods and services for the median voters. The supply of public goods and services to the community with the motive
of political interest leads to the fulfillment of the needs and desires of a part of
the society and to the insensitivity of the other part’s needs and desires. This situation may prevent the efficient allocation of resources and cause the state to fail.
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Conclusion
Different views have adopted at different times about whether the state should
intervene in the economy. In the period when the classical economic view was
dominant, it was stated that, the economic balance would provide by the invisible hand and the public sector should fulfill its basic duties and should not interfere with the economy. However, with the Great Depression in 1929, it was understood that this view lost its effectiveness and the theory of market failure was
put forward by stating that the market economy alone was insufficient to provide efficient resource allocation. According to the theory of market failure which
shaped by the Keynesian view that public sector should interfere with the mechanism of the economy, markets fail effectively distribute resources depending on
the defective competition environment, public goods, externalities and asymmetric information. On the other hand, the fact that Keynesian economic view was
insufficient about finding a solution to the economy problems which emerged
with the oil crisis in the 1970s, caused to suggest public sector failure theory as
an alternative to the theory of market failure. According to the theory of public sector failure, the public sector may fail intervening in the mechanism of the
economy. In other words, public sector intervention to the economy can lead to
inefficient allocation of resources and decreasing economic welfare. The failure of
the public sector about intervening in the economy is caused by many elements
and it is understood that these elements are political origin. According to this,
the behavior of actors such as politicians, bureaucrats, voters, pressure and interest groups in the political decision-making process is the basis of public sector
failure. In summary both, not intervening mechanism of economy and intervening mechanism of the economy by public sector may not always have positive results. Because the market economy and the public economy have defects that are
different characteristics, they can prevent the efficient allocation of resources. For
this reason, it is necessary to carefully examine the assumptions about the theory
of market failure and the theory of public sector failure when making a decision
about the public sector’s intervention in the economy.
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FISCAL SPACE DURING
FINANCIAL INSTABILITY STATES:
A DISCUSSION ON TURKEY

Gözde EŞ POLAT1
INTRODUCTION
Fiscal space has drawn attention and has been analyzed extensively in the recent
past by the public finance literature. Despite the use of fiscal space varies according to the development levels of countries, there is a consensus on the positive
impact of creation of fiscal space on the economies.
Fiscal space creation is gaining importance during financial instability states and
financial crises owing to its relieving effects in recovering financial conditions.
Hereby, this study aims to investigate the dynamics of fiscal space indicators during
financial instability states in Turkey and discuss whether or not the fiscal space is
successfully created. Finally, the social impacts of fiscal space creation will be discussed.		

FISCAL SPACE
The notion of fiscal space, which has been substantially analyzed in recent years,
can be defined as “room in a government´s budget that allows it to provide resources
for a desired purpose without jeopardizing the sustainability of its financial position
or the stability of the economy” (Heller, 2005: 3). In fact, the sustainability of debt
relies on creating this space. Thanks to the created space, it is aimed that the budget will act accordingly during the cyclical fluctuations and consequently the financial instability periods will be overcome more easily.
It was recalled that in the aftermath of the 2008 crisis, in addition to the tight monetary and fiscal policies proposed by the IMF and the World Bank, expansionary
1
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monetary and fiscal policies could also be used. With the 2008 financial crisis,
the central-periphery conflict in the EU countries has emerged and expansionary
policies have been proposed for the central countries, while contractionary policies
have been proposed for the periphery countries. Applications that require high financial resources such as rescue packages implemented in central countries during
this period have of course created compelling effects on budgets. In the light of
this, it is thought that it would be quite beneficial to have an “additional” funding source in the budget during a possible financial crisis period to overcome.
Various methods can be used to create fiscal space. These methods are increasing public revenues, determining spending priorities, effective borrowing management, foreign aid and seniorage (Heller, 2005: 3-4). In the literature, instead
of discussing the method to be applied while giving fiscal space, the focus is on
creating fiscal space. However, the methods using in creation of fiscal space will
have different consequences when considering the social impacts, and accordingly
these results will need to be discussed or observed by governments.
Particularly during financial instability states, there is a contraction in the fiscal
field, which brought the implementation of fiscal adjustment measures (Çaşkurlu
and Arslan, 2010: 257). In terms of sustainability of debt, the fiscal policy is tightened to the primary surplus. There is a trade-off between the financial area and
the fiscal adjustment activities based on the primary surplus (Çaşkurlu, 2011:
28). Therefore, resources are allocated to the primary surplus target whereas creating fiscal space remains in the background.
Especially during periods such as financial instability states and financial crisis,
the fact that there is an additional space, a room with Heller’s definition, makes
it easier to overcome adverse effects of these periods. Therefore, this study focus
on creation of fiscal space during financial instability states.

FISCAL SPACE DURING FINANCIAL INSTABILITY STATES
IN TURKEY
Financial instability states refer to the periods that the systemic stress stemmed
from a component of financial system is relatively high compared to the financial calm periods and these periods can easily turn into financial crises. Recent
studies have shown that an economy that enters the financial crisis through fiscal
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space has the chance to intervene more rapidly and radically, including financial
recovery packages and conventional fiscal stimulus (Romer and Romer, 2018).
Thereby, using fiscal space indicators during financial instability states and financial crises to detect the movement of fiscal space during these periods. In this
study, we use financial stress index (FSI) developed by Polat and Ozkan (2019)
and fiscal space indicators from the Cross-Country Fiscal Space Database developed by Kose et al. (2017).
Daily FSI developed by Polat and Ozkan (2019) has been converted to yearly by
using R program to be compatible with annual fiscal space data. The daily FSI is
constructed by using 13 indicators that reflect to banking sector, bond market, equity market, money market and foreign exchance market (Polat and Ozkan, 2019).
Cross-Country Fiscal Space Database, developed by Kose, et al. (2017) consists of
28 indicators for 200 countries which divided into 4 groups, namely, debt sustainability, balance sheet vulnerability, external and private sector debt related risks,
and market access over the 1990-2016 years. In this study, we use debt sustainability, external and private sector debt related risks, and market access data for
Turkey in the 2005-2018 period.
In the rest of the study, we analyze the overlaid dynamics of fiscal space indicators and annual FSI in 3 following sub-sections.

DEBT SUSTAINABILITY AND FINANCIAL STRESS
The fiscal space provides governments with priority spending or mobility in a
sudden situation. However, the fiscal space also has a close relationship with the
sustainability of debt. Countries with low debt-to-GDP ratio may have a harder
fiscal action than those with high rates. In countries with low debt-to-GDP ratios,
it will be easier to create additional fiscal space in their budgets. At the same time,
in case of a financial instability state, it will be easier to reach additional sources
of funding, since the low rate indicates that the debt is sustainable.
Romer and Romer’s (2019) study for 30 OECD countries also demonstrates this
and found that low-debt countries had a more moderate period of crisis than highdebt countries (Romer and Romer, 2019: 49). In that part of the study, we discuss
the dynamics of debt sustainability indicators during financial instability states.
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Debt sustainability indicators consist of 6 indicators, namely, General Government Gross Debt, % of GDP, Primary Balance, % of GDP, Cyclically-adjusted
balance, % of potential GDP, Fiscal balance, % of GDP, General government
gross debt, % of average tax revenues, Fiscal balance, % of average tax revenues.
Figure 1 exhibits the dynamics of debt sustainability indicators and FSI over the
2006-2016 period.
Figure 1. Debt Sustainability Indicators and FSI

Notes: GG: General Government Gross Debt, % of GDP, PB: Primary Balance, % of GDP,
CAB: Cyclically-adjusted balance, % of potential GDP, FB: Fiscal balance, % of GDP,
GGGD: General government gross debt, % of average tax revenues, FBATR: Fiscal balance,
% of average tax revenues.

As seen Figure 1, GG, GGGD and FSI display similar patterns over the 2006
and 2018 period. GG and GGGD surge during the financial turmoil periods
and plummet during the financial calm periods. GG and GGGD reach their
peak values during the global financial crisis (GFC) and sharply plunge between
2009 and 2017 in line with the decline in the FSI and notably elevate starting
from 2017 and reach their second peak values. On the other hand, the rest of the
debt sustainability indicators and FSI move in opposite directions in the 20062018 period. PB, CAB, FB, and FBATR elevate during the financial calm periods and plummet during the financial imbalances. PB, FB and FBATR reach
their trough values during the GFC and the indicators reach their first peak value
around 2011, sharing a common pattern. Concurrently, CAB reaches its peak
and trough values around 2011 and 2017, respectively.
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External and Private Sector Debt and FSI
Figure 2 depicts the dynamics of external and private sector debt indicators,
namely, total external debt stocks, % of GDP, external debt in foreign currency,
% of total, private external debt stocks, % of GDP, domestic credit to private
sector, % of GDP, short-term external debt stocks, % of total, short-term external debt stocks, % of reserves, total external debt stocks, % of reserves, total external debt stocks, % of reserves excluding gold.
Figure 2. External and Private Sector Debt Indicators and FSI

Notes: TEDS: Total external debt stocks, % of GDP, EDFC: External debt in foreign
currency, % of total, PEDS: Private external debt stocks, % of GDP, DCPS: Domestic
credit to private sector, % of GDP, SDEDST: Short-term external debt stocks, % of total,
SDEDSR: Short-term external debt stocks, % of reserves, TEDSR: Total external debt stocks,
% of reserves, TEDSEG: Total external debt stocks, % of reserves excluding gold.

As depicted in Figure 2, co-movements between TEDS, PEDS, DCPS and FSI
are high over the 2006-2009 period whereas the series diverge sharply starting
from 2011 or 2012. SDEDST, SDEDSR, TEDSR and TEDSREG reach their
peak values in 2009. The indicators reach low levels in the recent period, whereas
the FSI surge gradually.

MARKET PERCEPTION AND FSI
Figure 3 exhibits the dynamics of market perception indicators, namely, 5-year
sovereign CDS spreads and foreign currency long-term sovereign debt ratings and
FSI in the 2006-2018 period.
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Figure 3: Market Perception Indictors and FSI

Notes: CDS: 5-year sovereign CDS spreads, basis points, SDR: Foreign currency long-term
sovereign debt ratings.

According to Figure 3, CDS reaches its peak value in 2008 during the GFC and
plunges dramatically between 2009 and 2010. Starting from 2018 CDS and FSI
move in opposite direction. On the other hand, SDR reaches its peak value around
2015 and gradually plummets over the 2015 and 2018 period.

CONCLUSION
We could define fiscal space as the ability to create an additional source of financing in the budget. Although the concept of fiscal space has been discussed
and tried to be implemented in the last 15-20 years, it can be said that the applications such as reserve fund are quite similar to the fiscal space. Therefore, although the name of the fiscal space is different, it would not be wrong to say
that it was applied in the past.
The basic logic of the fiscal space is to minimize the economic imbalance by using the fiscal space created during the economic expansion periods. The created
fiscal space may vary depending on both the structure of the economy and the
preferences of the governments. For instance, an emerging country can accelerate its development and targets long-term growth by directing the fiscal space.
Another country can spend its fiscal space to protect the environment. Although
the use of fiscal space may change according to the preferences of the countries,
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the fiscal space has an important place during financial instability states. If additional financing is needed in such periods, financial instability can be overcome
more easily thanks to the additional fiscal space created during the expansion periods of the economy.Therefore, the aim of this study is the movement in fiscal space indicators with FSI, which was developed by Polat and Ozkan (2019).
Although the fiscal space database contains a vast amount of data, the most important indicator of the fiscal space is debt sustainability. Because there is an important relationship between the fiscal space and the sustainability of debt. The
sustainability of the debt means that the debt can be repaid with resources in the
economy. This will provide an opportunity to create additional fiscal space during
periods of economic expansion.
Moreover, even if the creation of an additional fiscal space has been achieved, the
methods by which this additional space is obtained is also debatable. It is very important whether this additional area is covered by increased taxes, increased borrowing, or a reduction in public expenditures. As a consequence, the effects on
the economy will differ. For example, an additional fiscal space created by the reduction of public expenditures is very important at this point which public expenditures are cut. The quality of fiscal adjustment will be deteriorated if expenditures such as health and education are reduced, and development and growth
will be adversely affected by these decisions in the long term and the problem of
optical breakdown in financial adjustment will be faced. Thus, although the actual fiscal space has been created, it will not have the expected positive effect in
terms of its results.
Over the analyzed period for Turkey, some of the fiscal space indicators move in
the same direction while some fiscal space indicators move in the opposite directions with FSI. It is seen that although the fiscal space has been created due to
calculate additional fiscal space by means of certain indicators without discussing
which method the fiscal space is created it does not provide the expected relief in
terms of results. Therefore, the fact that the fiscal space has been created during
financial instability states does not mean anything regardless of the income distribution and the justice in taxation. The main thing is to distribute the fiscal
space created with the contributions of all segments of the society while distributing them to all segments of the society considering social inequalities. In addition to the measurement of the fiscal space, the effects of the fiscal space cannot
be fully measured since there is no focus on such social outcomes
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INTRODUCTION
In the last twenty years, it has been suggested that changed of the information need in changing production environments in the world. The accounting
profession remained slow in responding to this need. Companies that compete
in the global arena and adopt advanced production techniques need complementary management accounting systems. This management approach, which
is potentially more appropriate and relatively new, provides supportive information to lean businesses and draws the attention of lean practitioners worldwide. This new accounting approach is popularly referred to as Lean Accounting. (Fullerton and Kennedy, 2009:3). Lean accounting is a general term used
to express the necessary changes in the accounting, control, measurement and
management processes of the enterprise in order to support lean thinking and
lean production (Maskell, 2004:1). Lean accounting aims to measure the monetary impact of lean improvement projects applied to business processes (Woehrle and Abou-Shady, 2010:71).
The purpose of this study is to explain the financial and non-financial performance measures used in Lean Accounting system, which is presented as an alternative to traditional accounting systems for enterprises implementing lean manufacturing system and focuses on measuring and understanding the value created
for customers. For this purpose, the studies on lean accounting in the literature
have been classified and evaluated within the scope of performance measures.
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LEAN ACCOUNTING
Johnson and Kaplan, in their book called “Relevant Lost: The Rise and Fall of
Management Accounting” published in 1987, stated that traditional accounting
systems failed to meet the needs of contemporary enterprises (Fiume, 2002:6).
After Johnson and Kaplan, many researchers and writers have made explanations about the limitations of traditional accounting systems and its costing. Traditional accounting system works more effectively when applied in production
environments supporting mass production (Woehrle and Abou-Shady, 2010:71).
Consequently, traditional accounting approach cannot understand and respond
to the needs of competitive companies that adopt lean management principles.
Because traditional financial accounting is designed to serve non-business users
rather than managers working at various levels of business. Cost and managerial
accounting have also become secondary tools to support financial accounting over
time. (Balcı, 2011: 42). Accounting systems that will be able to reveal the performance of lean enterprices in a realistic way and to perceive the radical changes realized by lean companies in production environments have started to be needed.

Differences Between Lean Accounting and Traditional Accounting
Lean accounting is a new accounting approach that emerged after the development of lean management philosophy and the increase in the number of enterprises adopting this philosophy (Maskell, 2004:1). Lean accounting changes
the perspectives of the business and organizations and makes customer-oriented.
Thus, lean organizations are seeking to increase the value of their customers instead of increasing shares of shareholders. (Terzi and Atmaca, 2011:453). The differences between traditional accounting and lean accounting thought are summarized in Table 1.
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Table 1: Comparison of Traditional Accounting and Lean Accounting Thought
Beliefs of Traditional Accounting

Lean Accounting Principles

1. Stock is an asset. Profit is the result
of high resource consumption.

1. Profit is derived from the sale of
products.

2. Keeping managers responsible
2. Value flows provide customer
for optimizing their department’s
satisfaction.
performance identifies with the achieve
of optimal customer value.
3. Accountants give direction
to developments by searching
explanations for deviations.

3. Non-financial operational data helps
workers manage business processes.

4. In traditional accounting, monthly,
quarterly and annual reporting periods
are used.

4. Real-time data is required to ensure
process improvement.

5. Leisure time is a sign of inefficiency.

5. If there are no customer orders to
meet, leisure time is no problem.

6. Businesses measure their success by
comparing their actual performance
to internally generated with stagnant
performance standards.

6. The purpose of worldwide
businesses is to develop real
performance faster than competitors.

7. Profits are maximized by reducing
expenses. The labor costs is biggest of
these.

7. Workers in production line must be
cross-trained and qualified.

Source: Kennedy and Brewer, 2006.

Lean Management Accounting
Lean Management Accounting is a set of methods designed to support lean thinking (Maskell, 2004). Lean Management Accounting combines accounting, auditing and performance measurement methods to maintain a lean business approach
in the long term and support the transition to lean production. Businesses using lean accounting will have better information in the decision process and simple and timely reports that can be easily understood by everyone in the business.
They also understand the real financial influences of lean changes and can focus
on creating value for their customers. This helps the business grow, contributes to
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creating more value for customers, increasing cash flow and value of shareholders
(Aktaş and Kargın 2011, 107).
The objectives of Lean Management Accounting can be summarized as follows:
(Maskell and Kennedy 2007, 65):
1. To provide accurate, timely and comprehensible information to motivate the
lean transformation within the organization, and to ensure make decisions that
will increase customer value, growth, profitability and cash flow.
2. Using lean tools to eliminate waste in accounting processes by providing comprehensive financial control.
3. Fully comply with generally accepted accounting principles, external reporting
regulations and internal reporting requirements,
4. To support lean culture by motivating invest in people, providing relevant
and applicable information to strengthen continuous improvements at all levels of the organization.

LEAN PERFORMANCE MEASUREMENTS
Traditional performance evaluation methods are insufficient to help businesses in
today’s dynamic business environments. Traditional performance evaluation methods based on financial measures direct the attention of management to wrong targets and are criticized for not provide a set of methods that appropriately reflect
the competitive environment in which the business operates, technology, products and processes (Türk and Çeviren, 2018:226). The ultimate goal for implement lean production; to increase operating efficiency, improve quality, shorten
delivery times and reduce costs. These are factors that demonstrate the performance of lean manufacturing (Karlsson and Ahlström, 1996: 25). Performance
measures in lean businesses can be examined in three categories as cell performance measures, value flow performance measures and company or facility level
measures (Maskell, Baggaley and Grasso, 2011:10).
Cell level measurements are primarily designed to help people in the operation
complete their daily actions. Value flow measurements are primarily designed to
motivate continuous improvement of value flow processes. Facility or company
level measures are more known measures used by the company’s managers to
monitor the achievement of the company’s strategic goals. Facility or company
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measurements are generally more financial than cell performance measures and
value flow performance measures. Table 2 shows the performance measurement
starter set, which is grouped into lean business strategies and targets, as well as
cell performance measures and value flow.
Table 2: Performance Measurement Starter Set

3

Strategic Goals

Stratejik Measures

Cell - Process
Measures

Value Stream
Measures

-Increase cash flow
-Increase sales and
market share
-Continuous
improvement
cultures

-Sales growth
-Sales per employee
-Casf flow from obs
-Inventory days
-On-time delivery
-Cumstomer
satisfaction

-Day-by-the-hour
production
-WIP to SWIP3
-First Time Through
-Operation
equipment
effectivealness

-Sales per employee
-On-time delivery
-Dock-to-dock time
-First Time Through
-Average cost per
unit
-Accounts
Receivable Days
Outstanding

Source: Baggaley, 2006.

In this study, cell performance measures and value flow performance measures
will be emphasized from lean performance measures.

Cell – Process Performance Measures
Cell performance measures are few and focus on issues related to direct production
to provide motivation for the company’s lean goals. The information is collected
and presented visually in the cells that are the smallest of the production environment. Data collection and reporting are quick, easy and relevant to lean goals. Cell
Performance measures are developed directly from the company’s business strategy and motivate all employees to achieve this strategy (Maskell et all, 2011:30).
Day by the Hour Report: Day by the Hour Report is the most basic lean performance measure used to measure hourly performance of cells. (Maskell et all,
2011:31). The Day by the Hour Report follows the daily production and orders
to be sent to the customer. (Özçelik, 2013:110). Keeping this report on an hourly
basis again supports the philosophy of lean manufacturing system and aims to
3

WIP: Work in progress
SWIP: Standart work in progress
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correct possible mistakes immediately. (Maskell et all, 2011:35). In this respect,
the Day by the Hour Report also supports the principle of continuous flow. (Kennedy and Widener, 2008: 316). The daily hourly report monitors the success of
the cells in tact time. Takt time is the rate of customers demand for products.
In other words, it is the ratio of daily processing time to daily demand amount.
For example, if the customer needs the product every 5 minutes, the tact time is
determine to 5 minutes. More clearly, the daily customer demand of a factory is
288 units, and the factory produces 3 production lines for 8 hours per day. Accordingly, the factory operates 86,400 (8 hours * 60 minutes * 60 seconds * 3
shifts) seconds for 288 units of demand. Tact time is calculated as 86.400 / 288
= 300 seconds (5 minutes) (Maskell et al., 2011: 31).
WIP to SWIP: Standard semi-manufactured can be defined as the minimum required amount of semi-manufactured stock for the efficient operation of the production process. (Özçelik, 2013:112). In this respect, the control of the standard
semi-manufactured level will be important to prevent waste. (Hansen and Mowen,
1992: 932). The WIP / SWIP ratio is used as a measure of performance. The
standard semifinished stock level is determined in proportion to the number of
kanban to support continuous flow, taking into account possible delays or problems in kanbans. At this point, the kanbans operate according to the pull system
in the value flow process and serve as a buffer to the production process. If the
kanbans go wrong, the pull system in the value flow process fails. Semi-finished
product - Standard semi-finished product balance is important as a measure of
the success of the pull system. This ratio must be in balance, neither too much
nor too little (Maskell et al, 2011:42).
First Time Through: One of the most basic philosophy of lean production is to
eliminate waste in the production process (Pozesky and Stoner, 2017:26). The poor
quality of a manufactured product will increase the quality costs and increase the
waste in the value flow (Karakaya, 2006: 567). The purpose of this performance
measure is to determine whether the products are correctly made in the first time.
This ratio is calculated as the ratio of the correct in the first time in the total production. While doing this, a formula can be used as follows (Özçelik, 2013: 111).
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Operation Equipment Effectiveness (OEE): OEE is a measure of performance
that follows the combination of equipment availability levels, performance activities and quality levels of products produced. Therefore, OEE is a performance
measurement tool for machines within a cell. Availability, Performans Efficiency
and Quality In doing so, it uses three units of measure: Availability, Performance
Efficiency and Quality (Maskell et all, 2011:45).
OEE = Availability X Performans Efficiency X Quality
Availability, the necessary adjustments to be made since the installation of the
system, in case of failures that may occur in the process due to other probabilities that occur during the non-working measures the total time (Jonsson and
Lesshammar, 1999: 62). Performance Efficiency shows the production speed of
the machines (Özçelik, 2013: 113). Quality is the sum of the characteristics that
constituent a product’s ability to meet the expected needs (Gencel, 2001:177).

Value Stream Performance Measures
Value stream performance measures aim at continuous improvement throughout the value flow and show how the value flow can achieve performance targets.
Value flow performance measures developed by Maskell and Baggaley, sales per
capita, supply time, on-time delivery, quality first time, age of account and average cost consist of six measures. (Özçelik, 2013: 115).
Sales Per Employee: Sales per capita, measures the value created by the value
flow, the efficiency of the value flow and the transaction volume on a weekly basis
It is important that the value created by the value flow, the value flow efficiency
and the processing volume increase steadily over time. When these increase, the
value stream can produce and sell more products with available resources (Özçelik, 2013: 116).
On Time Delivery: First of all, it should be noted that on-time delivery is a
non-financial measure as a measure of performance and is measured by non-monetary measurement units. For example, an average delivery time of 3 days will not
generate an increase in income and will not have a negative or positive reflect on
the financial statements. But it will certainly have a positive impact on economic
and financial performance (Toni and Tonchia,2001:59).
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Timely delivery performance measure, which is expressed as the ratio of products produced according to customer demands to orders delivered to customers
on time, is a measure of how well the programming of the value flow system is
performed (Stenzel, 2007: 87).
Dock to Dock Time: Dock to dock is a measure of the flow of materials in the
entire value flow process. This measure is the entire time from the time the raw
material or other material components are produced on the demand of the buyer
to the production, shipment and delivery to the buyer. The dock to dock, which
can be expressed as the conversion speed of the raw material to the product within
the value stream is an important performance measurement tool that shows the
effectiveness of the value flow process in terms of measuring the performance of
the lean manufacturing system. (Maskell et all, 2011:153). As a result, dock to
dock is an important performance measurement tool that demonstrates the effectiveness of the value stream process in terms of measuring the performance of
a lean manufacturing system.
First Time Through: FTT is defined as the percentage of those produced without the repetition of the processes such as the inclusion of the products, which
are thought to have completed the production process, to the production process, repair, test process, calibration adjustment. (Maskell et all, 2011:156). This
performance measurement tool is a performance measurement tool that shows
the correct production in the first time determined for the entire value flow by
calculating the result of the combination of the correct percentages at the first
time determined on the cell basis. In other words, the result of multiplication of
FTTs calculated on a cell basis is calculated. The value stream FTT can be formulated as follows.
Value Stream FTT = Cell (FTT1 * FTT2 * FTT3 * FTT4 * FTT5 * FTT6 *
…… .. FTTn *)
Accounts Receivable Days Outstanding: The faster the cash movement in the
value stream in lean thinking based on the philosophy of eliminating the waste
in the process of value flow, the less the waste in the cash waiting process. In this
way, the accumulation of funds connected to receivables will also be prevented.
(Özçelik, 2013: 118). For this reason, many lean businesses in the application
prioritize cash flow more than profitability. (Maskell et all, 2011:161). This measure can be calculated as follows.
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Average Cost Per Unit: Another one of the performance measures of lean enterprises is the average unit cost measure. Average unit cost is calculated on a weekly
basis by the ratio of the total value flow cost to the amount shipped to the customer (Maskell et all, 2011:159).
Value stream costs directly cover all costs that can be associated with the value
stream. In determining value stream costs, all cost elements that occur without
direct-indirect cost discrimination are considered as value stream costs. For example, value stream labor costs, material costs included in the value stream, machinery and equipment costs, external processing costs, support costs and other
value stream costs (Kaldırım ve Kaldırım, 2018: 528). The amount of product
shipped to the customer is the total amount of product that has been completed
in accordance with the customer demanThe amount of product shipped to the
customer is the total amount of prod by being processed again with the first time
produced correctly.

CONCLUSIONS
Lean Management Accounting uses financial and non-financial measures in performance measurement, unlike traditional performance measurement methods.
The performance of the value flow process performed under the lean principles
is measured on a cell basis and as a whole on the basis of the value stream. Cell
performance, which is a measure of the working efficiency of the cells, with daily
reports determined on an hourly basis to be able to respond immediately to possible problems in the production process, the amount of work in progress which
should be in the production process and the ratio of the amount of work in progress in the production process, is measured by the rate at which the processes in
the cells occur correctly at the first time and by the activities of the equipment
used in the process. Value flow performance, a measure of the effectiveness of the
value flow process, with sales per person sales reports showing the efficiency of
the value flow on a weekly basis and the transaction volume, with timely shipment rates made to customers, with time to delivery in the supply of material,
with the combination of the first time in the cells, with the average cost per unit
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obtained by proportioning the total cost in the value stream to the shipped quantity and the average maturity of receivables.
These financial and non-financial measures have supporting qualities the financial
indicators. As a result, lean manufacturing system always aims to achieve better with
Kaizen philosophy. The performance measures of the lean manufacturing system
will be open to innovations as required by the philosophy of lean manufacturing.
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THE PERCEPTIONS OF
ACCOUNTING PROFESSIONALS
IN TAX AUDITING: A RESEARCH
STUDY CONDUCTED IN KAYSERI
PROVINCE1

Seçkin ARSLAN2, Deniz SARIHAN UÇAR3
INTRODUCTION
Countries are in need of financial resources to cover the financial expenses required
for public expenditures. The most important financial resource that most countries need is tax revenue. Taxes are comprised of compulsory economic contributions of the individuals and institutions which constitute the society that are collected by the state commensurate with their incomes/revenues in order to offset
public expenditures. Therefore, citizens have duties and responsibilities that they
have to fulfill toward tax administration and, in turn, the state within the framework of tax laws. Taxpayers may incur financial sanctions if they fail to fulfill such
duties and responsibilities completely by taking legal periods into consideration.
States had been continuously collecting taxes from the past to the present in order to finance public expenditures. In Turkey, tax revenues also account for the
largest share among the income items of the state. This clearly demonstrates the
importance of taxes in terms of the state’s ability to generate income and provide services to the citizen.
Auditing is the process that pertains to the extent to which the previously planned
objectives are achieved. The main purpose of the auditing is to determine the degree to which the organization achieves its objectives and to eliminate any probable
1

2
3
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disruptions. Tax auditing can be defined as the activity of eliminating the mistakes, if any, by measuring the extent to which taxpayers comply with the tax
laws with the help of the tax administration. Tax losses and evasion may account
for tax revenues that would not reach the targeted levels following tax collections. Unfortunately, tax evasion is perceived as a normal practice in some countries. The inefficacy of tax audits leads to the inability to prevent tax losses and
evasions. If the tax audits performed in order to prevent tax losses and evasions
and to act fairly in tax collection lack efficacy, the intended outcomes would not
be achieved. Efficacy can be described as the degree to which a process achieves
its goal. The efficacy of tax auditing is measured by the level of success achieved.
The professional accountants performing tax audits should have adequate knowledge in the field of accounting and auditing. Since accounting is an important
science in tax auditing, it is crucial for tax professionals.

AIM AND IMPORTANCE OF THE RESEARCH STUDY
The aim of this study is to measure the perceptions and assessments of tax professionals regarding tax auditing. Moreover, it aims to make determinations about
how to further increase the professional qualification in the light of these assessments. It is also aimed to raise the awareness of the professionals on the subject
by addressing questions about tax auditing. In addition, the fact that this study
sheds light on future studies and reflects the opinions of professionals on tax auditing increases the importance of the study.

POPULATION AND CONSTRAINTS OF THE RESEARCH
STUDY
This research study covers the certified public accountants (CPAs) in the Kayseri
Chamber of Certified Public Accountants and the chartered accountants (CAs)
operating in Kayseri. Within this scope, the existence of 1.572 CPAs and 38
CAs (dependent or independently employed) registered to the Kayseri Chamber
of Certified Public Accountants is detected with the help of the Chamber’s website as well as the interviews conducted with the Kayseri Representative of CAs.
In this context, the population of the research study consists of a total of 1,610
actively operating CPAs and CAs that are registered in the Kayseri Chamber of
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Certified Public Accountants. The constraints of the research study can be expressed as follows:
• The research is conducted on professional accountants operating in Kayseri
province.
• The research is conducted over the period from January 1, 2019, and May
31, 2019.
• The objectivity of the responses depends on the self-assessment of the CPAs
and the CAs.
• The number of people who responded to the survey questionnaire is limited
due to the fact that some of the CPAs were not present in their offices.

RESEARCH METHODOLOGY AND DATA COLLECTION
TOOL
The data collection method used in the study was determined as a survey questionnaire. The survey questionnaire was prepared by using Taştan (2006), Daştan
(2009) and Dalkıran (2018) studies as well as expert opinions. The survey questionnaire consists of two parts. In the first part, the demographic characteristics
of the participants are tried to be determined. In the second part, a Likert-type
scale is utilized to measure the perceptions of the participants about tax auditing. The questionnaire form consists of two parts. In the first part, there are
seven questions including demographic and professional information regarding the research group. In the second part, a scale consisting of 49 questions
prepared by the researcher using the studies of Taştan (2006), Daştan (2009)
and Dalkıran (2018) is included in order to measure the opinions of professionals about tax evasion.
The questionnaire forms used as data collection tools in the research were filled
out during face to face interviews with the dependent and independent CPAs who
are registered to the Kayseri Chamber of Certified Public Accountants as well as
the CAs operating in Kayseri. A total of 1,610 actively operating CPAs and CAs
in Kayseri constitute the population of the study. A total of 209 (12.98%) of this
population was interviewed and evaluated.
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DATA ANALYSIS
The frequency and percentage distributions of the research group are presented
in Table 6.
Table 1. Frequency and Percentage Distributions Regarding Demographic Information
of Professional Accountants
Variable
Gender

Age Groups

Educational
Background
Professional Title

Professional
Seniority

Number of
Taxpayers

f

%

Male

Sub-dimensions

138

66.0

Female

71

34.0

23-27 years of age

31

14.8

28-32 years of age

58

27.8

33-37 years of age

42

20.1

38-42 years of age

32

15.3

42+ years of age

46

22.0

Undergraduate

143

68.4

Graduate

66

31.6

Certified Public Accountant

188

90.0

Chartered Accountant

21

10.0

1-5 years

47

22.5

6-10 years

69

33.0

11-15 years

45

21.5

16-20 years

28

13.4

20+ years

20

9.6

Dependent

68

32.5

1-20

36

17.2

21-40

43

20.6

41-60

16

7.7

60+

46

22.0

Upon examining Table 1, it is seen that 66% of the professional accountants who
participated in the research study are male and 34% are female. 14.8% of the participants were in the 23-27 age group, 27.8% in the 28-32 age group, 20.1% in the
33-37 age group, 15.3% in the 38-42 age group, and % 22 in the 42+ age group.
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68.4% of the participants have undergraduate degrees whereas 31.6% have graduate degrees. 22.5% of the accounting professionals who participated in the research have 1-5 years of professional seniority, 33% have 6-10 years of professional
seniority, 21.5% have 11-15 years of professional seniority, 13.4% have 16-20
years of professional seniority, and 9.6% have 20+ years of professional seniority.
While 32.5% of the participants are dependently employed by an office, 67.5%
have their own businesses. Furthermore, 17.2% of professional accountants have
1-20 taxpayers, 20.6% have 21-40 taxpayers, 7.7% have 41-60 taxpayers and
22% have more than 60 taxpayers.
Factor analysis is applied to determine whether or not the scale is a valid measurement tool and the analysis results are presented in Table 2.

Tendencies

Total Item
Correlation

Factor Load

Items

Subdimensions

Table 2. Factor Analysis Results for the Scale of Accounting Professionals’
Opinions on Tax Evasion

Complete tax compliance should not be expected from taxpayers due
.731
to legal gaps in tax laws

.693

Considering the economic conditions and tax burden, tax evader
.792
should not be blamed

.587

Taxpayers in economic hardship may be tolerated in accounting
.570
records

.602

.671

.740

As the education level of taxpayers increases, the tendency to tax
.350
evasion decreases

.517

Tax evading enterprises would be imposed a fine up to the highest
.431
penalty when caught in Turkey

.676

I do not think the tax-evading enterprises’ probability of being caught
.537
by the tax authorities in Turkey is very high

.514

Tax evasion is not a moral problem since the tax system is unfair
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Total Item
Correlation

Inefficient tax auditing and unfair taxation mentality

.743

.589

The attitude of political authority toward tax policies

.388

.671

Very complicated tax laws and frequent changes

.673

.681

Frequent application of tax amnesties

.457

.722

High levels of tax rates

.407

.692

Unfair income distribution and taxpayers’ low level of income

.727

.719

Economic fluctuations and crises

.794

.568

The belief that the collected taxes would not lead to services

.679

.588

Low level of social and tax morality

Reasons
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Subdimensions

Factor Load
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.398

.687

Enacted laws’ inability to fully cover the taxable element, legal
.676
gaps, exceptions, and exemptions

.674

Excessive expenditure items that are not considered as expenses .606

.727

Excessive direct and indirect taxes and the imposition of
.598
additional taxes

.723

Lack of clear and comprehensible regulations on offenses in tax
.649
criminal law and punishments related to these offenses

.633

Experience of political changes

.556

.704

Level of corruption in the society and widespread bribery

.595

.560

Inadequate function of tax administration’s organization structure .641

.582
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Roles of Tax
Administration
and
Professionals

Total Item
Correlation

Factor Load

Items

Subdimensions
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Professional accountants are type kind of internal controllers of tax
.500
audits

.600

In the fight against tax losses and evasion, the tax administration seeks
.513
assistance from professional accountants

.678

Coherent efforts are made by tax administration along with accounting
.749
professionals in the fight against tax losses and evasion

.572

In the fight against tax losses and evasion, the tax administration
.608
considers professional accountants as obstacles

.620

Professional accountants take part in the fight against tax losses and
.560
evasion

.558

Professional accountants carry out duties to fight against tax losses and
.490
evasion and to provide useful services

.739

Prevention of tax losses and evasion as well as informality would
.396
increase the respectability of professional accountants in the society

.694

Tax audits carried out by the tax administration in the fight against tax
.668
losses and evasion are insufficient

.710

The accuracy of the books, records, and documents that should be kept
by the taxpayers in a tax audit is the responsibility of the professional .446
accountants as well

.671

Besides tax auditing, attitudes of professional accountants are effective
.439
in establishment of tax awareness and ethics

.680

Accounting professionals have indirectly positive impacts on tax
.716
auditing by improving tax awareness and ethics of taxpayers

.664

Professional accountants are type kind of internal controllers of tax audits .500

.600

In the fight against tax losses and evasion, the tax administration seeks
.513
assistance from professional accountants

.678

Coherent efforts are made by tax administration along with accounting
.749
professionals in the fight against tax losses and evasion

.572

In the fight against tax losses and evasion, the tax administration
.608
considers professional accountants as obstacles

.620

Professional accountants take part in the fight against tax losses and
.560
evasion

.558

Professional accountants carry out duties to fight against tax losses and
.490
evasion and to provide useful services

.739

Prevention of tax losses and evasion as well as informality would
.396
increase the respectability of professional accountants in the society

.694

Tax audits carried out by the tax administration in the fight against tax
.668
losses and evasion are insufficient

.710
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The accuracy of the books, records, and documents that should be kept
by the taxpayers in a tax audit is the responsibility of the professional
accountants as well
Besides tax auditing, attitudes of professional accountants are effective
in establishment of tax awareness and ethics
Accounting professionals have indirectly positive impacts on tax
auditing by improving tax awareness and ethics of taxpayers
A certain number of professional accountants have an ethical dilemma
in tax evasion
A certain number of professional accountants sometimes may be more
encouraging than being deterrent to tax evasion
A certain number of professional accountants do not blame taxpayers
for tax evasion
The professional accountants have a crucial role in the accurate
Roles of Tax
calculation of the tax bases of the taxpayers
Administration
The ability of professional accountants to issue an e-declaration to
and
Professionals be submitted to the tax administration enables tax administrations to
devote more time to tax auditing by reducing the workload
It is much easier to determine the accuracy of tax declarations issued
by the professional accountants and confirmed by the chartered
accountants
The professional accountants play an important role in reducing tax
errors, especially by informing taxpayers about the document layout
Investigations made by chartered accountants to issue VAT refund and
full approval reports tend to reduce tax losses and evasion
Rather than auditing millions of taxpayers, increasing the authority
and responsibilities of the professional accountants would be more
effective in the fight against tax losses and evasion
The involvement of professionals in the auditing system in the latest
Turkish Commercial Code would have an affirmative impact on the
reduction of tax losses
Training should be provided for the continuous development of
professional accountants in tax auditing
The duties and authorities of professional accountants in tax auditing
should be increased
Increasing the duties and authorities of professional accountants
Effectiveness of
increases the efficacy of tax auditing
Professionals
Information and documents to be provided by the professional
accountants would increase the efficacy of tax auditing
Coordination should be ensured between the educational institutions
providing accounting education and the professional accountants as
well as the tax administration

.446

.671

.439

.680

.716

.664

.666

.605

.733

.616

.473

.522

.490

.662

.438

.622

.753

.663

.642

.711

.648

.691

.678

.637

.493

.664

.660

.610

.710

.614

.771

.694

.787

.792

.648

.680

Kaise-Mayer-Oklin (KMO) value is found to be 832 as a result of the factor analysis applied to the scale of professional accountants’ opinions on tax evasion. This
value determines whether or not the sample size is suitable for factor analysis.
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Values above 800 indicate that the sample size is sufficient (Aksu et al. 2017, p.9;
Altunışık et al. 2007, p.226). Therefore, the value (832) obtained in the study indicates that the sample size is sufficient for the analysis.
Bartlett’s Test value (1,176) is found to be significant (p <0.05). The significance
of this value indicates that the scale can be divided into factors and the scale is
suitable for factor analysis (Aksu et al. 2017; p.10; Altunışık et al. 2007, p.230).
As a result of factor analysis, it is determined that the scale consisted of 4 sub-dimensions / factors. These sub-dimensions are named as “Tendencies”, “Reasons”,
“Roles of Tax Administration and Professionals” and “Effectiveness of Professionals”, respectively.
The Tendency sub-dimension measures the opinions of accounting professionals about the level of taxpayers’ tendency to tax evasion. 1 point indicates that
the tendency of tax evasion is low and 5 points indicate that the tendency of tax
evasion is high.
The Reasons sub-dimension measures the level of opinions of accounting professionals regarding the idea that judicial, social and economic reasons cause tax
evasion. 1 point indicates the opinion that tax evasion is caused by judicial, social
and economic reasons tends to be low, while 5 points indicate the opinion that
tax evasion is highly caused by judicial, social and economic reasons.
The sub-dimension of the Roles of Tax Administration and Professionals measures the level of professional accountants’ opinions on the role of tax administration and professionals in the prevention of tax evasion. 1 point indicates
that the tax administration and Professional accountants have few impacts on
the prevention of tax evasion, whereas 5 points indicate that they have a significant impact.
The effectiveness of professionals sub-dimension measures the level of professional
accountants’ opinions regarding the increase of efficacy in the prevention of tax
evasion. 1 point indicates a low level of the role of professionals that should be
increased in the prevention of tax evasion, whereas 5 points indicate a high level
of the role of professionals that should be increased in the prevention of tax evasion. As item-total correlations of the scale items range between .514 and .792,
indicating that item-total correlations are moderate and nearly high.
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In the validity and reliability studies of the data obtained from the researches, the
evaluation of the Cronbach’s Alpha coefficient is interpreted based on the following evaluation criteria (Kılınç, 2016: 116):
• The scale is not reliable if 0.00 ≤α <0.40.
• Scale reliability is low if 0.40≤α <0.60.
• The scale is very reliable if 0.60 ≤α <0.80.
• The scale is highly reliable if 0.80 ≤α <1.00.
SPSS 22.0 software is used for the analysis of the data obtained from the study. As
a result of the factor analysis applied to the scale of the opinions of professional
accountants on tax evasion, the scale scores are found to be within four different
dimensions. Reliability Analysis results of these dimensions are presented in Table 3.
Table 3. The Results of the Reliability Analysis for the Scale of the Opinions of
Professional Accountants on Tax Evasion
Item
number

Cronbach’s
Alpha

Tendencies

7

.662

Reasons

16

.835

Roles of Tax Administration and Professionals

21

.751

Effectiveness of Professionals

5

.846

Sub-dimensions

Upon examining Table 3, it is found that the reliability of the Tendency sub-dimension (.662) and the Role of Tax Administration and Professionals sub-dimension (.751) is moderate and appropriate for the analysis, whereas the Reasons sub-dimension (.835) and the Effectiveness of Professionals sub-dimension
(.846) are highly reliable and appropriate for the analysis (Tavşancıl, 2002, p.29).
One-Sample Kolmogorov-Smirnov Test is used to determine whether or not the
data of sub-dimensions are drawn from a normal distribution.
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Table 4. One Sample Kolmogorov-Smirnov Normality Test Results
Sub-dimensions

Statistic Value

p

.135

.000

Tendencies
Reasons

.103

.000

Roles of Tax Administration and Professionals

.090

.000

Effectiveness of Professionals

.147

.000

Upon examining Table 4, it is found that the data of the sub-dimensions are normally distributed (p <0.05). Therefore, non-parametric analyses are conducted.
The Mann Whitney U Test is used to compare the sub-dimension scores of the
participants in terms of their genders, educational backgrounds, and professional
titles whereas Kruskal-Wallis H Test is used to compare the scale scores according
to age groups, professional seniority, and the number of taxpayers.
The findings as a result of the obtained data analysis of the data within the scope
of the research are included in this section. Table 5 presents the opinions of professional accountants on tax evasion.
Table 5. Descriptive Statistics Regarding the Opinions of Accounting Professionals on
Tax Evasion
Sub-dimensions

N

X

St. Dev.

Tendencies

209

3.04

0.774

Reasons

209

3.80

0.61

Roles of Tax Administration and Professionals

209

3.74

0.44

Effectiveness of Professionals

209

4.05

0.75

Upon examining Table 5, it is seen that the accounting professionals think that
taxpayers’ attitudes towards tax evasion are at a moderate level and that the judicial, social and economic reasons lead to tax evasion. It is also observed that
tax professionals moderately agree with the opinion of increasing the efficacy of
the taxation process.
The Mann-Whitney U analysis is used to examine whether or not the opinions of
the professional accountants involved in the study on tax evasion differ in terms
of gender demographic variables. The analysis results are presented in Table 6.

379

380

Effectiveness of
Professionals

Roles of Tax
Administration
and Professionals

Reasons

Tendencies

Sub-dimensions

138

71

Male

Female

71

71

138

Male

Female

Female

71

Female

138

138

Male

Male

N

Gender

4.01

4.08

3.71

3.75

3.73

3.84

2.81

3.15

X

0.72

0.76

0.49

0.41

0.64

0.59

0.68

0.79

St. Dev.

97.89

108.66

102.03

106.53

98.30

108.45

88.43

113.53

Mean
Rank

6950.0

14995.0

7244.0

14701.0

6979.0

14966.0

6278.5

15666.5

Sum of
Ranks

4394.0

4688.0

4423.0

3722.5

U

.217

.610

.250

.004

p

Table 6. The Mann-Whitney U Analysis Results for Investigation of the Accounting Professionals’ Opinions on Tax Evasion in Terms of
Gender Variables
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Upon examining Table 6, it is detected that there is no significant difference between the opinions on the sub-dimensions of the reasons (U=4423.0; p>0.05),
as well as the roles of tax administration and professionals (U=4688.0; p>0.05)
for tax evasion and the effectiveness of tax professionals within tax processes (U
= 4394.0; p> 0.05) according to the gender of the participants, whereas the opinions on tax evasion tendency levels of the taxpayers significantly differ (U=3722.5;
p<0.05) from each other according to the participants’ gender. Male participant
accountants in the study think that taxpayers’ tendency to tax evasion is higher
compared to female accountants.
Kruskal Wallis H analysis is used to determine whether or not the participant
professional accountants’ opinions on tax evasion differ in terms of the age group
demographic variable. The analysis results are presented in Table 7.
Table 7. Investigation of the Professionals Accountants’ Opinions about Tax Evasion in
Terms of the Age Group Variable and Kruskal Wallis H Analysis Results
Subdimensions

Age Groups

23-27 years of age
28-32 years of age
Tendencies
33-37 years of age
38-42 years of age
42+ years of age
23-27 years of age
28-32 years of age
Reasons
33-37 years of age
38-42 years of age
42+ years of age
23-27 years of age
Roles of Tax
28-32 years of age
Administration
33-37 years of age
and
Professionals 38-42 years of age
42+ years of age
23-27 years of age
28-32 years of age
Effectiveness of
33-37 years of age
Professionals
38-42 years of age
42+ years of age

N

X

31
58
42
32
46
31
58
42
32
46
31
58
42
32
46
31
58
42
32
46

2.99
3.17
2.86
3.06
3.04
3.79
3.76
3.90
3.79
3.79
3.77
3.83
3.68
3.68
3.70
4.12
3.98
4.15
4.06
4.00

St.
Dev.
0.75
0.85
0.67
0.81
0.74
0.66
0.74
0.51
0.47
0.56
0.46
0.42
0.48
0.48
0.39
0.61
0.77
0.72
0.92
0.71

Mean Rank
100.29
113.78
91.89
107.38
107.41
106.37
105.39
113.07
98.86
100.49
109.32
120.08
99.49
90.16
98.43
109.69
98.12
108.65
116.08
99.47

x2

p

3.5

.473

1.4

.852

6.6

.158

2.6

.625
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Upon examining Table 7, it is detected that the level of taxpayers’ tendency to tax
evasion (x2 = 3.5; p> 0.05) according to the age groups of the participants, factors
causing tax evasion (x2 = 1.4; p> 0.05), the roles of tax administration and professionals in prevention of tax evasion (x2 = 6.6; p> 0.05) and the efficacy of professional accountants in tax processes (x2 = 2.6; p> 0.05) do not differ significantly.
Mann Whitney U analysis is used to determine whether or not the opinions of
the professional accountants involved in the study on tax evasion differ in terms
of a demographic variable. The analysis results are presented in Table 8.
Table 8. Investigation of the Professional Accountants’ Opinions about Tax Evasion in
Terms of Educational Backgrounds Variable and Mann Whitney U Analysis Results
Subdimensions

3.13
2.84

St.
Dev.
0.81
0.65

Mean
Rank
112.38
89.00

Sum of
Ranks
16071.0
5874.0

143

3.85

0.63

112.12

16033.5

66

3.69

0.53

89.57

5911.5

Roles of Tax
Undergraduate
Administration
and
Graduate
Professionals

143

3.77

0.44

109.03

15591.0

66

3.67

0.42

96.27

6354.0

Effectiveness of Undergraduate
Professionals Graduate

143

4.08

0.72

108.04

15449.5

66

3.98

0.80

98.42

6495.5

Tendencies
Reasons

Educational
Background
Undergraduate
Graduate

N

X

143
66

Undergraduate
Graduate

U

p

3663.0

.009

3700.5

.012

4143.0

.156

4284.5

.280

Upon examining Table 8, it is detected that the research participants’ opinions
on the role of tax administration and professionals in prevention of tax evasion
according to educational background (U = 4143.0; p> 0.05) and the effectiveness of professionals in tax processes (U = 4284.5; p> 0.05) do not differ significantly, whereas the opinions about tax evasion levels (U = 3663.0; p <0.05) and
factors causing tax evasion (U = 3700.5; p <0.05) according to the educational
backgrounds are found to be significantly different.
In comparison to accounting professionals with graduate degrees, the levels of
opinions of the accounting professionals with undergraduate degrees on the taxpayers’ tendency to tax evasion and the level of judicial, social and economic
causes of tax evasion are thought to be higher.
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Mann Whitney U analysis is used to determine whether or not the participant
professional accountants’ opinions on tax evasion differ in terms of professional
title variable. The analysis results are presented in Table 9.
Table 9. Investigation of the Professional Accountants’ Opinions on Tax Evasion in
Terms of Professional Title Variable and Mann Whitney U Analysis Results
Sub-dimensions

Tendencies

Reasons

Roles of Tax
Administration
and
Professionals

Effectiveness of
Professionals

Professional
Title
Certified
Public
Accountant
Chartered
Accountant
Certified
Public
Accountant
Chartered
Accountant
Certified
Public
Accountant
Chartered
Accountant
Certified
Public
Accountant
Chartered
Accountant

N

X

188 3.08
21 2.64
188 3.80
21 3.83
188 3.73
21 3.85
188 4.07

St.
Dev.

Mean
Rank

Sum of
Ranks

U

p

0.77 108.46 20390.5
0.73

74.02

1323.5

.013

1867.5

.685

1644.5

.209

1900.0

.776

1554.5

0.62 105.57 19846.5
0.46

99.93

2098.5

0.44 103.25 19410.5
0.38 120.69

2534.5

0.72 105.39 19814.0

21 3.90 0.96

101.48 2131.0

Upon examining Table 9, it is detected that the factors causing tax evasion according to professional titles of the participants (U = 1867.5; p> 0.05), the role of tax
administration and professionals in the prevention of tax evasion (U = 1644.5;
p> 0.05) and the effectiveness of tax professionals in tax processes (U = 1900.0;
p> 0.05) do not differ significantly, whereas the opinions on the levels of taxpayers’ tendencies to tax evasion according to professional backgrounds (U=1323.5;
p<0.05) differ significantly. It is thought that the participant CPAs in the study
have higher levels of opinions regarding the taxpayers’ tendencies to tax evasion in
comparison to the CAs. Kruskal Wallis H analysis is used to determine whether
or not the opinions of the professional accountants involved in the study on tax
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evasion differ in terms of professional seniority variable. The analysis results are
presented in Table 10.
Table 10. Investigation of the Professional Accountants’ Opinions about Tax Evasion in
Terms of Professional Seniority Variable and Kruskal Wallis H Analysis Results
Subdimensions

Professional
Seniority
1-5 years
6-10 years
Tendencies
11-15 years
16-20 years
20+ years
1-5 years
6-10 years
Reasons
11-15 years
16-20 years
20+ years
1-5 years
Roles of Tax
6-10 years
Administration
11-15 years
and
Professionals 16-20 years
20+ years
1-5 years
6-10 years
Effectiveness of
11-15 years
Professionals
16-20 years
20+ years

N

X

47
69
45
28
20
47
69
45
28
20
47
69
45
28
20
47
69
45
28
20

2.89
3.25
3.13
2.69
2.93
3.71
3.78
3.85
3.85
3.88
3.69
3.79
3.74
3.69
3.78
3.93
4.10
3.96
4.21
4.16

St.
Dev.
0.71
0.77
0.89
0.51
0.78
0.48
0.66
0.67
0.47
0.72
0.45
0.50
0.41
0.34
0.42
0.70
0.77
0.93
0.47
0.62

Mean
Rank
94.11
121.98
109.82
79.23
97.25
90.34
105.12
112.69
107.70
117.98
101.38
108.09
104.98
98.07
112.60
88.69
111.67
105.02
112.16
110.23

Intergroup
Differences

x2

p

12.7

.013

1<2, 2>4

4.5

.345

-

1.0

.904

-

4.9

.297

-

Upon examining Table 10, it is detected that the factors causing tax evasion according to professional seniority of the participants (x2 = 4.5; p> 0.05), the role
of tax administration and professionals in prevention of tax evasion (x2 = 1.0; p>
0.05) and the accounting professionals’ opinions about the effectiveness of taxation processes (x2 = 4.9; p> 0.05) do not differ significantly, whereas whereas the
opinions on the levels of taxpayers’ tendencies to tax evasion according to professional seniority of the participants (x2=12.7; p<0.05) differ significantly.
In the tendencies sub-dimension, the opinions of the professional accountants
with 6-10 years of professional seniority on the level of taxpayers’ tendencies to
384

Theories and Critics in Economics & Management
Samet Evci, Vikas Arya

tax evasion are higher than of those professional accountants with 1-5 years or
16-20 years of professional seniority.
Mann Whitney U analysis is used to determine whether or not the opinions of
professional accountants involved in the study on tax evasion differ in terms of
the number of taxpayers. The analysis results are presented in Table 11.
Table 11. Investigation of Accounting Professionals’ Opinions about Tax Evasion in
Terms of the Number of Taxpayers Variable and Kruskal Wallis H Analysis Results
Subdimensions

Tendencies

Reasons

Number of
Taxpayers

N

X

St.
Dev.

Mean
Rank

Dependent

68

2.83

0.79

86.99

1-20

36

3.35

0.79

128.40

21-40

43

2.95

0.71

98.63

41-60

16

3.12

0.75

118.09

60+

46

3.15

0.73

114.72

Dependent

68

3.76

0.78

106.96

1-20

36

3.73

0.53

95.78

21-40

43

3.92

0.43

112.36

41-60

16

3.92

0.54

112.59

60+

46

3.76

0.53

99.79

Dependent

68

3.65

0.50

90.43

36

3.61

0.34

82.88

43

3.86

0.44

117.30

Roles of Tax 1-20
Administration
21-40
and
Professionals 41-60

16

3.97

0.31

141.84

60+

46

3.77

0.39

119.53

Dependent

68

4.12

0.79

108.63

1-20

36

3.77

0.56

77.75

43

3.86

0.98

98.37

16

4.40

0.66

136.38

46

4.23

0.41

116.25

Effectiveness of
21-40
Professionals
41-60
60+

x2

p

13.9 .008

2.1

.709

Intergroup
Differences

1<2, 1<4,
1<5, 2>3

-

19.2 .001

1<3, 1<4,
1<5, 2<3,
2<4, 2<5

14.3 .006

1>2, 2<4,
2<5

Upon examining Table 11, it is detected that the opinions of the participants about
the factors causing tax evasion according to the number of taxpayers (x2 = 2.1; p>
0.05) do not differ significantly, whereas the opinions on the level of taxpayers’
tendencies to tax evasion (x2=13.9; p<0.05), the roles of tax administration and
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professionals in the prevention of tax evasion (x2 = 19.2; p <0.05) and the effectiveness of professionals in tax processes (x2 = 14.3; p <0.05) differ significantly
according to the number of the participants’ taxpayers.
In the sub-dimension of tendency, it is observed that the opinions of the professional accountants with 1-20, 41-60 and 60+ taxpayers about their level of tax
evasion are higher than those of dependent professional accountants, whereas the
opinions of accounting professionals with 1-20 taxpayers about the level of their
taxpayers’ tendency to tax evasion accounting are higher than of the accounting
professionals with 21-40 taxpayers.
In the sub-dimension of the role of tax administration and professionals, it is seen
that the opinions of accounting professionals with 21-40 and 60+ taxpayers on
the role of tax professionals and the prevention of tax evasion are higher than of
the dependent accounting professionals with 1-20 taxpayers.
In the sub-dimension of the effectiveness of professionals, it is seen that the opinions of the dependent professional accountants with 21-40 and 60+ taxpayers
about increasing the efficiency of professional accountants are higher than the
professional accountants with 1-20 taxpayers.

CONCLUSION AND EVALUATIONS
Countries may meet their financial needs either by borrowing, by issuing new
tax items, by increasing current tax rates, or by similar practices. The governmental authority may increase its need for tangible incomes either by raising existing
tax rates or by imposing new taxes. Instead of increasing tax rates or imposing
new taxes, the government can also derive revenue by providing efficacy in tax
auditing. As a result of the efficacy of tax auditing and the good functioning of
the system, tax losses and evasion can be prevented and tax revenue items may
increase in number. Thus, additional revenues can be achieved by governments.
Nowadays, similar to the tax systems of developed countries, the Turkish Tax System is based on the declaration principle. On the basis of the declaration, the
taxpayers or their representatives prepare their own tax declarations, and the assessment is made by the related administration upon the submission of the declaration. There is a mutual interest relationship between the government and taxpayers as both parties of taxation. It is also useful to control the accuracy of the
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information presented in mutual interest relationships. Briefly, declaration-based
tax systems render auditing compulsory. In this way, both the governmental authority that collects the tax and the individuals or institutions that pay the tax
would have a transparent taxation system.
The importance given to tax auditing has increased the number of scientific studies
conducted on the subject in recent years. In this study, it is aimed to raise awareness about the subject and to increase the importance given to tax auditing both
individually and publicly. It is believed that the qualifications of tax officials and
professionals can be increased along with the studies carried out on this subject.
When the literature is examined, some of the conducted studies in this field are
seen to find the following results.
Akkaya (2017) stated that tax examinations were not performed on time. Furthermore, the realization of tax practices are performed throughout the periods
following the declarations of the taxpayers without any delay would have positive
outcomes both on the taxpayer side and the administration side. Akkaya (2017)
also stated that the tax legislation, which has been amended very often, should
be made as simple and comprehensible as possible, and this would increase the
efficacy of tax auditing.
In another study, İştekal (2017) stated that participants and taxpayers do not have
adequate information about tax auditing and its efficacy, that education should
be started at younger ages in order to maintain tax awareness and that complete
effectiveness cannot be provided in tax auditing unless tax awareness is established. Furthermore, it is stated that the participants think of the frequency of
inspections as insufficient.
Tüysüz (2017) considered that accurate, transparent, and comparable financial
statements for efficient and effective tax auditing can save time and lower costs.
Financial statements, which are the main sources of audit, should, therefore, be
accurate, comprehensible, complete and reliable. For this purpose, awareness can
be raised for the taxpayers through training activities on the preparation and fairness of financial statements in cooperation with professional chambers. Thus, it
is foreseen to initiate a healthy and efficient tax audit and to minimize the risks.
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Büyükbüken (2018) emphasized the primary importance of establishing a good
administrative structure in order to ensure efficiency in the tax system and tax
auditing. According to Büyükbüken, ensuring administrative structure, in other
words, corporate organization, is not sufficient for the efficiency of tax auditing
regardless of its importance. Moreover, the notion that the concept of activity
would be realized by a single factor does not reflect reality. According to Büyükbüken (2018), besides a well-regulated administrative structure, a legal regulation
compatible with the conditions of the country, utilization of automation systems,
the number of supervisors, deterrence of tax penalties, tax morals, tax amnesties
that cause tax efficiency and consensus are among the factors affecting tax auditing.
This study is in compliance with the previously conducted studies and the following conclusions are reached in the parts of the study.
In the first part of the study, accounting science which is directly related to tax
auditing as one of the qualifications of tax auditors is emphasized. In the second
part, auditing in general and tax auditing, in particular, are discussed. In the third
and the last part of the study, the Professional Accountants’ Perceptions of Tax
Auditing”, as the main subject of the study, is analyzed and evaluated.
As a result of the study, it is found that the dimensions of the questions of the
scale applied to professional accountants are not drawn from a normal distribution and as a result of this situation, the data are evaluated by using non-parametric analyses.
As a result of the analyses, the opinions of tax professionals about tax evasion in
terms of gender variable are examined and it is found that the male professional
accountants who participate in the study are highly convinced that taxpayers tend
to evade taxes. This difference is thought to stem from the fact that male accountants’ fear of losing their taxpayers is higher than female accountants.
The opinions of tax professionals regarding tax evasion according to age groups
are examined and it is determined that the role of tax administration and professionals in the prevention of tax evasion and the role of professional accountants
in the prevention of tax evasion do not differ significantly.
The opinions of tax professionals about the tax evasion in terms of educational
background variable are examined and it is determined that the opinions of the
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participants about the role of tax administration and accounting professionals in
the prevention of tax evasion and the efficacy of accounting professionals in tax
processes do not differ according to educational level. Nonetheless, it is detected
that the opinions of taxpayers about their level of tax evasion and the factors causing tax evasion differ significantly according to the educational level of the participants. Moreover, it is found that taxpayers’ tendency of tax evasion and judicial, social and economic causes of tax evasion are higher in comparison to the
accounting professional who acquired graduate degrees.
The opinions of professional accountants regarding the tax evasion in terms of
the professional title variable are examined and it is determined that the factors
causing tax evasion according to the professional titles of the participants are not
significantly different from the role of the tax administration and profession in
the prevention of tax evasion as well as the efficacy of Professional accountants
in the tax processes. However, it is detected that the opinions on tax evasion levels of taxpayers differ significantly according to the professional title of the participants. In addition, it is seen that the taxpayers of the participant CPAs have
higher tendencies to tax evasion in comparison to the CAs.
The opinions of tax professionals about tax evasion in terms of professional seniority variable are examined, and it is detected that the factors that cause tax
evasion, the role of tax administration and the professionals in prevention of tax
evasion and the opinions of the professionals about the effectiveness of the tax
process according to the seniority of the participants do not differ significantly,
whereas tax evasion levels of taxpayers are found to be significantly different according to the seniority of the participants.
Consequently, the opinions of tax professionals regarding tax evasion in terms of
the number of taxpayers are examined and it is found that the opinions of the
participants about the factors causing tax evasion according to the number of taxpayers do not differ significantly. Nevertheless, it is found that the opinions of
taxpayers about the level of their tendencies to tax evasion and their role in tax
administration and the role of professionals in the prevention of tax evasion and
the effectiveness of professionals in tax processes differ significantly according to
the number of taxpayers in the survey. It is thought that the accounting professionals who have only a few numbers of taxpayers are not very strict about abiding by the laws and this situation changes as the number of taxpayers increases.
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According to the Tax Procedure Law; the profession accountants who have signed
the declaration or issued the attestation report will be jointly and severally liable
for the tax, penalty and default interest to be released due to the tax loss resulting from the fact that the information contained in the declarations or attestation reports they have signed is not in accordance with the records of the books
and the documents which constitute the basis of these records. As it is seen in
the relevant article of the Tax Procedure Law, the role of professional accountants
is important in ensuring the accuracy of the collected taxes.
As a result of the study, it is considered that tax collection activity can be provided since the professional accountants fulfill their duties. The professional accountants under the influence of their taxpayers who are reluctant about paying
taxes may not able to fully comply with the laws and this situation causes tax
losses and evasion. In order to ensure effective and efficient tax collection, tax auditing should be made more transparent by institutions and tax collection units,
tax auditors should be more equipped and tax ethics should be established in all
institutions. The results obtained in this study confirm these claims.
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27
AN APPLICATION FOR
DETERMINING THE HIDDEN
COSTS IN OFFSHORING
İlker KEFE1, İrem KEFE2

INTRODUCTION
Offshoring can be defined as the relocation of an organizational process (i.e.,
manufacturing) for reasons such as more favorable economic conditions (Larsen
et al., 2013; Mudambi and Venzin, 2010). Today, many big companies have
certain branches in foreign countries to benefit from reduced labour costs, and
these companies supply their software work from high-cost countries (Smite
et al., 2017). In fact, companies that aimed to increase their profitability came
up with the idea of offshore outsourcing as a form of organizational process
(Mukherjee, 2018).
Offshoring activities involving the purchase of services from a vendor located
abroad have been an option for companies for a long time (Smite et al., 2014;
Smite et al., 2019). The idea of offshoring at first included reducing production
costs through manufacturing in foreign countries with low labor costs (Zheng
and Wang, 2017; Chan and Chin, 2007; Massini et al., 2010). However, today,
common offshoring practices involve operational processes that can be carried
out from a distance by means of Information and Communication Technologies
(Zheng and Wang, 2017; Manning et al., 2008). Usually, the costs mentioned
above are connected with complications related to work or working site, requiring additional time, attempt, and assets to ensure coordination and integration
across distant locations or company boundaries (Zheng and Wang, 2017; Ceci
and Prencipe, 2013; Handley and Benton, 2013).
1
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Offshoring may be thought to produce a great deal of profit by some; however,
this might not always be the case because of some hidden costs (Mukherjee,
2018). Productivity is one of the biggest obstacles to offshore savings (Overby,
2003). Also, asymmetric information related to hidden costs have strategic implications for the competition between companies (Mukherjee, 2018). By explicating divergences between goals and performance by looking at unforeseen costs,
a critical field of research emerges that can more precisely illuminate unwanted
outcomes of the strategic behavior that the company engages in (Larsen et al.,
2013). Hidden costs and failures to estimate costs correctly often make the assumed economic advantages of offshoring open to question (Smite et al., 2017).
In this study, hidden costs that may arise in offshore transactions are explained.
First, the reasons for the cost-cutting tendencies of the enterprises in today’s business world are explained and offshore transactions may be hidden costs are examined. Then, approaches to measuring hidden costs are mentioned. In the study, a
hypothetical case study has been prepared in order to show the effect of hidden
costs arising from offshore transactions on total costs.

COST SAVINGS AND COST REDUCTION IN
THE OFFSHORE PROCESSES
Many risks and uncertainties accompany offshoring decisions (Zheng and Wang,
2017; Tafti, 2005; Gonzalez et al., 2010; Lee et al., 2012; Nassimbeni et al., 2012).
Decision-makers in a company may fail to accurately estimate the offshoring costs
due to new complexities and uncertainties that they face each day (Larsen et al.,
2013). In the case of making a decision to offshore software development, usually
visible costs such as low salaries are taken into consideration (Smite et al.,2017;
Carmel and Tija, 2005; Stringfellow et.al, 2008).
Technological development, particularly in information technology (IT), has not
only made it possible to fragment the production process but also to reduce trading costs (Mukherjee, 2018). The more experienced companies become in offshoring, the less they turn to strategy-related improvements in cost savings (Zheng
and Wang, 2017). Still, one of the most critical issues that need to be considered in offshoring is cost-reduction, particularly for carrying out chief administrative work (Zheng and Wang, 2017; Ellram et al., 2008). In the last ten years,
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companies have preferred offshoring from countries where hourly rates indicate
noteworthy cost reductions (Smite et al., 2019).
To make correct decisions in advance, true costs need to be accurately estimated.
Prior to offshoring, software development companies identify business cases, which
are usually established according to the assumptions and hypotheses that need
to be validated later (Smite et al., 2017). Meta Group argues that falling behind
productivity can lead to an increase as much as 20 per cent in the cost of the
offshore contract (Overby, 2003). Also, one significant cost is related to managing the offshore relationship (Overby, 2003). Companies in various sectors have
utilized offshoring activities to reduce their costs. Despite this, recently, there has
been much debate as to how beneficial offshoring. In fact, unfruitful offshoring
experiences have lately disappointed many production companies, which, as a
result, decided to bring their previously offshored operations back to high-cost
countries. “The causes behind this” “anti-offshore decisions” include poor production quality, delivery problems, and underestimation of the total cost of operating overseas (Smite et al., 2017; Wiesmann et al., 2017).

THE “HIDDEN” COSTS IN THE OFFSHORE PROCESSES
A critical issue associated with offshoring is ‘hidden’ costs (Smite et al., 2017;
Dibbern et al., 2007). Due to poor estimation of possible uncertainties, companies might make serious errors, which, in turn, might cause offshoring activities
costs a lot more than initially anticipated (Zheng and Wang, 2017). Hidden costs
are unaccounted for, and therefore they emerge as a disparity between anticipated
and real costs (Larsen et al., 2013). Although companies face similar levels of offshoring complexity, some tend to make estimation errors, while others are able to
achieve their expected costs and even perform better (Zheng and Wang, 2017).
Usually, a significant divergence occurs between what the company expects and
realizes in terms of offshoring costs (Smite et al., 2019). “Hidden costs” are a major problem for many companies, which are usually disappointed with the consequences of the offshoring decisions they make (Zheng and Wang, 2017). This is
mostly because of the failure of decision-makers to calculate the offshoring costs
correctly. As a result, they are surprised by hidden or unforeseen costs (Larsen et
al., 2013). The final total cost of offshoring can be calculated only when the offshoring activity is realized, and all the related costs are seen. To understand the
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causes of hidden costs and the magnitude of these costs, companies rely on empirical data from industrial practice (Smite et al., 2017). Many companies discover the execution of important plans may lead to significant hidden costs that
harm the company’s performance. As an example, a company might be surprised
to find out that entering into a new market or industry calls for significantly
more coordination than what they anticipated at the outset (Larsen et al., 2013).
Hidden costs can be accepted as costs that are not foreseen in the decision-making process. The prime motivation behind offshoring is to achieve cost-efficiency;
however, hidden costs hinder cost-efficiency for companies (Mukherjee, 2018).
Smite et al. (2019) emphasized the distance and poor process fit, which necessitated more investments to offshore, as the two chief cost drivers. Mukherjee
(2018) studied strategic interaction in the offshoring decision. Zheng and Wang
(2017) examined hidden costs in the conditions that surround IT-enabled service offshoring and found that in order to eliminate poor cost-estimation, companies need strategies that will guide their offshoring activities. The impact is
expanded when work complexity is increased; however, the more the company
has experience with offshoring, the less the impact is. Only after several years do
most companies learn how to avoid poor cost-estimation even if they do have a
strategy at first. This finding indicates that only to a certain extent are companies able to alleviate hidden costs in the short term.
Smite et al. (2017) aimed to calculate the true hourly cost, including additional
costs. The authors reported a few additional costs and their effects on the resulting hourly cost. Their findings indicate an extra cost that may be associated with
a number of offshoring costs (i.e., the cost of transferring the work, of working
in another country/location, and of inexperience of the offshoring location). The
hourly cost is increased several times by the consideration of extra costs, whereas
the disparity in performance between mature and immature locations leads to
an even increased difference. Hence, despite great differences in salary, mature
locations, in other words, high-cost locations yield more cost-efficiency (i.e., are
cheaper) than immature locations; and the most favorable suppositious scenario
that assumes that the firm can reach a break-even point, is not realistic. Their
findings have two implications: first, companies that offshore their complex products may not gain bottom-line economic achievements in the short term, and
they may not even reach a break-even point within the next five years. Secondly,
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other reasons than achieving cost-efficiency might justify the offshoring decision
in the studied case.
Larsen et al. (2013) examined the nature of poor cost-estimation resulting from
hidden costs. Utilizing the data from the Offshoring Research Network, the authors found that executives tend to calculate costs inaccurately due to complexities related to captive offshoring and offshore outsourcing. They suggested that
inaccurate cost calculation can be elucidated by expanding offshoring complexity.
When compared to a company that outsources from businesses close to its headquarters, a company that outsources many of its activities from different businesses both at home and abroad will probably face higher complexity.
In a study examining the total cost of offshoring, Overby (2003) suggested that
companies need to determine their return on investment (ROI). To calculate the
total cost of an offshoring decision, it is necessary to consider costs related to selecting a vendor, transition, layoffs, ramping up, and managing the offshore contract, and the cultural cost (Overby, 2003).
So far, many studies have regarded offshoring as a cost-saving strategy that companies commonly use; on the other hand, very few studies have examined the
cost-savings or losses from software outsourcing (Smite et al., 2017; Smite et al.,
2015). Also, most of these studies that contain information about the actual cost
estimates are usually opinion-based. Moreover, they do not reveal the calculation
algorithm that is used to calculate the estimates represented as percentages and
intervals. For instance, in a study comparing low hourly rates in India with those
in Germany, Burger (2007) asserts that he achieved “substantial cost-saving” expressed as “several million €/year” (Smite et al., 2017). Besides, previous studies
focused on identifying and categorizing the additional costs of offshoring (Zheng
and Wang, 2017; Barthelemy, 2001; Overby, 2003; Kelley and Jude, 2005; Sanders et al., 2007; Dibbern et al., 2008; Stringfellow et al., 2008).
Significant hidden costs may escape the decision-makers of a company; hence,
they may fail to calculate the adverse consequences of the strategic decisions they
make (Larsen et al., 2013). A variety of costs, such as transaction costs, are included in hidden costs (Mukherjee, 2018). A company can offshore services such
as IT services, administrative services (e.g., human resources, legal affairs, financing, and accounting), call centers, software, and product development, marketing and sales, and procurement (Larsen et al., 2013).
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THE MEASUREMENT OF THE HIDDEN COSTS
Smite et al. (2017) studied different sources to collect cost and performance data
(see Table 1). They used one focus group and one group interview and collected
quantitative data from company databases and qualitative estimates to represent the additional direct cost associated with the studied teams. The quantitative data comprised the transfer costs, average salary, and working hours. On the
other hand, the qualitative data consisted of the opinions of experts with regards
to cost-drivers and outlook on the offshoring location.
Table 1. Collected cost data
Cost Unit
Salary-based hourly rate

Data Sources
Salary data

Cost of knowledge transfer Time reports

Direct cost

Travel cost

Reported cost

Cost of extra office space

Seating cost, reserved seats

Documentation cost

Focus group estimate

Travel administration cost

Focus group estimate

Control cost

Focus group estimate, Time reports

Extra hardware cost

Focus group estimate

Planning overhead

Focus group estimate

Managerial overhead

Focus group estimate

Indirect cost Cost of low performance

Time reports, Complexity estimates

Smite et al. (2017)

Smite et al. (2017) categorized cost drivers as direct and indirect costs. Accordingly, direct costs include following costs.
§ Transfer-Related Costs: Costs related to transferring the knowledge, traveling,
extra office space, and process documentation
§ Distance-Related Costs: Administration cost
§ Immaturity-Related Costs: Cost of quality control, Rescue cost, Extra hardware
cost, Planning overhead, Managerial overhead
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Hidden costs may be associated with performance indicators, noncontractual
costs, and reconfiguration and relocation costs (Larsen et al., 2013). Examples/
consequences of hidden costs are shown in Table 2.
Table 2. Hidden costs examples/consequences of offshoring
Theoretical Focus

Examples/Consequences of Hidden Costs

-Costs of selecting a vendor
-Costs of layoffs
Performance indicator -Cultural costs
-Ramp-up costs
-Costs of managing an offshore contract
Noncontractual
costs

-Reduce learning capabilities
-Reduce robustness
-Reduce long-term responsiveness
-Reduce coordination ability
-Undermine core competences

Costs of
reconfiguration
and relocation

-Coordination costs
-Design/specification costs
-Control costs
-Knowledge transfer costs

Larsen, et al., 2013; Barthelemy (2001); Overby (2003); Bettis et al. (1992);
Hendry (1995); Reitzig and Wagner (2010); Dibbern et al. (2008); Kumar et al.
(2009); Stringfellow et al. (2008); Srikanth and Puranam (2011)

Phil Cullen who is a member of the National Institute of Standards and Technology (NIST) Manufacturing Extension Partnership (MEP) listed the hidden costs
that may arise during offshore transactions as follows (Callari, 2011):
§ Vendor selection: Not paying attention will result in more time and cost
§ Transition: The emergence of more training and travel costs than expected during
the transition process
§ Customer relationship costs: To incur more expense when retaining customer
§ Maintenance: To involve significant recurring costs
§ Capture: To lose control of its core product capabilities
§ Global supply-chain risk: Unanticipated event costs
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AN APPLICATION FOR DETERMINING THE HIDDEN
COSTS
In this part of the study, hidden costs that may arise in a company are hypothetically calculated. The main purpose of the calculation is to show the effect of hidden costs on the total costs. Thus, it is aimed to draw attention to the relative
importance of hidden costs in total costs.
The study is carried out on the expected and actual costs that Overby (2003) also
drew attention to. In this study, as in Overby’s study, the best and worst-case scenarios are highlighted while generating offshore costs. In addition, the costs incurred in the study are explained in terms of the previously determined percentages. In addition, the hidden costs described in other studies (Mukherjee, 2018;
Zheng and Wang, 2017; Smite et al., 2017; Callari, 2011; Kumar et al., 2009;
Stringfellow et al., 2008; Dibbern et al., 2008; Sanders et al., 2007; Kelley and
Jude, 2005; Barthelemy, 2001) are included in this study. Table 3 shows the budgeted costs incurred for offshore transactions.
Table 3. The budgeted costs incurred for offshore transactions
Offshore Costs
The cost of managing an offshore contract
The cost of selecting a vendor
The cost of transition
The cost of layoffs
The cultural costs
The cost of ramp-up
The cost of specification/design
The cost of knowledge transfer
The cost of communication
The cost of monitoring
The cost of transaction
The cost of travel
The cost of extra office space
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Total Amount
10.000.000 ₺
5.500.000 ₺
155.000 ₺

3.500.000 ₺
50.000 ₺

240.000 ₺
175.000 ₺
190.000 ₺
50.000 ₺

950.000 ₺
250.000 ₺
550.000 ₺
27.000 ₺
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Offshore Costs

Total Amount
79.000 ₺

The cost of process documentation

4.200.000 ₺

The cost of administration

95.000 ₺

The cost of quality control

45.000 ₺

The cost of extra hardware

300.000 ₺

The cost of low performance

65.000 ₺

The cost of the coordination

79.000 ₺

The cost of customer relationship

1.500.000 ₺

The cost of the maintenance
Total original contract value
₺ = Turkish Lira

28.000.000 ₺

As can be seen in Table 3, total contract and transaction costs budgeted for offshore transactions amounted to 28,000,000 ₺. The budgeted amount may vary
with the emergence of expected and unexpected hidden costs. This change rate
varied from 1% to 15% in the best scenario for each offshore operation. Table
4 shows the unit and total offshore amounts resulting from the best scenario.
Table 4. The unit and total offshore amounts resulting from the best scenario
Offshore Costs

Percentage
Change

Current
Value

The cost of managing an offshore contract

0,15

1.500.000 ₺

The cost of selecting a vendor

0,07

The cost of transition

0,02

The cost of layoffs

0,06

The cultural costs

0,01

The cost of ramp-up

0,01

The cost of specification/design

0,01

The cost of knowledge transfer

0,03

The cost of communication

0,01

The cost of monitoring

0,08

The cost of transaction

0,04

385.000 ₺
3.100 ₺

210.000 ₺
500 ₺

2.400 ₺
1.750 ₺
5.700 ₺
500 ₺

76.000 ₺
10.000 ₺
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Offshore Costs

Percentage
Change

The cost of travel

0,03

The cost of extra office space

0,02

The cost of process documentation

0,01

The cost of administration

0,04

The cost of quality control

0,03

The cost of extra hardware

0,03

The cost of low performance

0,06

The cost of the coordination

0,03

The cost of customer relationship

0,02

The cost of the maintenance

0,09
Total hidden costs

Current
Value
16.500 ₺
540 ₺
790 ₺

168.000 ₺
2.850 ₺
1.350 ₺

18.000 ₺
1.950 ₺
1.580 ₺

135.000 ₺

2.541.510 ₺

In the best scenario, the hidden cost amount is 2.541.510 ₺. With the hidden
cost amount, total offshore costs increased to 30.541.510 ₺. In the worst-case scenario, this rate varies from 3% to 75%. In this case, there may be significant differences in the unit and total amount of offshore costs due to hidden costs. Table
5 shows the unit and total offshore amounts resulting from the worst scenario.
Table 5. The unit and total offshore amounts resulting from the worst scenario
Offshore Costs

Percentage
Change

The cost of managing an offshore contract

0,52

The cost of selecting a vendor

0,44

The cost of transition

0,06

The cost of layoffs

0,10

The cultural costs

0,75

The cost of ramp-up

0,45

The cost of specification/design

0,33

The cost of knowledge transfer

0,28

The cost of communication

0,13

The cost of monitoring

0,32
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Current Value
5.200.000 ₺
2.420.000 ₺
9.300 ₺

350.000 ₺
37.500 ₺

108.000 ₺
57.750 ₺
53.200 ₺
6.500 ₺

304.000 ₺
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Offshore Costs

Percentage
Change

The cost of transaction

0,20

The cost of travel

0,09

The cost of extra office space

0,12

The cost of process documentation

0,06

The cost of administration

0,35

The cost of quality control

0,09

The cost of extra hardware

0,07

The cost of low performance

0,50

The cost of the coordination

0,35

The cost of customer relationship

0,03

The cost of the maintenance

0,21
Total hidden costs

Current Value
50.000 ₺
49.500 ₺
3.240 ₺
4.740 ₺

1.470.000 ₺
8.550 ₺
3.150 ₺

150.000 ₺
22.750 ₺
2.370 ₺

315.000 ₺

10.625.550 ₺

In the worst scenario, the hidden cost amount is 10.625.550 ₺. With the hidden
cost amount, total offshore costs increased to 38.625.550 ₺. In addition to the
costs planned by the company due to offshore transactions, two different scenarios where hidden costs arise are arranged. In both cases, total costs increased. Total cost changes for both scenarios are shown in Figure 1.

Figure 1. Total Cost of Offshoring

Considering the percentage change of hidden costs in offshore costs, planned offshore costs increased by 9.08 percent in the best scenario and 37.95 percent in
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the worst scenario. This increase in costs may put the company in a difficult financial situation. In addition, due to the difficulty of measuring hidden costs,
the company will have to use its physical and financial resources to identify and
cover such expenses.

CONCLUSION
Many companies operating at an international level carry out their overseas activities in different ways and levels. Offshore operations are one of these activities. Companies should make financial planning and budgeting for many offshore services and activities. Because of this planning and budgeting is not done,
the possibility of hidden costs increases. Companies face many activities and processes in offshore processes and hidden costs arise at this point. Hidden costs are
the types of costs that are very difficult for businesses to predict. For this reason,
it is important to consider every factor that will cause hidden costs or cost increases when planning costs by companies.
In this study, a hypothetical case study is used to investigate the main activities
of a company in conducting offshore transactions. In addition, the occurrence
of hidden costs were observed in two different scenarios. If the company spends
28,000,500 ₺ on offshore contracts, even in the best scenario, 9.08 percent or
2,541,520 ₺ is spent. In extra costs on everything from transition costs to productivity lags as a result of hidden costs. In the worst-case scenario, the company
can pay an additional cost of 37.95 percent or 10.625.610 ₺ in addition to the
cost of 28,000,500 ₺ offshore contracts.
It can be said that hidden costs arising at different rates may cause differences in
planned and expected cost levels in the company. As a result of this cost deviation
caused by hidden costs, business processes may be adversely affected. Therefore,
when carrying out a cost analysis and financial planning, companies should consider factors that may cause hidden costs. When performing offshore operations,
companies need to carry out a more careful planning and implementation process, especially when carrying out vendor selection, contract preparation, transition, customer relationship, maintenance processes. Thus, every factor that causes
hidden costs and creates extra costs is taken into consideration.
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CHANGE IN ACCOUNTING
INFORMATION SYSTEM

Ela HİÇYORULMAZ1
INTRODUCTION
As long as life continues, the change will always exist. Everything we can think
of is constantly changing, for example, living or inanimate beings, products produced, terms used, programs and theories developed. Today, considering the current situation in trade and economy, it is clear that the changes contribute to life.
The beginning of trade is thought to date back 150,000 years. During this period, the first trade with precious stones. With the invention of money in the
7th century BC., a major change began in trade. Precious stones, spices and different products started to be sold in many countries on the Silk Roads and Spice
Routes, thus the interaction between the countries developed. Christopher Columbus, who went on a quest for new taxes due to increasing taxes, discovered
America in 1492 and led to a new trade route. The establishment of the Dutch
East India Company (1602) enabled world trade to become a whole new world.
With the introduction of technology in our lives after 1945, all distances became
insignificant (https://www.sozcu.com.tr/kesfet/kapitalfx/dunden-bugune-ticaret/).
Gaining a global dimension in trade is also effective in technological, economic
and social areas. Businesses could specialize in many different subjects such as reducing costs, minimizing risks, the ability to analyze complex processes more easily, to have simultaneous information, to perform audits. For this reason, the accounting information system and accounting professionals who use this system
also took their share from this change (Sürmen ve Bayraktar, 2015:120). With
the existence of commercial life, accounting has begun to be used in the conditions and scale of that day and has been changing and developing for nearly
5000 years. Accounting science is dynamic. It is influenced by both national and
international activities, works and conditions. This effect has changed the development of accounting in a positive direction. In this study, accounting history,
1
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science, profession, accounting basic concepts, principles and changes in the law,
changes in technology used in accounting, issues are examined.

CHANGE IN ACCOUNTING HISTORY, SCIENCE AND
PROFESSION
Accounting is the process of identifying, recording, classifying, reporting and analyzing and interpreting the events that can be expressed in money or causing
changes in business assets and resources. The recording techniques used in this
process have also changed. However, because accounting users represent a very
large audience, knowledge of the recording technique is not sufficient in the
analysis and interpretation stage. To provide simultaneous, accurate, fast and reliable information, the functioning of the accounts must be well known (Seviğ).
The fact that accounting has been used for 5000 years has changed the recording and analysis techniques used naturally. The techniques we use today are different from those used in clay tablets of Kushim (3000-3500 BC), which lived
in the Sumerian period. Furthermore, the name “Kushim” mentioned in Sumerian tablets adds a different meaning to accounting. This is because it is considered the first known name in history (Harari, 2016:131). The fact that the first
person mentioned in history is an accountant is proof that accounting has existed for more than 5000 years.
It is seen that inventory records were created and the budget direction of accounting was planned in 3400 BC in the Egyptian and Mesopotamian regions for
tracking goods. In ancient Babylon, more detailed accounting records were made
available through clay tablets. In these tablets; type, number of goods, names of
buyers and sellers, delivery date are found. The first written laws regarding accounting are seen in Hammurabi Laws. Later on, it continued to develop in Iranian, Greek and Roman civilizations, and mobile accountants emerged in the
Middle Ages. In Western Europe in the 13th century, a notebook similar to the
cashbook nowadays used was used. Any change to this cashbook will consult a
notary for required (Avder).
In 1363,-Risale-i Felekiyye / Kitab-us Siyagat ’which is written by Abdullah İbn
Muhammed İbn Kiya Al Mazandarani, also shows the accounting principles used
today (Sevilengül, 2008:13).
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It has become obligatory to keep accounting records due to the partnerships,
debts received or given and brokerage operations. The oldest company partnership was established in 1157 in Medieval Europe. Accounting books for this period could not be found, but some notary-approved accounts papers have been
reached. Under the conditions of that period, frequent travels and commercial
activities were carried out. For this reason, when the travel was over, partnerships
were terminated and partnerships were made for a short period. Therefore, it is
estimated that accounting books are not needed. However, since the main purpose
of the partnerships is equality, the necessity of accounting records has come to the
fore to determine and present the profit or loss obtained. With the development
of trade, the information stored by business owners or partners was insufficient.
Therefore, systematic recording techniques were needed (Akalın, 2017:22). One
of the leading techniques of systematic recording is the double-entry bookkeeping
method developed by Luca Pacioli, a cleric and mathematician. The double-entry method is the basis of the accounting used today. The use of this technique
in Italy in the 13th century is evidenced by the records found in Florence. Part
“Particularis di Compitus e Scripturis” of his “Summa Arithmetica” published in
1494 contains information on the technique of double-entry bookkeeping. The
double entry bookkeeping is accepted as the starting point of accounting used
today. Over time, with the industrial revolutions, accounting types have changed
since accounting costs have become important. It much more comes to a state
of complicated for businesses to calculate profit and loss and calculate costs, so
new systems have been created.
Turkey is the first time in history in 1850 in terms of accounting with “Kanunname-i Ticaret” began the westernization process. German influence was observed for a long time as the Commercial Code, which came into force in 1926,
was based on the German Commercial Code. With the new Turkish Commercial Code adopted in 2011, the accounting record system entered the globalization process and international accounting standards and auditing became more
important (Sevilengül, 2007:13). Accounting programs used since 1994 have
provided great facilities for globalizing enterprises. With these programs; account
tracking, determination of income and expenses in desired time period, monitoring total sales amount, invoice issuance, comparison with past data, budgeting, tax management, report preparation, inventory management, access to the
required data from a single point at any time, transparency in business processes
convenience in terms of provision and control (LOGO).
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It has taken time to accept the accounting, which has passed through many stages
throughout history, as a profession. The accounting profession is a profession
which requires a certain knowledge and experience and is completed by people
who have completed the necessary training in this field. It is not a “job”. Because
profession; how a person is employed is defined as the work, occupation, groundbreaking, school and ecole (Yıldız, 2001:38). To qualify a pursuit as a profession,
it was requested to meet certain minimum requirements. These; training received
in the field, a complex and constantly developing knowledge structure, using professional judgment to solve problems encountered in practice and professional responsibility to serve the public interest (Marşap, 1996:119).

CHANGE IN ACCOUNTING BASIC CONCEPTS,
PRINCIPLES AND LAW
The reporting systems for financial statements, which are an output of accounting, are implemented by generally accepted accounting principles and standards
in almost every part of the world. In other words, the financial reporting system
has generally accepted accounting principles instead of unchanging principles in
the face of different events. As in many cases, generally accepted accounting principles change in line with developments and business requirements. The purpose
of the development of these principles based on the basic concepts of accounting; to eliminate differences in practices, to ensure consistency and consistency in
accounting procedures, principles and methods, and to produce comparable information, data, tables and reports within and between enterprises. The users of
information related to financial statements and financial reporting have a great
role in the application of accounting, continuous development and change of accounting principles and business activities. Also, meeting business requirements
depends on changes in economic life (https://www.e-adliye.net).
There were no basic concepts, principles and standards related to accounting at
the beginning of accounting and its usage. Therefore, there was individuality, incomprehensibility and differences in practices. It didn’t have a standard. This did
not meet the need for comparability, analysis and interpretation of accounting
information users. In time, the basic concepts, principles and standards of accounting were developed and the parties were provided to reach the information
with a more accurate, measurable and all-purpose financial statement. The basic
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concepts of accounting are the basic basis of generally accepted accounting principles and accounting standards.
The basic accounting concepts on which accounting theory and practices are
based are also included in the regulations of countries. Arrangements that give
direction to the basic accounting concepts and accounting practice in Turkey was
published on 01.01.1994 the by Finance Ministry. As of this date, there are principles developed in the General Communiqués of the Accounting System Implementation. Concepts and principles developed within the framework of regulation are diverting the accounting.
The accounting concepts identified were the form a basis for the implementation and the formation of national and international standards. There are 12 accounting concepts. These are the concept of social responsibility, the concept of
personality, the concept of continuity of business, the concept of periodicity, the
concept of measuring with money, the concept of cost, the concept of objectivity and certification, the concept of consistency, the concept of full disclosure,
the concept of prudence, the concept of materiality and the concept of priority
of essence (Bayazıtlı, vd., 2015:105-111).
To use the specified concepts in the financial statements financial transactions
must be accounted for. The rules applied in accounting are generally accepted accounting principles. Generally accepted accounting principles are formed as income statement principles and balance sheet principles. The balance sheet principles are divided into three. These principles, principles on assets, principles on
foreign resources and principles on equity capital. The general acceptance of these
principles indicates that they may change over time. The inadequacy of these principles over time has also contributed to the formation of accounting standards
(Bayazıtlı, vd., 2015:111-113).
Accounting, which emerged with the birth of trade, also developed its law. Accounting law was accepted as a sub-branch of commercial law and its content
was expanded in time (Altıntaş, 2011:7). Because the rights of the parties had to
be protected. In the field of accounting, the parties have interests to be protected
by law. Therefore, in Turkey, as it is anywhere in the world, emerged the concepts
of accounting law, arrangements have been made about it. Institutions constitutive at the Turkey accounting systems have made necessary arrangements in this
topic. These regulations and studies have been revised constantly by changing
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world realities. In Turkey, the Tax Procedure Law, the Turkish Commercial Code,
the Regulations for the Banks and Insurance Companies, Regulations Done by
the Capital Markets Board, the Uniform Accounting System Implementation
Towards the State Economic Enterprises, Arrangements Made with the Ministry
of Finance Accounting System Applications General Communiqué (MSUGT),
Banking Regulation and Supervision Agency directives, Turkey Accounting and
Auditing Standards Board’s work, Turkey has made arrangements with the Accounting Standards Board’s work. These regulations have been changed over time
by taking into consideration the needs of information users, businesses, accounting and professional accountants and also taking into consideration the changes
in the world (Uçma, 2005:1).
Is recognized as a profession in Turkey, it has taken a long time when we look at
the legal and regulatory developments. Accounting, that regulates business life, has
gained legal status too late. Turkey in 1989 on number 3568 of Certified Public
Accountant and Chartered Accountant laws were adopted with the accounting
profession to come into force and accounting profession accepted (date: 13.6.1989
number: 20194 Resmi Gazete). At the world in general; England 1870, France
1881, USA 1886, Netherlands 1895, Germany 1899, Switzerland 1941, Argentina 1945, Brazil and Mexico 1946, India 1949, Greece 1950, Nigeria 1955, the
principles of professional accountants and professional activities have been determined by legal regulations (Seviğ). After these dates, with the technology that
entered our lives very quickly the number of international companies increased,
partnerships were established, capital markets became global and trade came to
the forefront. Common financial information could not be reached due to differences in laws and practices in countries. Since there is no integrity, International
Accounting Standards and International Financial Reporting Standards (IFRS) are
needed. Thus, a uniform set of accounting standards began to be used. In 2000,
the Basel Committee supported IFRS, and in 2002 it was decided to harmonize
it with the IFRS in the United States and 2005 in the European Union. The accounting standards in Turkey were formed with the standards developed by the
institutions for the first time. In 1994, Turkey Accounting and Auditing Standards
Board have issued 19 standards. In 2002, the Banking Regulation and Supervision Agency issued 19 standards and in 2006 these standards were repealed. In
2003, the Capital Markets Board issued 33 standards and was repealed in 2008.
From this date on, it was announced that the standards accepted by the European
Union will be applied. Turkey Accounting Standards Board has been established
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in order to create uniform standards in general Turkey. Turkey Accounting Standards Board 29 units, nine units Turkey Financial Reporting Standards published
in the Official Gazette creating (Gökçen vd., 2011:IV). Draft International Financial Reporting Standards for Small and Medium-Sized Enterprises (SMEs),
which have a large share in the national economies, were presented to the public in
February 2007 (Demir, 2007:43-44). In 2010, studies on International Financial
Reporting Standards for Small and Medium Sized Companies were initiated on
this draft. On 1 January 2018, the Financial Reporting Standards for Large and
Medium-Sized Enterprises (SMEs) entered into force (https://www.kgk.gov.tr).
Electronic transactions have a large share in the easy, fast and efficient implementation of the developed standards. Revenue Administration makes use of developing technology to provide efficiency and cost advantage. E-Invoice, e-Archive,
e-Ledger, e-Self-Employed Receipt, e-Manufacturer Receipt, e-Receipt, e-Waybill,
e-Currency Purchase-Sale Document, e-Expense Compass, e-Ticket, e-Ticket Insurance Commission Expenditure Document, e-Insurance Policy, such as numerous legal documents and new procedures and principles are set. With the preparation, transmission, protection and submission of the determined procedures and
principles as electronic documents;
• Monitoring economic activities in an electronic environment,
• Analyzing,
• Reporting,
• Creating an audit infrastructure in an electronic environment,
• Reducing costs due to the use of paper notebooks and documents,
• Standard format for documents,
• Creating a secure, time and cost-saving system between the parties of the document,
• Improving public service quality,
• Increasing the speed of transactions of taxpayers,
• Ensuring that taxpayers comply with tax laws,
• It is aimed to prevent informality by monitoring (Resmi Gazete, date:19.10.2019,
number: 30923).
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CHANGE IN TECHNOLOGY USED IN ACCOUNTING
At the beginning of historical development, accounting, which consists only of
recording and counting functions, has gradually become a multifunctional discipline by adding a classification, summarizing, reporting, analyzing and interpretation functions. While simple clay tablets are sufficient for accounting operations only during the periods of registration, advanced accounting programs
are needed in advanced technologies using artificial intelligence, Industry 4.0.
Nowadays, the computer systems that can be connected between the networks
and the intensive work tempo of the professional accountants are supported by
technology.
The production of accounting information is carried out in various ways. These
(Yıldırım ve Yıldırım, 2013:5);
• Manual
• With accounting machines (Mechanical)
• Computer and software (Electronic).
Information technologies provide great convenience especially in terms of time
and cost. Accounting records, financial statements and analyzes can be made with
a single application. Other benefits of these applications are the fast, detailed, reliable and simultaneous access to information. Accounting software used today;
check-note, bank, safe, invoice, waybill, stock, current, accounting, production,
payroll, budget is used in a wide range of areas such as (Yıldırım ve Yıldırım,
2013:1). Union of Chambers of Certified Public Accountants of Turkey supports
the use of information technology by professional accountants. They state that
transactions should be quick, easy and timely (Orhan, 2017:11).
Nowadays, with the developed software and training, accounting transactions are
carried out electronically. However, the software developed by an engineer and
accounting knowledge is not enough. A professional accountant is inadequate in
terms of software. For this reason, it is expected that the “accounting engineering” profession will be formed in the coming periods and will open a whole new
page in the accounting profession. Accounting engineers will graduate as experts
in both software and accounting, and will be able to develop programs tailored
to the specific identity of businesses or institutions (Hiçyorulmaz ve Akdoğan,
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2017:536). Businesses should consider when choosing software to use; ease of
application, compliance with the legislation, overlap with the enterprise, being
updateable, whether a special training is required for use. Preparing the software
that should be dealt with in many respects by experts who are experts in accounting will also be beneficial for accounting professionals. Also, the purchase of software is a cost element for businesses. The software that a person in the enterprise
will develop for the enterprise will also provide an advantage in terms of cost.

CHANGE OF ACCOUNTING INFORMATION USERS
There were very few people using the obtained accounting information by considering the first periods of accounting. These were business owners who wanted
to follow up more debt and credit. Also, when the sources related to accounting
history in general are examined, it is seen that accounting in Old Babylon consists of a multiplication table and next to it the compound interest calculation
tables. Again we see that it consists of transactions related to wage payments in
former Iran (Özyürek, 2009:11).
Having only a simple record and counting function at the beginning of historical
development, accounting has become a system where technology is used extensively and provides information flow between enterprises, government and other
institutions. Thus, society, businesses that are users of accounting information,
government and the general public have the opportunity to receive more transparent information. In this sense, accounting has gone beyond a profession where
time is spent in its offices and operations are carried out within certain working
hours. Accounting is no longer a job but a profession. The responsibilities of professional accountants towards society have also increased. They started to act with
this consciousness. As a result, the expectations of the users of accounting information from the professional accountants have increased. Changing accounting
information users have led to changes in accounting professionals. Change in accounting information users has led to the obligation of professional accountants
to act in a sense of social responsibility. Today’s economic, social and political conditions have changed and accounting has been adapted to these conditions. The
purpose of accounting is not only to provide data to tax authorities to increase
tax revenues. Company managers, corporate and individual investors of publicly
traded companies, regulatory bodies, in short, to the general public, to provide
timely and appropriate information has changed (https://www.kpmgvergi.com/
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PDF/Sorumlu). Potential investors, who need more information and want to invest, have started to form new partnerships, thus increasing knowledge sharing.
Today, professional managers have been substituted by classic business managers
and business owners. They mainly produced information for in-house information users. The accounting information of the enterprises is also monitored by
the government, which is a user of information because both the activities carried out and the tax is obtained. The development of technology has brought
global competition. Customers follow the information of businesses and investors can compare with other businesses. Therefore, obtaining the accounting information of the competing enterprises affects the sustainability and profitability of the enterprises.
In general, the number of users of accounting information, which can be referred
to as all public, has increased considerably. Both internal and external accounting information users have the right to access, analyze and interpret accounting
information of enterprises. Information users are now forcing businesses to share
more information on behalf of sustainability.

EVALUATION AND CONCLUSION
Everything about life changes over time. It is influenced by science and professions. Accounting, which is a kind of science and profession that has evolved since
the early on, has taken its share from this process. Accounting, with a history of
about five thousand years, was originally an act that only performed simple operations and used in simple mathematical operations. Business owners were serving a small area. It was already done as a work without a scientific background.
Business and profession are different actions. Work in all kinds of actions people
take to sustain their lives. For a job to be a profession; the education received in
the field should include a constantly evolving and changing the structure of knowledge with the use of scientific jurisdiction in acting. Looking at all this, it can be
concluded that the actions taken in the early days were not a profession but a job.
In the early on, the actions taken in accounting did not have basic concepts, principles and standards. Therefore, there was no uniformity in the accounting activities realized in each enterprise. Everyone in the same country was pursuing a different practice. With the effect of globalization, the basic concepts of accounting
418

Theories and Critics in Economics & Management
Samet Evci, Vikas Arya

and then the principles of financial statements based on these concepts were developed. Previously, these were at the local level. Then standards based on these
concepts and principles were created. With this works, in Turkey uniform accounting system came into force in 1994. Together with these, the same principles and standards have been applied to the same processes throughout the country. A uniform chart of accounts was implemented throughout the country. Now,
transactions were becoming easier and clearer. It has now started in legal processes
aimed at commercial life and profession. Turkey in the accounting profession, first
the French, then the Americans, then remained under the influence of German.
Then, with the European Union process, it came under the influence of a new
process, and then faced a standardization that started around the world. This process has now become a global one, leaving behind periods without basic concepts,
principles and standards written on clay tablets in the form of simple operations.
Accounting law has developed and businesses have gained both law and standards. Over time, the needs of information users have changed as they change.
The development of both the law and accounting information system has led to
changes in the technology used. Manual accounting has been replaced by technology. The software in the field of accounting has increased, and professionals have started to carry out their transactions with the developed package programs. Operations were started in digital media, and as a result, paper usage was
reduced. This has created a fast, accurate, timely and cost-effective working order. It has created new employment areas such as software.
A process lived that includes regulation extending to from clay tablets to digital
media, from Hammurabi law to specialized accounting law, from local standards
to international standards and practices, from local companies to multinational
companies and ethical values true. These developments have brought dynamism
to accounting and continue to change in the way of being a constantly developing and changing science which is one of the characteristics of being a profession.
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ANALYSIS OF CONSUMER
DECISION MAKING STYLES
ACCORDING TO GENERATION
DIFFERENCES
Kazım KARABOĞA1 & Murat ÇAKIRKAYA2
INTRODUCTION
Before defining the concept of consumer decision-making styles, it is important
to define shopping action. Shopping is an important consumption activity that
affects many aspects of consumers’ lives. Even if it occurs in a physical store, a virtual store or a shopping center, consumer decision-making processes are becoming increasingly complex in retail environments and before the decision-making
process (Maggioni, Sands, Kachouie, & Tsarenko, 2019).
As global integration takes place in world markets, decision-making is becoming increasingly complex for consumers. The increase in the number of national
and international enterprises and the increasing competition between these enterprises lead to an increase in shopping stimulants and activities for consumers.
This creates an unprecedented abundance of choices for consumers. As a matter of fact, the retail environment is full of competing enterprises who want to
get a bigger share of consumer expenditures. This requires competing businesses
to engage in more promotional activities, advertising races and direct sales. They
should also provide information on goods and services to encourage consumers to
purchase. On the other hand, the complexity of decision making increases with
the emergence of electronic product display forms and information. (Lysonski,
Durvasula, & Zotos, 1996).
1
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Today, in a complex and intense competitive environment, decision making for
consumers can become a problem of daily life. Identifying typologies within this
complex structure can provide businesses with significant gains. For example,
the target audience can be identified, campaigns and sales messages can be created more effectively and offer alternatives to attract more customers. Accordingly, the concept of consumer decision-making style can be defined as a mental
orientation that characterizes the consumer’s approach to making choices. (Sproles & Kendall, 1986).
In general, the determination of purchasing processes and characteristics, where
competition is intense and decision making becomes a problem, is an important
field of research and application. In this study, first of all, information is given
about consumer decision making styles. Then, it is tried to determine whether
intergenerational differences have an impact on consumer decision making processes in today’s variable world by a field research.

CONSUMER DECISION MAKING STYLES
Importance of Determining Consumer Decision Making Styles
Researches that attempt to determine consumer decision-making styles can be examined under three main headings from a historical perspective: Consumer typology approach (Darden & Ashton, 1974; Moschis, 1976), psychographic / lifestyle approach (Lastovicka, 1982) and consumer characteristics approach (Sproles
and Kendall, 1986; Sproles & Sproles, 1990). Of these three approaches, the consumer characteristics approach focuses on the mental decision-making processes
of consumers in decision-making. In other words, this approach can be considered as a powerful approach since it focuses on the cognitive and affective processes of consumers in decision making (Lysonski, Durvasula, & Zotos, 1996).
Modern marketing practice and researchers are increasingly interested in researching consumer decision-making styles to understand how an individual makes purchasing decisions in a competitive environment. This approach assumes that decision-making styles can be determined by identifying general orientations about
shopping and purchasing. This approach is useful for marketing researchers. Because it provides a quantitative tool for identifying heterogeneous decision-making styles among consumers and classifying them into different target audience
categories. In other words, this approach can be used to determine the behavioral
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models of consumers and target market selection and market segmentation processes (Lysonski, Durvasula, & Zotos, 1996; Walsh, Hennig-Thurau, WayneMitchel, & Wiedmann, 2001). Consumer decisions, on the other hand, provide
important data to show marketers whether a marketing strategy is wise and planning is done correctly. Therefore, cognitive and affective activities / planning for
consumer decision making processes are very important in determining strategies
for both local and global businesses (Bandara, 2014).

Consumer Decision Making Styles Inventory
“Consumer characteristics approach” focuses on the mental orientation of consumers in decision-making. According to this approach, decision making styles
can be found by determining the general orientation of the consumer towards
shopping and purchasing (Lysonski, Durvasula, & Zotos, 1996). In the context
of the consumer characteristics approach, Sproles (1985) developed a data collection tool to define consumers’ decision-making styles. This data collection tool
consists of 50 different expressions (questions) to determine the consumption behavior styles of female consumers. As a result of the analyzes, the relevant data
collection tool became a scale that revealed six different consumer decision making styles. These styles are named as perfectionism, value conscious, brand consciousness, novelty fad fashion consciousness, shopping avoider, time saver and
confused support seeking decision maker. In 1986, Sproles and Kendall further
developed this data collection tool and developed a more basic scale called the
Consumer Style Inventory (CSI), which consisted of 40 statements. The consumer style inventory defined consumer decision-making styles according to 8
mental characteristics as follows:
perfectionism, brand consciousness, novelty and fashion consciousness, recreational,
price value consciousness, impulsiveness, confused by over choice and brand loyal
and habitual (Sproles and Kendall, 1986; Bakewell & Mitchell, 2003; Bandara,
2014). In this study, Consumer Style Inventory developed for consumer characteristics approach was used.

Generation Difference in Consumer Decision Making Styles
The study was carried out on x and y generations.
Generation X (1965-1980): This generation is a transitional generation that witnesses the period in which the world balances change. They also had the chance
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to see the direct impact of technological developments on people’s lives. Although
generation X coincides with a period in which TV channels were opened and consumption started to increase rapidly, they are known as a abstemious generation
(Dölekoğlu & Çelik, 2018 quoted from Engizek & Şekerkaya 2016).
Generation Y (1981-2000): From the moment of birth, global technological
developments and changes are made up of individuals who live as part of their
lives. They are also called a digital generation. Living the moment is very important for these individuals and they don’t think about the future. This generation;
individuality, impatient, result-oriented, entrepreneur, high-level technology-related, internet addicts and fast consumers. Generation Y; consumption-oriented,
focused on individual pleasures and pleasures. (Holtzhausen & Strydom, 2006).
Depending on these behaviors, the product types that they are most interested
in consumption are; The products that offer entertainment are mainly clothing,
sports equipment, shoes, automobiles, furniture and accessories. (Williams &
Page, 2011). They want to have more money than they can spend. Consumers
included in this generation have different consumption patterns than other generations. The fact that they were born in a consumer-oriented society with intensive marketing activities is an important factor in these differences (Mandhlazi,
Dhurup, & Mafini, 2013; Dölekoğlu & Çelik, 2018).
One of the main research topics of this study is to determine whether consumer
decision making styles and typologies have a significant difference in generation
differences. In order to determine this generation difference, generation y is used
as a representation of young consumers and generation X as a representative of
adult consumers. As a matter of fact, in the studies in the literature, whether the
consumer decision making styles make a difference according to the generations
has been examined in general according to the differences between the young
consumers and adult consumers. Because among the dimensions of consumer
style inventory; novelty and fashion consciousness, recreational, impulsiveness and
brand consciousness. Similarly, dimensions such as perfectionism, brand loyalty,
and uncertainty among the many options that can make decision-making difficult with the expansion of online sales opportunities may also be more prone to
adult behavior. Therefore, it is important to investigate the decision-making styles
of young people and adults. But it is only a superficial assessment that there is
a sharp distinction between young and adult in terms of consumption decision
making styles. Because new consumption platforms (electronic sales, etc.), new
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brands and product ranges developed by brands for changing consumer demands
may cause similar behaviors and tendencies between adults and youth. This can
be interpreted as generation softening. In other words, in terms of consumption
behavior, sharp intergenerational areas may turn into more gray areas or common
tendencies may increase. Cosmopolitan consumers in developing countries, often
known as middle-aged, well-educated citizens, are examples of this. Such consumers follow global media and popular culture. They use English in their business and private lives and are more exposed to the marketing activities of multinational companies. They share similar patterns of social interaction (through
personal, technology, travel, work) and similar work-life values. As a result, they
believe that they share a common global identity (Bartsch, Riefler, & Diamantopoulos, 2016; Raskovic, Ding, Hirose, Zabkar, & Fam, 2019; Twenge, Campbell, Hoffman, & Lance, 2010).
Mehta and Dixit (2016) listed the studies carried out by years in their study on
young consumers and briefly explained the basic findings of the studies. The main
reason why this study is so important is to determine whether the studies conducted over the years have similar or different tendencies by taking into account
the country differences. As a result of the study conducted by Mehta and Dixit
(2016), it was observed that despite the cultural and national differences, young
people generally have behavior typology according to all decision-making styles.
However, when income and development levels are taken into consideration, it
is seen that “price-value consciousnesses” related to purchasing power of young
consumers in developed countries do not develop and new dimensions such as
“time-energy Conserving Consumer” emerge.
In her study, Molise (2015) investigated the decision-making styles of urban
X-generation women who shop for ready-to-wear products. In order to measure the characteristics of shopping styles, the Consumer Styles Inventory (CSI)
developed by Sproles and Kendall (1986) was used. The reliability of the Consumer Styles Inventory (CSI) was confirmed in 7 of the 8 decision-making styles
that could be associated with consumers. Anova analysis was then used to determine the generational differences between decision-making styles. According
to the findings, there was a high relationship between quality consciousness decision making style and Recreational / hedonistic consciousness consumer style.
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RESEARCH METHOD
In this section, information about the research methods and analysis is given and
the findings of the research are shared.

Scale Design, Data Collection and Sampling Calculation
The main purpose of this study is to investigate whether consumer decision making styles differ in the generations. For this purpose, a data collection tool consisting of three main dimensions has been developed to determine the decision
making styles of consumers. In the first part of this data collection tool, there are
questions about demographic variables. In the second part, there are nine multiple-choice questions to determine consumer behaviors in apparel shopping. In
the third part, consumer decision-making style research questions consisting of 38
items and 10 sub-dimensions, which are scaled on Likert scale (1: Strongly Disagree; 5: Strongly Agree) are included. For the questions of the “Consumer Decision-Making Style” scale, the adapted version of Sproles and Kendall’s (1986)
40-item Consumer Style Inventory (CSI) scale was adapted by Misra (2010).
With this survey, data was collected by online survey method between 10.09.201931.09.2018. The target group of the research consists of young people and adults
who regularly shop for ready-to-wear clothing. The margin of error was determined as 0.05 and it was aimed to reach at least 384 people in total as a result
of the calculation formulas of the sample number. In this context, 400 questionnaires were reached during the data collection phase. However, questionnaires
which could not provide data reliability were excluded from the research. Thus,
the research was continued on 393 valid survey data.

Research Hypotheses
The main purpose of the study is to compare the generation of young and adult
generations according to X and Y generations. The research hypotheses developed in this context are:
H1 = The average of the answers given to the questions of “Perfectionist High Quality Conscious” consumer style according to the generations differ from each other.
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H2 = The average of the answers given to the questions of “Satisfaction Oriented Shopping Conscious” consumer style according to the generations differ
from each other.
H3 = The average of the answers given to the questions of “Acting with Impulsivity” consumer style according to the generations differ from each other.
H4 = The average of the answers given to the questions of “Price-Value Conscious”
consumer style according to the generations differ from each other.
H5 = The average of the answers given to the questions of “Confused by Over
Choice” consumer style according to the generations differ from each other.
H6 = The average of the answers given to the “Brand Conscious” consumer style
questions according to the generations differ from each other.
H7 = The averages of the answers given to the questions of “Novelty Fashion
Conscious” consumer style according to the generations differ from each other.
H8 = The averages of the answers given to the questions of “Recreational, Hedonistic” consumer style according to the generations differ from each other.
H9 = The averages of the answers given to the questions of “Brand Loyalty” consumer style according to the generations differ from each other.
H10 = The averages of the answers given to the questions of “Store Loyalty” consumer style according to the generations differ from each other.

Analysis and Findings
SPSS 21 statistical package program was used for data analysis. Descriptive statistics,
frequency analysis and difference test analyzes were used in the analysis of the data.

Descriptive Statistics (Frequency Analysis)
Demographic characteristics of the 393 people participating in the research are
shown in Table 1 below:
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Table 1. Frequency Distribution of Demographic Characteristics of Participants
Demographic Variable

Number

Percent

Female

266

57,5

Male

167

42,5

Total

393

100

Married

223

56,7

Single

170

43,3

Total

393

100

Gender

Marital Status

Age

Education

Under 18 years

5

1,3

18-24 years

187

47,6

25-35 years

92

23,4

36-49 years

57

14,5

50-65 years

33

8,4

65 years and over

19

4,8

Total

393

100

Elementary school

4

1,0

Secondary school

7

1,8

High school

91

23,2

Associate Degree

21

5,3

University

219

55,7

Graduate

51

13,0

Total

393

100

According to Table 1, when the gender and marital status distribution of the participants is examined, it is seen that there is a balanced distribution. When analyzed by age variable, it is seen that the ratio of those included in Generation Y
is 72.26% and that of generation X is 27.74%. When the educational status of
the participants is examined, it is seen that the majority of the participants have
university and graduate education.
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Multiple choice questions were asked to the participants about the way they shop.
These questions relate to shopping center visits, credit card ownership, and where
and how ready-to-wear are made. The answers given to these questions are reported by taking into consideration generation differences. Accordingly, the frequency analysis of the answers given to multiple choice questions is as follows:
Table 2. Frequency Distribution of Multiple Choice Questions

Multiple Choice Questions

1. How many
times a month
do you go to a
mall?

Number

Percent
(%)

Generations
(Number)
Y

X

Total

I never go

37

9,4

26

11

37

1-2 times

219

55,7

155

64

219

3-4 times

90

22,9

68

22

90

I’ll go 5 times
and more.

47

12,0

35

12

47

393

100,00

284

109

393

Total

As can be seen from the table above, the data of the participants going to a shopping center for ready-to-wear shopping are as follows:
• 37 participants (9.4%) stated that they did not go to any shopping centers
within a month. 26 of these people are from generation Y and 11 are from
generation X. It is noteworthy that there is a generation of Y participants who
do not go to any shopping center within a month.
• 55.7% (219 people) of the participants stated that they went to the shopping
center once or twice a month for ready-to-wear shopping. The majority of
them (71%) are Y generation. There are 64 people who have X generation
and go to the shopping center once or twice a month (29%).
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Table 3. Frequency Distribution of Multiple Choice Questions
Multiple Choice Questions
Number
2. How
many
credit
cards
do you
have?

Percent
(%)

Generations
(Number)
Y

X

Total

I do not use credit card

91

23,2

83

8

91

I have one credit cards.

194

49,4

135

59

194

I have 2-3 credit cards.

95

24,2

59

36

95

I have 4 or more credit
cards.

13

3,3

7

6

13

Total

393

100

284

109

393

According to the table above, the rate of those who have 1 credit card or no credit
card is 72.51%. This ratio is very important for conscious decision making and
consumption. On the other hand, generation Y members, contrary to expectations, do not use any credit cards at all or only use one credit card (55.47%).
Table 4. Frequency Distribution of Multiple Choice Questions
Multiple Choice Questions

3. Which channel
do you do readyto-wear shopping
more?

Generations
(Number)

Number

Percent
(%)

Y

X

Physical store

296

75,3

205

91

296

Virtual /
Online Store

97

24,7

79

18

97

393

100,00

284 109

393

Total

Total

According to the table above, it is seen that consumers prefer physical stores with
a rate of 75.3%. When the generation differences were examined, it was found
that 52.16% of the young people representing the Y generation preferred physical stores in their ready-to-wear shopping. These results show a trend that needs
to be carefully explored by online shopping platforms and apparel retailers.
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Table 5. Frequency Distribution of Multiple Choice Questions
Multiple Choice Questions

4. How do you
make your
ready-to-wear
shopping in
general?

Number

Percent
(%)

Generations
(Number)
Y

X

Total

Planned shopping.

267

67,9

185

82

267

Shop with sudden,
last-minute
decisions.

126

32,1

99

27

126

Total

393

100,00

284 109

393

When asked what kind of behaviors the ready-to-wear shopping was done, approximately 68% of the participants stated that they had planned shopping. However,
among all participants, only 7% of the adults representing generation X stated
that they were doing spontaneous shopping at the last minute.

Compare Means Tests
The t-tests were conducted for the research hypotheses defined in the method
section of the study. Accordingly, it has been analyzed whether the “Consumer
Decision Making Styles” differ according to the X and Y generations.
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436

2,71

284

109

Generation
Y

Generation
X

Equal
variances not
assumed

Equal
variances
assumed

Perfectionist
High Quality
Conscious

8,96

F

0,003

Sig.

0,552

0,598

t

168,729

391

sd

0,582

0,550

Sig.
(2-tailed)

0,056

0,056

Mean
Difference

t-test

0,101

0,093

Standard
Error

-0,144

-0,127

Low

0,255

0,239

High

95% Confidence
Interval of the
Difference

There is no significant difference in perceptions of “Perfectionist High Quality Conscious” which is one of the dimensions of “Consumer Style Inventory” (CSI) scale compared to the generations defined as adult and young or X and Y generations.

2,65

Mean

Generations Samples

Levene Test

Independent Samples T-Test

Table 6. Perfectionist Consciousness Level Compare Analysis According to Generation Difference
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284

109

Generation
Y

Generation
X

2,30

2,39

Mean

Equal
variances not
assumed

Equal
variances
assumed
1,64

F

0,20

Sig.

Levene Test

1,08

1,05

t

207,19

391,00

sd

0,28

0,30

Sig.
(2-tailed)

0,09

0,09

Mean
Difference

t-test

0,08

0,08

Standard
Error

-0,07

-0,08

Low

0,25

0,26

High

95% Confidence
Interval of the
Difference

Since the significance level of “p” is 0.30, it does not show a significant difference in “Satisfaction Oriented Shopping Conscious”
perceptions, which is one of the dimensions of the “Consumer Style Inventory” (CSI) scale, according to the generation differences.

Samples

Generations

Satisfaction
Oriented
Shopping
Conscious

Independent Samples T-Test

Table 7. Satisfaction Oriented Shopping Conscious Level Compare Analysis According to Generation Difference
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437

438

284

109

Generation
Y

Generation
X

2,75

2,97

Mean

Equal
variances not
assumed

Equal
variances
assumed
2,10

F

0,15

Sig.

2,48

2,53

t

188,99

391,00

sd

0,01

0,01

Sig.
(2-tailed)

0,23

0,23

Mean
Difference

t-test

0,09

0,09

0,05

0,05

Low

0,41

0,41

High

95%
Confidence
Standard Interval of the
Error
Difference

There is a significant difference between generations, that is, between adults and young people in terms of “Acting with Impulsivity Level”, which is one of the dimensions of “Consumer Style Inventory” (CSI) scale. (P = 0.01). Accordingly, it can be said that
young consumers representing Generation Y have more Acting with Impulsivity Level style than adults representing Generation
X. But these results are low in two generations. (Average Y generation: 2.97 and Average X Generation: 2.75).

Samples

Generations

Acting with
Impulsivity
Level

Levene Test

Independent Samples T-Test

Table 8. Acting with Impulsivity Level Compare Analysis According to Generation Difference
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Samples

284

109

Generations

Generation
Y

Generation
X

2,72

3,14

Mean

Equal
variances
not assumed

Equal
variances
assumed

Price-Value
Conscious

3,97

F

0,05

Sig.

Levene Test

4,45

4,58

t

185,53

391,00

sd

Independent Samples T-Test

0,00

0,00

Sig.
(2-tailed)

0,41

0,41

Mean
Difference

t-test

0,09

0,09

0,23

0,24

Low

0,60

0,59

High

95%
Confidence
Standard Interval of the
Error
Difference

Table 9. Price-Value Conscious Level Compare Analysis According to Generation Difference
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Generation differences are thought to have a significant effect on subconscious
decision making behaviors that are effective both before and during shopping. As
a matter of fact, generations develop a behavior by being affected by economic,
social and many other factors in their life processes. In this respect, price and
value perceptions may differ according to the living conditions and periodic effects of the generations.
As a result of the analyzes conducted in this study, “Price-Value Conscious” perceptions show a significant difference compared to the X and Y generations. This
difference is higher in favor of Generation Y (Mean: 3.14) compared to Generation X (Mean: 2.72). This result represents a contradictory result according
to the expectations of the research design process. Because generation X, that is,
adults are expected to be more frugal and caring about the price variable, this result shows that young people have relatively more price value conscious. However, it should be kept in mind that price value conscious is accepted only as the
choice of the most affordable products in this research. On the other hand, considering that young people spend more on entertainment, eating and socializing,
it may not be surprising that this research is about clothes shopping.
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284

109

Generation
Y

Generation
X

2,42

2,77

Mean

Equal
variances
not
assumed

Equal
variances
assumed
0,53

F

0,47

Sig.

3,11

3,08

t

198,55

391,00

sd

0,00

0,00

Sig.
(2-tailed)

0,35

0,35

Mean
Difference

t-test

0,11

0,11

0,13

0,13

Low

0,57

0,57

High

95%
Confidence
Standard Interval of the
Error
Difference

“Confused by Over Choice Level” is generally handled by consumers as a result of research and benchmarking, overloading information and intense information bombardment by firms. Accordingly, X and Y generation individuals participating in this study
show a significant difference according to the level of confused by over choice.

Samples

Generations

Confused
by Over
Choice
Level

Levene Test

Independent Samples T-Test

Table 10. Confused by Over Choice Level Compare Analysis According to Generation Difference
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441

442

284

109

Generation
Y

Generation
X

2,45

2,60

Mean

Equal
variances
not
assumed

Equal
variances
assumed
3,19

F

0,07

Sig.

sd

1,33 179,64

1,39 391,00

t

0,19

0,17

Sig.
(2-tailed)

0,15

0,15

Mean
Difference

t-test

0,11

0,10

-0,07

-0,06

Low

0,36

0,35

High

95%
Confidence
Standard Interval of the
Error
Difference

There is no significant difference in perceptions of “Brand Conscious” which is one of the dimensions of “Consumer Style Inventory” (CSI) scale compared to the generations defined as adult and young or X and Y generations. Accordingly, while it is expected that young people will be more brand dependent, it can be concluded that there is no significant difference between adults
and young people in terms of preference of advertised brands.

Samples

Generations

Brand
Conscious

Levene Test

Independent Samples T-Test

Table 11. Brand Conscious Level Compare Analysis According to Generation Difference
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284

109

Generation
Y

Generation
X

2,24

2,54

Mean

Equal
variances
not
assumed

Equal
variances
assumed
1,51

F

0,22

Sig.

2,90

2,79

t

213,41

391,00

sd

0,00

0,01

Sig.
(2-tailed)

0,30

0,30

Mean
Difference

t-test

0,10

0,11

Standard
Error

0,10

0,09

Low

0,51

0,52

High

95%
Confidence
Interval
of the
Difference

It can be said that “Novelty Fashion Conscious” has an important effect on consumer decision making processes, especially on
clothing shopping. There is a significant difference between generations, that is, between adults and young people in terms of
“Novelty Fashion Conscious”, which is one of the dimensions of “Consumer Style Inventory” (CSI) scale. There is a significant
difference in favor of young people who make up generation Y.

Samples

Generations

Novelty
Fashion
Conscious

Levene Test

Independent Samples T-Test

Table 12. Novelty Fashion Conscious Level Compare Analysis According to Generation Difference

Theories and Critics in Economics & Management
Samet Evci, Vikas Arya

443

444

284

109

Generation
Y

Generation
X

2,42

2,96

Mean

Equal
variances not
assumed

Equal
variances
assumed
0,02

F

0,89

Sig.

sd

4,12 201,84

4,06 391,00

t

0,00

0,00

Sig.
(2-tailed)

0,54

0,54

Mean
Difference

t-test

0,13

0,13

Standard
Error

0,28

0,28

Low

0,80

0,80

High

95%
Confidence
Interval
of the
Difference

Although the consumption decision making process is generally subconscious, needs and lifestyle can have a significant impact
on recreational shopping. Recreational behavior in clothing shopping represents hedonistic, fun and happiness. There is a significant difference between generations, that is, between adults and young people in terms of “Recreational, Hedonistic Shopping
Conscious”, which is one of the dimensions of “Consumer Style Inventory” (CSI) scale. There is a significant difference in favor
of young people who make up generation Y.

Samples

Generations

Recreational,
Hedonistic
Shopping
Conscious

Levene Test

Independent Samples T-Test

Table 13. Recreational, Hedonistic Shopping Conscious Level Compare Analysis According to Generation Difference
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Samples

284

109

Generations

Generation
Y

Generation
X

2,91

3,02

Mean

Equal
variances
not
assumed

Equal
variances
assumed

Brand
Loyalty

7,12

F

0,01

Sig.

Levene Test

0,81

0,85

t

178,35

391,00

sd

0,42

0,40

Sig.
(2-tailed)

Independent Samples T-Test

0,11

0,11

Mean
Difference

t-test

Table 14. Brand Loyalty Level Compare Analysis According to Generation Difference

0,13

0,13

-0,15

-0,14

Low

0,37

0,36

High

95%
Confidence
Standard Interval of the
Error
Difference
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Samples

284

109

Generations

Generation
Y

Generation
X

2,95

2,91

Mean

Equal
variances
not
assumed

Equal
variances
assumed

Store
Loyalty

4,74

F

0,03

Sig.

Levene Test

sd

-0,34 171,05

-0,37 391,00

t

0,73

0,71

Sig.
(2-tailed)

Independent Samples T-Test

-0,04

-0,04

Mean
Difference

t-test

Table 15. Store Loyalty Level Compare Analysis According to Generation Difference

0,12

0,11

-0,27

-0,25

Low

0,19

0,17

High

95%
Confidence
Standard Interval of the
Error
Difference
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According to the above results (Table14-15), when the brand loyalty level is compared in terms of consumption behaviors of the generations, it is concluded that
there is no statistically significant difference. This result shows a situation contrary
to the general assumptions. Because young people are expected to have brand and
store loyalty. However, the results of the consumers participating in this research
show that this situation is different. In terms of ready-to-wear brands, this result
needs to be examined well. Brand and store loyalty is desired by all businesses.
However, it has been determined that neither consumer nor adult level has such
a consumption decision style. However, the result shows that the desired loyalty
is not achieved either at the youth level or at the adult level. It can be said that
the promotion and loyalty programs of brands are inadequate or ineffective. Promotion and loyalty programs need to be reviewed without generation differences
and innovative practices should be developed.

RESULTS AND DISCUSSION
The ready-to-wear industry is full of competing brands competing for consumer
spending. There is intense competition between local and international brands.
This competition forces ready-to-wear retailers to engage in further promotional
activities, advertising races, direct sales activities and information. In an intensely
competitive environment, consumers are exposed to a large amount of information pollution and have to choose from too many brands/options. Identifying
consumption typologies within this complex structure offers important advantages for businesses to target audience, planning campaign and sales messages
and attracting more customers. In this respect, it is also important to determine
how the consumer decides and whether this decision-making process turns into
a behavioral pattern.
In this study, it has been investigated whether generation differences have a significant effect on consumer decision making processes. Accordingly, a research
was conducted on X and Y generation consumers according to consumer decision making styles. There are no significant differences in perceptions of “Perfectionist High Quality Conscious”, “Satisfaction Oriented Shopping Conscious”,
“Brand Conscious”, “Brand Loyalty”, “Store Loyalty” which are of the dimensions
of “Consumer Style Inventory” (CSI) scale compared to the generations defined
as adult and young or X and Y generations. On the other hand, there are significant difference between generations, that is, between adults and young people in
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terms of “Acting with Impulsivity”, “Price-Value Conscious”, “Confused by Over
Choice”, “Novelty Fashion Conscious”, “Recreational, Hedonistic Shopping Conscious” which are of the dimensions of “Consumer Style Inventory” (CSI) scale.
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THE IMPACTS OF PERCEIVED
EXPERIENTIAL VALUE AND FLOW
EXPERIENCE ON CONSUMER
SATISFACTION AND PURCHASE
INTENTION: A COMPARISON OF
ONLINE, PHYSICAL, AND MOBILE
STORE CHANNELS1

Mutlu Yüksel AVCILAR2 Meltem CANOĞLU3 Gülhan YENİLMEZ4
INTRODUCTION
Today, advances in digital technology have brought about a significant change
in consumer behavior (Sharma, 2019, p.37). The consumer wants to shop using
different channels and to switch between retail sales channels whenever they desire (Skallerud et al., 2009, p.181). Therefore, providing customers with the opportunity to use multiple shopping channels for the same shopping experience
allows them to make an uninterrupted shopping journey (Verhoef et al., 2015, p.
176). If retailers want to adapt to this change in consumer behavior, they should
incorporate the concept of “omnichannel” into their strategies to create a perfect, holistic channel shopping experience that consumers want and expect (McLean et al., 2018, p.325). Omnichannel retailing means an integrated shopper
experience that mixes the physical store with the digital environment, intending
1

2
3
4
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Value and Flow Experience on Consumer Satisfaction and Purchase Intention: A Comparison
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to provide excellent shopping experience across all touchpoints (Frazer and Stiehler, 2014, p.655).
Due to the recent rapid advances in technology, consumers can now have shopping
experiences not only in physical stores but also in online and mobile ones (Verhoef et al., 2015, p. 174). Consumers have realized that the most valuable need
today is to spend “quality time.” Therefore, they pay more attention to whether
their shopping experience on more than one channel allows them to have a more
enjoyable time (Norton et al., 2003, p.22).
Consumers’ interaction with the store sales channels while shopping, and the
perceived experiential value and flow experience through these channels significantly affect their satisfaction and purchase intentions (Hausman and Siekpe,
2009, p.11). The value that consumers gain from the shopping experience and
using more than one shopping channel mentioned above is called “experiential
value” (Yuan and Wu, 2008, p. 388). A significant portion of the literature on
experiential value has examined the use of contextual factors in physical and online stores to provide consumers with a shopping experience and influence consumer satisfaction and behavioral intentions (Jin et al., 2013; Chiang, 2018).
However, not many studies have examined the impact of experiential value on
the behavioral intentions of consumers in mobile shopping channels (Saidon et
al., 2016, p.187). Consumers entered the flow experience during shopping when
they are entirely immersed in the environmental atmosphere provided by the retailer (Tsao and Shao, 2018, p.11). Most of the studies on the flow experience in
the literature focus on how the dimensions of the flow affect shopping behaviors
in the online channels (Koufaris et al., 2001; Bridges and Florsheim, 2008; Gao
and Bai, 2014; Ettis, 2017; Tsao and Shao, 2018). Only a few studies have focused on how the flow dimensions affect shopping behavior in physical and mobile channels (Wang and Hsiao 2012; Lim, 2014; Chen et al. 2018). We found
that there aren’t many studies in the literature examining the perceived experiential value and flow experience by comparing three different retail channels (physical-online-mobile). Considering the importance of a holistic retailing strategy
today, the basic intention of this study is to help to fill this gap in the literature
by comparing three different retail sales channels and examining the experiential
value and flow experience. In this context, this study intends to determine the legitimacy of the store experiential value and flow experience dimensions for three
different retail channels and to determine the impacts of experiential value and
flow experience on consumer satisfaction and purchase intentions.
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LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT
Experiential Value
The value that customers obtain from different kinds of experiences obtained
through encountering service providers is called “experiential value” (Yuan and Wu,
2008, p.388). Experiential value is defined as “a perceived, relativistic preference for
a product, attributes or service performances arising from interaction within a consumption setting that facilitates or blocks achievement of customer goals or purposes.” (Mathwick et al. 2002, p.53). Studies in the literature point out that experiences can be measured with different conceptual models based on the research
field. Schmitt (1999) classified experiential value creation dimensions as sensorial
experiences, emotional experiences, cognitive experiences, pragmatic experiences,
and relational experiences and defined these dimensions as “Strategic Experiential
Modules.” Mathwick et al. (2001) developed the experiential value scale and developed four dimensions of experiential value: playfulness, aesthetics, consumer return on investment, and service excellence. Chen and Hsieh (2010), examined the
relationship between experiential value, and customer satisfaction, conceptualized
their models by utilizing both the strategic experience dimensions of Schmitt (1999)
and the four experiential value dimensions developed by Mathwick et al. (2001).

Flow
If an individual is paying full attention to the experience, he/she is experiencing to
realize his/her goals, and he/she is happy with this experience, it is defined as flow
(Csikszentmihalyi, 1990, p.46). The concept of flow, “the state in which people are
so involved in an activity that nothing else seems to matter, the experience itself is
so enjoyable that people will do it even at great cost, for the sheer sake of doing it”
(Csikszentmihalyi, 1990, p.4). Consumers dwell a state of flow when they are entirely engaged in the environmental atmosphere provided by the retailer throughout
their shopping experiences (Tsao and Shao, 2018, p.11). Csikszentmihalyi (1975)
defined the flow experience as the individual concentrating on his activity. Based
on this definition, he developed a model consisting of the following nine dimensions to measure flow: clear goals, concentration on the task, merging actions and
awareness, sense of control, challenge skill balance, loss of self-consciousness, the
transformation of time, autotelic experience, and unambiguous feedback. Flow state
has been applied to various research areas. For example, Ghani (1995) used flow dimensions to determine human-computer interactions. Hoffman and Novak (1996)
tested flow states on websites. Hsu and Lu (2004) examined the flow state on online games. Zhou et al. (2010) investigated the flow experience on Mobile SNS.
Chen et al. (2018), examined the flow state on mobile shopping intentions. Wang
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and Hsiao (2012) found that consumers had more positive shopping experiences
in different sales channels if they experienced flow conditions in retail stores. Based
on the literature, this study offers the subsequent hypothesis:
H1: The customer perceived in-store experience affects the flow experience in a
statistically significant way.

Store Satisfaction
Satisfaction is defined as the result of a subjective assessment if the chosen alternative meets or exceeds expectations (Bloemer and Ruyter, 1997, p.501). It is believed that satisfaction is realized by the overlap of expectations and perceived performance (Bloemer and Ruyter, 1997, p.501). When a consumer gains functional
or hedonic (like a memorable and pleasant experience) benefits from a physical
store, website or mobile application, it will have a favorable impression on their
satisfaction (Tsao and Shao, 2018, p.15). Numerous studies in the literature have
shown that the flow experience has a direct or indirect positive relationship with
satisfaction (O’Cass and Carlson, 2010, p.9; Wu and Liang, 2011, p.323; Brunner-Sperdin et al., 2012, p.28). Accordingly, the hypotheses tested in this study are:
H2: Perceived store experience affects store satisfaction in a statistically significant way.
H3: Perceived flow experience affects store satisfaction in a statistically significant way.

Purchase Intention
The intention is defined as the subjective possibility of a person to behave in a
specific manner (Chen et al., 2018, p.283). Intention to shop in the future is an
essential criterion for retaining the customer. It expresses the consumer’s tendency
to remain a customer of a brand and purchase a product of the same brand in
the future (Tsao ve Shao, 2018, p.15). When a consumer benefits from a physical store, website, or mobile application, the intention to purchase through these
channels is positively affected (Hausman and Siekpe, 2009, p.11). It’s known that
the flow situation has a positive effect on the customer’s intention to make purchases through physical, online, and mobile retail channels (Chen et al., 2018,
p.283). The hypotheses tested in this study are:
H4: Perceived store experience affects purchase intention in a statistically significant way.
H5: Perceived flow experience affects purchase intention in a statistically significant way.
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Many studies in the literature have shown that store satisfaction is an essential precursor to the intention to buy again (Wu and Huang, 2015). Finn et al. (2009)
concluded that there is a strong relationship between store satisfaction and purchase intention. Appropriately, the hypothesis tested in this study is:
H6: Perceived store satisfaction affects purchase intention in a statistically significant way.

Research Model
The impacts of retail store experience and flow experience on consumers’ store satisfaction and purchase intention are evaluated in the study. The research model was
developed using the studies of Schmitt (1999), Csikszentmihalyi (1990), Mathwick et al. (2001), Payne et al. (2011), Nysveen et al. (2013) and Demirgüneş
and Avcılar (2017). The conceptual research model is presented in Figure 1.
Figure 1. Conceptual Model of the Research

Reference: Schmitt, 1999; Csikszentmihalyi, 1990; Mathwick vd., 2001; Payne vd., 2011;
Nysveen vd., 2013; Demirgüneş and Avcılar, 2017

RESEARCH METHOD and MEASURES
In this section, information about the research variables, the main population of
the research and sampling process, the data collection method, and the analysis
method are presented.

Sampling and Data Collection Method
The population of the study consists of consumers between the age of 18 and 65
years who live in the city center of Ankara and shopping from ZARA’s website,
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mobile application, and physical store in Ankamall Shopping Center in Turkey.
Accordingly, 1204 consumers (404 from websites, 400 from mobile apps, and
400 from physical stores) were reached by using a convenience sampling method
among the consumers who shop from three different sales channels of ZARA.
A questionnaire was used as the data collection method. Three different survey
forms were prepared separately for each sales channel. The questionnaire consists
of three parts. The questions in the first section are aimed at determining the demographic characteristics of the participants. In the second part, there are questions
to measure the variables related to perceived experiential value and flow experience. In the third part, the statements that measure the satisfaction and purchasing intention variables of consumers from each sales channel are included. The
variables were measured using a 5-point Likert scale (1-Strongly disagree 2- Disagree 3-Neither agree nor disagree 4- Agree 5-Strongly agree).

Measures and Variables
In this study, we tested linear relationships between perceived experiential value,
flow experience, store satisfaction, and purchase intention dimension. Each dimension was measured with the expressions stated in the literature. The perceived
experiential value dimensions were measured using items adapted from the studies of Schmitt (1999) and Mathwick et al. (2001). The flow experience scale used
in the studies of Csikszentmihalyi (1990) and Payne et al. (2011) were used to
measure the dimensions of flow state. To measure the store satisfaction dimension, we used items adapted from the studies of Chang and Chen (2008). The
purchase intentions dimension was measured using the items adapted from the
studies of Pavlou (2003) and Chiu et al. (2009).

Data Analysis Method
Partial Least Squares Path Modeling (PLS-SEM) was used to analyze the data
and test the research hypotheses. WarpPLS (version 6.0) software was used in
the analysis process.

ANALYSIS RESULTS
Demographic Profiles of the Respondents
Table 1 shows the demographic characteristics of the respondents for ZARA’s
physical, online, and mobile store.
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The demographic characteristics of the participants of the survey prepared for
ZARA’s physical store are as follows: 60% of the participants are female and 40%
are male; 67% are married, and 33% are single, 32% are between 26 and 35
years old, 54% of them are university graduates, 67% are civil servants, and 41%
have average monthly household income in the range of ₺ 3.001 and ₺ 4.000.
The demographic characteristics of the participants for ZARA’s website are as follows: 61% of the participants are female, and 39% are men, 50% are married,
and 50% are single, 29% are between 26 and 35 years old, 49% of them are university graduates, 35% are civil servants and 25% have average monthly household income in the range of ₺ 2,001 and ₺ 3,000.
The demographic characteristics of the participants for ZARA’s mobile application are as follows: 60% of the participants are female, and 40% are men, 73%
are married, and 27% are single, 35% are between 26 and 35 years old, 50%
of them are university graduates, 29% are civil servants and 54% have average
monthly household income in the range of ₺ 3,001 and ₺ 4,000.

Measurement Model Assessment
The first step in the PLS analysis is the assessment of the measurement model.
In order to evaluate the psychometric properties of the measurement model, the
PLS analysis process developed by Hair et al. (2014) was followed. The internal
consistency of the variables, convergent and discriminant validity and average variance extracted indices were evaluated for the measurement model.
Cronbach’s alpha coefficients were used to determine the internal consistency of
the variables. In Table 2, Cronbach’s Alpha values of the observed variables used
to measure each dimension in the measurement model are greater than 70%.
Construct validity was tested with convergent validity and discriminant validity.
Table 2 shows that the standardized factor loadings of the variables used to measure the dimensions are higher than 0.70, statistically significant under the dimension they want to measure (P <0.001), the reliability level of each dimension
is higher than 0.70, and the average variance extracted level is higher than 0.50.
Analysis results indicate that the dimensions used to measure the perceived experiential value and flow experiences by consumers through retail store sales channels provide convergent validity.
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Table 2: Parameter Estimates for the Perceived Experiential Value and Flow Experience
Dimensions

SRK

SH

Reliability
t-value (Cronbach’s
Alfa)

Average
Variance
Extracted
(AVE)

Physical Store Channel
Dimensions Related to Store
Experience
Level of Sensorial Experience

0.971

0.045 15.788

Level of Emotional Experience

0.987

0.046 14.735

Level of Cognitive Experience

0.958

0.046 12.394

Level of Pragmatic Experience

0.969

0.045 16.123

Level of Relational Experience

0.965

0.046 11.527

Level of Entertainment Experience

0.976

0.046 12.565

Dimensions Related to Flow
Experience
Level of Perceived Skill

0.975

0.046 14.517

Level of Perceived Complexity

0.817

0.047

0.906

0.508

0.920

0.573

0.948

0.794

8.326

Level of the Challenge Skill Balance

0.990

0.047 10.249

Level of Clear Goals

0.708

0.048

6.956

Level of Unambiguous Feedback

0.720

0.048

4.665

Level of Concentration on The
Task

0.981

0.047

9.835

Level of the Merging Actions and
Awareness

0.791

0.049

3.913

Level of the Transformation of
Time

0.896

0.047 11.069

Level of Loss of Self-consciousness

0.916

0.047

Level of Sense of Control

0.822

0.047 10.053

8.156

Level of Autotelic Experience

0.840

0.049

3.252

Online Store Channel
Dimensions Related to Store
Experience
Level of Sensorial Experience

0.936

0.044 19.353

Level of Emotional Experience

0.990

0.044 21.350

Level of Cognitive Experience

0.991

0.044 20.231
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Dimensions

SRK

SH

Reliability
t-value (Cronbach’s
Alfa)

Level of Pragmatic Experience

0.984

0.044 20.513

Level of Relational Experience

0.912

0.044 19.630

Level of Entertainment Experience

0.989

0.044 19.596

Dimensions Related to Flow
Experience
Level of Perceived Skill

0.968

Level of Perceived Complexity

0.972

0.045 19.126

Level of the Challenge Skill Balance

0.972

0.044 19.282

Average
Variance
Extracted
(AVE)

0.904

0.518

0.961

0.576

0.969

0.504

0.045 18.184

Level of Clear Goals

0.948

0.046 14.335

Level of Unambiguous Feedback

0.902

0.045 16.982

Level of Concentration on The
Task

0.791

0.046 13.805

Level of the Merging Actions and
Awareness

0.734

0.046 13.824

Level of the Transformation of
Time

0.710

0.046 13.250

Level of Loss of Self-consciousness

0.724

0.046 13.584

Level of Sense of Control

0.715

0.046 13.384

Level of Autotelic Experience

0.784

0.045 17.446

Mobile Store Channel
Dimensions Related to Store
Experience
Level of Sensorial Experience

0.953

0.047 13.748

Level of Emotional Experience

0.930

0.048

Level of Cognitive Experience

0.858

0.047 12.728

6.563

Level of Pragmatic Experience

0.982

0.047 14.350

Level of Relational Experience

0.957

0.048

Level of Entertainment Experience

0.893

0.048 10.700

8.012

Dimensions Related to Flow
Experience
Level of Perceived Skill

0.939

0.048 15.832

Level of Perceived Complexity

0.896

0.049
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Dimensions

SRK

SH

Reliability
t-value (Cronbach’s
Alfa)

Level of the Challenge Skill Balance

0.855

0.049

Level of Clear Goals

0.878

0.048 15.635

Level of Unambiguous Feedback

0.875

0.049

Level of Concentration on The
Task

0.784

0.048 10.449

Level of the Merging Actions and
Awareness

0.799

0.049

Level of the Transformation of
Time

0.994

0.048 10.239

Average
Variance
Extracted
(AVE)

8.401
3.276

5.184

Level of Loss of Self-consciousness

0.819

0.049

Level of Sense of Control

0.987

0.043 12.080

4.346

Level of Autotelic Experience

0.755

0.043

5.913

The dimensions in the measurement model must ensure not only the convergent
validity but also the discriminant validity. Table 3 shows that the square rooted
value of the average variance extracted by each dimension is higher than the inter-dimensional correlation coefficients. Therefore, it can be said that the measurement models used in the research provide discriminant validity.
Table 3: Correlation and Discriminant Validity Between Structures
Physical Store Channel
SE

FE

CS

SE

(.64)

FE

.18

(.42)

CS

.11

.22

1.00

PI

.11

.12

.22

Online Store Channel
PI

SE

FE

CS

SE

(.69)

FE

.42

(.62)

CS

.43

.44

1.00

1.00 PI

.43

.46

.47

Mobile Store Channel
PI

SE

FE

CS

SE

(.53)

FE

.45

CS

.23

.25

1.00

1.00 PI

.25

.41

.43

PI

(.51)
1.00

Note: SE: Store Experience, FE: Flow Experience, CS: Customer Satisfaction, PI: Purchase
Intention

The analysis results show that the measurement model is valid and reliable. Therefore, measurement models can be used to test the structural model.
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Structural Model Assessment
The next step in the PLS analysis is assessing the structural model. The main
criteria to evaluate the structural model are the significance of path coefficients,
the R2 values, and the predictive relevance (Q2) values for latent constructs (Hair
et al., 2014).
Analysis result indicates that the effect of store experience dimension on flow experience dimension is β = 0.28, t = 5.76, p <0.01 for physical store, β = 0.82, t
= 18.278, p <0.01 for online store, and β = 0.62, t = 13.505, p <0.01 for mobile store. This result empirically supports Hypothesis 1. This result reveals that
the online sales channel is the channel in which the store experience dimension
has the highest impact on the flow experience dimension. The effect of store experience dimension on store satisfaction dimension was predicted as β = 0.23,
t = 4.733, p <0.01 for physical store, β = 0.67, t = 14.597, p <0.01 for online
store, and β = 0.16, t = 3.252, p <0.01 for mobile store. This result empirically
supports Hypothesis 2. This result indicates that the online sales channel is the
channel in which the store experience dimension has the highest impact on store
satisfaction. The effect of store experience dimension on purchase intention dimension was predicted as β= 0.10, t=2.615, p<0.05 for physical store, β= 0.26,
t=5.384, p<0.01 for online store, and β= 0.23, t=4.862, p<0.01 for mobile store.
This result empirically supports Hypothesis 3. The analysis result shows that the
online store sales channel is the channel in which the store experience dimension has the highest impact on purchase intention. The effect of flow experience
on store satisfaction was predicted as β= 0.12, t=2.681, p<0.01 for physical store,
β= 0.21, t=4.283, p<0.01 for online store, and β= 0.22, t=4.599, p<0.01 for mobile store. This result empirically supports Hypothesis 4. Analysis result implies
that the mobile store sales channel is the channel in which the flow experience
has the highest impact on store satisfaction.
The effect of flow experience on purchase intention was predicted as β= 0.12,
t=2.603, p<0.01 for physical store, β= 0.14, t=2.865, p<0.01 for online store, and
β= 0.37, t=7.866, p<0.01 for mobile store. This result empirically supports Hypothesis 5. Analysis result indicates that the mobile store sales channel is the channel in which the flow experience has the highest impact on purchase intention.
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The effect of store satisfaction on purchase intention was predicted as β= 0.16,
t=3.363, p<0.01 for physical store, β= 0.55, t= 11.911, p<0.01for online store,
and β= 0.09, t=2.844, p<0.05 for mobile store. This result empirically supports
Hypothesis 6. This result shows that the online store sales channel is the channel in which the store satisfaction has the highest impact on purchase intention.
Overall assessment of the analysis results, we found that the online store sales
channel has the highest impact of the store experience on the flow experience,
store satisfaction, and purchase intention. Also, we found that the flow experience has the highest impact on store satisfaction and purchase intention in the
mobile store sales channel.
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For the validity of the structural model, it is necessary to evaluate the predictive
accuracy (adjusted R² values) and predictive relevance (Stone-Geisser’s Q²) of the
model, after testing the statistical significance of the relationships indicated in the
model (Hair et al., 2014, 169). The adjusted R² and calculated Q² values of the
model are given in Table 5.
Table 5. Predictive Accuracy Levels and Predictive Relevance Levels
Internal Dependent
Dimensions

Adjusted R²

Predictive Relevance
Levels (Q²)

Influence
Quantity *

Store Experience
Level

-

-

Flow Experience
Level

0.690

0.687

Store Satisfaction

0.553

0.547

High

Purchase Intention

0.592

0.586

High

High

Not: * Stone-Geisser’s Q² influence quantities: 0,35= high; 0,15=medium and 0,02=low

As a result, when the adjusted R² and Q² values of the structural model are examined (as seen in Table 5), analysis results reveal that the structural model is
valid and Q² is statistically different from zero and has a higher effect size. Therefore, the results of the PLS-PM analysis show that the observed data is consistent with the research model.

CONCLUSIONS AND RECOMMENDATIONS
This study aims to determine the validity of the store experiential value and flow
experience dimensions for three different retail channels and to determine the
impacts of experiential value and flow experience on consumer satisfaction and
purchase intentions. We found that perceived experiential value consists of six dimensions. These dimensions like Chen and Hsieh’s (2010) study. We found that
flow experience consists of eleven dimensions. These dimensions parallel to those
Csikszentmihalyi (1990) and Payne et al. (2011) research.
Another result of the study is that the perceived experiential value and flow experience have a statistically significant effect on consumer satisfaction and purchase intention for three different retail channels. This finding is the same as the
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finding of Chen et al. (2018) study. The researchers determined that the flow had
a statistically significant and positive effect on satisfaction and purchase intention.
The findings of the study are also similar to those of Tsao and Shao (2018) study.
They found that perceived experiential value and flow experience had a statistically significant effect on purchase intention.
When the results were evaluated in terms of store sales channels, we determined
that the online sales channel is the channel in which the perceived experiential value has the highest impact on the flow experience, satisfaction, and purchase intention. This finding also matches the Ettis (2017) study’s findings. Ettis
(2017) determined that online store consumers experience flow state when they
perceive their online shopping experiences as positive and flow affects consumers’ online shopping behaviors. Consumers now expect the same level of service
in each channel they use and no longer wish to evaluate sales channels differently
in terms of the level of service they offer.
Evaluating the results in terms of store sales channels, we concluded that the channel in which the flow experience has the highest impact on store satisfaction and
purchase intention is the mobile sales channel. This finding is parallel to Chen
et al. (2018)’s study in which they determined that the flow experience of consumers while using mobile shopping applications increased their satisfaction levels. Retailers, therefore, need to ensure that consumers enjoy the shopping experience and have an engaging and satisfying experience, not only on the mobile
channel but also on the other two (physical and online) channels.
We also assumed that the channel in which the store satisfaction has the highest
impact on purchase intention is the online sales channel. This finding is also the
same as the studies of Xu, (2017) and Chiang (2018), who determined that e-satisfaction increased the purchase intention. Consumers want to be satisfied with
every shopping experience and expect all channels managed by a retailer to deliver the same performance. Considering the importance of omnichannel retailing strategy, this study makes an essential contribution to the literature by comparing three different retail channels and examining the experiential value and
flow experience literature.
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LIMITATIONS AND RECOMMENDATIONS FOR FUTURE
STUDIES
Although this study has filled essential gaps in the literature regarding omnichannel retailing practices, it has some limitations. Therefore, the findings should be
evaluated in this context. The main limitation of the study is the use of convenience sampling method, a non-random sampling method, both in the selection
of stores and in the selection of consumers who shop from those stores. It is not
possible to generalize to the universe the results obtained from sample units selected by the non-random sampling method. In future studies, the research model
can be tested using random sampling methods, taking into account different age
groups, different personality traits, and cultural differences. Furthermore, the research model can be tested in different types of retail stores (such as department
stores and discount stores) in the future.
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DIFFUSION OF INNOVATION
THEORY AND CONSUMER
INNOVATIVENESS

Banu KÜLTER DEMİRGÜNEŞ1, Buket ÖZOĞLU2
INTRODUCTION
Technological development and global competition have caused innovation being a source for getting competitive advantage. Nevertheless, the rate of innovations successfully introduced and marketed is extremely low, which indicate a
negative return on investment and a threat for company’s competitiveness in the
long run. Thus, adoption behavior of consumer is an important topic for companies since many new products subject to consumer’s resistance to innovation
(Heindenreich and Kraemer, 2015: 134).
This study’s main purpose is to review Rogers’ (2003) Diffusion of Innovation
Theory. The study presents this theory as a based framework for discussing consumer innovativeness and adoption of innovation since the innovation adoption is
stated as explained variable tested through consumer innovativeness (Rogers, 2003).
This review paper assesses the basic diffusion theory of Rogers to understand
how innovation diffuses among individuals and how an innovation is transferred
across organizations and communities. This study helps to identify 1) how diffusion is affected by different population structures, 2) how adopters are influenced by different types of innovation and 3) what is the role of consumer innovativeness in this critical decision making process of innovation adoption. Since
the study is interested in diffusion theories, it focuses on the studies explaining
innovation adoption at the community population level and synthesize Rogers’
findings by comparing with other innovation adoption models.
1
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Firstly, the study theoretically summarizes the relationship among diffusion variables or the key concepts used in innovation theories such as innovation, innovativeness, innovation adoption, adopter categories and finally diffusion of innovation on the basis of diffusion of innovation theory. Diffusion of innovation theory
is defined and adopter categories are presented to examine the acceptance of innovation. Thereafter, consumer innovation, one of the innovation types, is discussed.
The concept of adoption is cited as an indicator of consumer innovativeness.
Consumer innovativeness initially has been conceptualized through the diffusion
of innovation theory and adoption process in the literature. The current approach
of consumer innovativeness is the approach defined consumer innovativeness as a
tendency in late 1970s. Innovation adaption, innate innovativeness, domain specific innovativeness and actualized innovativeness are the main concepts for consumer innovativeness and discussed in the following sections.
The results provide insights for marketers on how to encourage adoption behavior of consumers and accelerate diffusion of innovation. From a theoretical view,
this study combine important concepts that are studied in previous researches
and summarizes their relations. So, the study reveals close relation among diffusion variables or the key concepts used in innovation theories.

DEFINITIONS OF KEY CONCEPTS
Innovation
Defining information determines the nature of innovation in a particular condition. That is innovation is strongly influenced by how this concept is defined.
Many researchers have been interested with definition of innovation as to highlight many critical implications for companies and for the management of innovation (Popa et al., 2010: 151). Researches related with innovation defined the
concept in a number of ways, such as defining levels of innovation in organizations, projects, and in individuals (Drucker, 1985; Popa et al., 2010). For instance, Drucker (1985) defines the innovation as one of the two basic functions
of an organization. Latter studies define innovation based on innovative ideas and
by caring its influences for customers and market place. For example, Simmonds
(1986) defines innovations as new ideas involving new products, services, new
usage of existing products and new markets (Simmonds, 1986). Rogers (1976)
defines innovation as “an idea, object or practice that individual perceived as new
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in the marketing literature” He states that innovation involves creation of knowledge and diffusion of existing knowledge (Rogers, 1976: 292).
Study by Popa et al. (2010) addresses innovation in two categories as organizational and marketing innovation. The organizational innovation is stated as
a one-dimensional phenomenon that highlights the trend of companies create
and implement different types of innovation such as technological, administrative, product and process. So that concept within organization framework can
be viewed from three different perspectives as technological, behavioral and the
product perspective (Popa et al., 2010: 154).
Marketing innovation is stated as a function related with determining opportunities for change and stating the action required the change. The key role of innovation in marketing has been stated by W. Alderson (1965) who noticed that
marketing innovation is the direct indicator of competition on the market in order to improve products and develop the methods for marketing them (Popa et
al., 2010: 155).
Innovation Adoption
Why consumers adopt innovation is an important insight for marketers and
marketing innovations. Arts et al. (2003) pointed out that intention to adopt
an innovation cannot be resulted in actual adoption behavior. That means consumers do not always reflect beliefs or intentions, they provided in surveys, to
behaviors in their lives. Consumer intentions can change over time because of
the fear of consumer to face with unexpected results that can have an effect on
the adoption decision (Arts et al., 2003: 3). Innovation adoption is a process consisting several steps starts from awareness and ends in continued use of innovation (Rogers, 2003). Innovation adoption process is a complex decision process
and has different stages, situations and use purposes can be perceived differently
so that consumers can differently judge evaluation criteria in each decision process (Arts et al., 2003: 3).
In the literature, various models have been defined theoretically for explaining adoption of consumer innovation. Studies build up Rogers’ (2003) Innovation Diffusion
Theory, the Theory of Reasoned Action (Fishbein and Ajzen, 1975) and The Technology Acceptance Model (Davis, 1989). Whereas Rogers (2003) defines innovation adoption as the consumers’ decision to make complete use of an innovation,
475

DIFFUSION OF INNOVATION THEORY AND CONSUMER INNOVATIVENESS
Banu KÜLTER DEMİRGÜNEŞ, Buket ÖZOĞLU

Arts et al. (2003) criticize this definition since it involves both consumer purchase
intention and actual purchase behavior and their interchangeable usage to reflect
adoption. They pointed out that adoption intention and adoption behavior indicate different things. Adoption intention indicates consumer’s desire for purchasing new product in close future and relates with feelings of consumer before actual
purchasing behavior while adoption behavior refers to the purchase of innovation
(Arts et al., 2003: 4). Related to innovation adoption literature, potential adopter’s
characteristics and perceived characteristics of innovation are stated as the main indicators of innovation adoption (Rogers, 2003; Arts et al., 2003).
Innovativeness
Innovation adoption is closely related to the concept of innovativeness since the
innovativeness reflects the adoption period of innovations (Karaaslan and Akdoğan, 2015). Innovativeness represents personal attitudes of consumers towards
innovation. Rogers (1971) defined innovativeness as “the degree to which an individual is relatively earlier in adopting an innovation than other members of this system” (Rogers, 1971: 27).
In earlier consumer innovativeness was understood as the adoption process of innovations within diffusion of innovation. Then, it has been perceived as propensity for adopting innovations. That means consumer innovativeness have been
considered as both behavioral and psychological variable (Karaslan and Akdoğan,
2015: 228). However, there is no consensus both in the definition of innovation
and on the roots of innovativeness (Roehrich, 2004: 673).
Diffusion of Innovation
The concepts adoption and diffusion are belonging to two different levels in economics; microeconomic and macroeconomic. Adoption as a microeconomic concept represents the processes that consumers go by before accepting new products
(Dobre et al., 2009: 20). Whereas, diffusion as a macroeconomic concept represents spreading innovation on the market through communication tools (opinion leaders, mass media) within a given period.
Diffusion was explained by Rogers (2003: 5) as “the process in which an innovation is communicated through specific channels over time among the members of social system”. Adoption is the end result of diffusion process and the term potential
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adopter represents individuals or organizations in the social system innovation is
being spread (Murray, 2009: 110).

THEORETICAL FRAMEWORK
The theoretical framework for this study is based on Rogers’ Diffusion of Innovation Theory. For a more detailed discussion of this model, main components
of this theory, adoption process indicating individual’s decision making about innovation, criticism about this model, and consumer innovativeness as the variable that affect diffusion process are presented below.

Diffusion of Innovation Theory
Diffusion of Innovation (DOI) Theory offered by Everett M. Rogers is used to
explain and predict rates of innovation adoption in different fields (e.g. information technology, technological product, internet banking) (Lyytinen and Damsgaard, 2001: 174). Rogers (2003) is the most famous developer of diffusion of
innovation theory. His book called “Diffusion of Innovations” was first studied
in 1962. The theory has speeded to so many fields and it is supported by thousands of studies. The theory has been applied in so many fields such as anthropology, geography, marketing, sociology, political science, economics and political
science (Murray, 2009: 110). DOI theory expresses that diffusion of innovation
is a general process and does not bound by the innovation type studied and not
bound by who the adopters are or by culture or place (Rogers, 2003). So that
innovation diffusion process presents common applications for all fields which
develop innovations.
Main parts of diffusion theory are 1) Innovation attributes (particularly, how potential adopter perceive the attributes) of relative advantage (cost efficiency and
effectiveness) compared to alternatives, compatibility (the fit of innovation with
the established ways of achieving the same goal), complexity (easiness to understand the innovation), triability (the extent to which the adopter has to commit to full adoption, and observability (how long it takes to see outcomes). 2)
The adopter innovativeness (particularly each adopter’s degree of innovativeness
or earliness when compared with other individuals’ adopting the innovation). 3)
The social system that includes structure of the system, opinion leaders and social
pressure that potential adopter potential adopter perceive to adopt innovation. 4)
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Innovation adoption-process that is defined as a stage-ordered model involving;
awareness, persuasion, decision, implementation and continuation. 5) The diffusion system, particularly an external change agency, who correctly intervene with
the opinion leaders and innovation champions (Dearing, 2009: 506).
Innovation Attributes
Many researchers studied to understand perceived characteristics of new products,
new ideas in terms schematic characteristics (Dearing, 2009: 509). Rogers (2003)
in his diffusion studies, state that simplicity, relative advantage and compatibility of innovations can cause considerable variance in defining adoption decisions.
On the other hand, observability and triability, the other two attributes are not
consistently important for creating adoption across innovation types. For example, triability significant for expensive and risky innovations, whereas, for complex innovations, visibility of innovation and observability of outcome should be
mainly important since complex innovations much ambiguity. Throughout the
diffusion process different characteristics and attributes of innovation often have
different effects on different times (Murray, 2009: 110).
Adopter Categories
Rogers (1962) classified individuals in five groups according to adoption time and
diffusion of innovations in society as innovators, early adopters, early majority,
late majority and laggards (Rogers, 1962). Despite the fact that this classification
was criticized for being pragmatic in understanding different groups’ behaviors
in the innovation adoption, there is still no consensus in the number of groups
and in the characteristics of each group (Karaaslan and Akdoğan, 2015: 228).
Motivations and needs are different among individuals related to their degrees
of innovativeness or earliness in adoption. Innovators, who are the first to adopt
innovations, have a tendency to be first due to novelty and not having much to
lose. Innovators in Rogers’ model are often first to adopt because of general tendency to try new things or curiosity. This group are among the first 2.5% in the
population. Early adopters in Rogers’ model, fall into next 13.5% of adopters
who are often opinion leaders and have tendency for adopting innovations because advantages or attributes of innovations. Early majority are subsequent adopters who attempt to adopt since opinion leaders have adopted this behavior. This
group fall into 34% adopters who are defined as deliberate followers. Rogers’ late
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majority group are suspicious about innovation at first and then adopt innovation due to perceived social pressure to fall in line. Laggards, the final 16%, have
tendency to be more isolated and traditional when compared with earlier adopters. This group demonstrate the longest decision making process before deciding
about innovation adoption (Rogers, 2003). All these motivations and adoption
time are related with structural position of each adopter in their social networks
(Dearing, 2009: 506).
Social System and Communication Channels
On the basis of Rogers’ diffusion theory, social context effects decision of potential
adopters. Social context represents opinion leaders, organizational characteristics
that is surrounding a potential adopter in a social network (Rogers, 2003). Dearing
(2009) states that potential adopters’ decisions are affected by others in their networks. Particularly, if the early adopters have positive thought about an innovation,
it is likely to be accepted by other members. Opinion leaders are the most influential in affecting the decisions of other members (Dearing, 2009; Murray, 2009).
So that opinion leaders are mostly informed by researchers in the beginning of a
research plan. Similarly, it is true that many individuals evaluate an innovation on
the basis of individuals like themselves. According to DOI theory, mutual respect,
open communication and similar value systems are important for individuals to
adopt it (Rawson et al., 2002). So the theory proposes that the gap between practice and research will be less, if practitioners and researchers perceive similar values.
In Rogers’ diffusion process communication channels play an important role.
Each innovation needs to reach its expected audience. Rogers (2003) indicates
that most individuals judge innovation on the basis of judgments of individuals who have adopted the innovation before themselves but not on the basis of
scientific researchers. Mass media and interpersonal channels are two important
types of communication channels. For this purpose, Murray (2009) advices companies to use various communication strategies to spread the findings to adopters (Murray, 2009: 111).

Overview of Diffusion of Innovation Theory
Diffusion of innovation explains an innovation with measurable and distinct features. However, this definition can cause several difficulties. First, it is not obvious whether the list includes all features affecting adopter’s behavior. Second,
479

DIFFUSION OF INNOVATION THEORY AND CONSUMER INNOVATIVENESS
Banu KÜLTER DEMİRGÜNEŞ, Buket ÖZOĞLU

it may not be true to characterize all technological innovations with the same
features. Lyytinen and Damsgaard (2001) point out that Electronic Data Interchange cannot be characterized with the same features in a television. Third, different characteristics can have different roles at different steps of diffusion. To
illustrate, compatibility can state different thing for early and late adopters (Lyytinen and Damsgaard, 2001: 178). Whereas Rogers’ DOI theory divides diffusion
curve into stages, Lyytinen and Damsgaard, (2001) state that complex technologies cannot diffuse in sequential stages. For instance, adoptions may be influenced by moves across industries, so all adopters can be early innovators by Rogers’ view although they do not have similar characteristics. In this case the mean
of early and late will not be clear. This requires a reconsideration in the context
of complex technologies (Lyytinen and Damsgaard, 2001: 186).
Whereas Lyytinen and Damsgaard, (2001) negatively criticized the use of Rogers’
theory in complex technological innovations, Dearing (2009) support the application of theory in different fields such as social work innovations and different
kinds of service providers. He pointed out that the diffusion theory presents validated concepts which concern different aspects of organizational, personal and
social change (Dearing, 2009: 515).
Murray (2009), studied on DOI theory on the basis for addressing the gap between practice and research. He dictates that there is a gap between practice and
research. The key for this gap is to know that diffusion process takes time. All individuals do not change immediately. So that sufficient information is necessary
to reduce the anxiety of potential adopters (Murray, 2009: 115). He indicates
that researchers can get benefit from understanding diffusion process in detail as
it is helpful for translating their innovative programs and research into practice.
So that researchers can understand unique diffusion strategies for the stages of
diffusion process (Murray, 2009: 110).
Apart from Rogers’ diffusion of innovation theory, there are many studies providing theoretical framework about innovation adoption based on Technology Acceptance Model (TAM) and Theory of Reasoned Action (TRA). Ajzen and Fishbein,
(1980) states that individual naturally do not accept newness unless they know
that they can get benefit from change (Ajzen and Fishbein, 1980). TRA expresses
that individual’s attitude toward a behavior is shaped by his beliefs about the results of this behavior (Davis, 1989). External variables can affect the beliefs of an
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individual’s and relative importance he gives to attitudinal considerations (Ajzen
and Fishbein, 1980). Nevertheless, TRA did not contain external variables. Besides, Ajzen and Fisbein (1980) did not consider demographic variables in their
models but stated that they are important. Talukder et al. (2008) criticized this
model by dictating that demographic characteristics and external factors could
affect individual’s attitude toward adoption and finally his adoption behavior of
innovation (Talukder et al., 2008: 464).
Previous researches on adoption of new technology especially focused on the exploitation of TAM (Davis, 1989) that can be practiced in so many fields such as
at retailing and at the points of sale (Pantano and Di Pietro, 2012). TAM is often used to predict consumer’s acceptance of technological innovation (Talukder
et al., 2008) and is based on Theory of Reasoned Action (TRA). Firstly, TAM
was used for estimating internet adoption focusing on the various variables; perceived usefulness, perceived ease of use and behavioral intention. Then extended
technology acceptance model included new variables as perceived safety and cost
of technology, social pressure, personal skills and hedonic value (Pantano and Di
Pietro, 2012).
There are many studies on adoption of technological innovation using TAM.
Yet, these studies only focused on behavioral and attitudinal intentions. According to Thompson et al., 1991) the model should exclude behavioral intention
and link attitude to actual behavior since we consider actual behavior (Talukder
et al., 2008: 465).
The above discussion reveals that innovation adoption process is so broad and
complex that various and a wide array of variables can affect decision whether
individual will adopt an innovation.

Consumer Innovativeness
Innovativeness which is a force that cause to innovative behavior, has been mostly
covered in studies based on the diffusion of innovation (Roehrich, 2004: 671).
Innovativeness, as a marketing concept, can be basically defined as firm innovativeness, defining a company’s ability to develop new product fastly, product innovativeness, and novelty degree of a product and degree of consumer innovativeness, tendency to purchase new product more quickly and more often than other
people (Midgley and Dowling, 1978).
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Literature about adoption of new product and consumer innovativeness is full of
theories that are not yet linked and thought from a wider perspective (Cowart
et al, 2008). This causes practitioners cannot focus on an important market segment, which consists of innovative consumers, as target market. The fundamental problem is caused by the definition and measurement of the consumer innovativeness concept (Midgley and Dowling, 1978). Therefore, conceptual analysis
of consumer innovativeness with holistic approach and evaluation of measurement models will contribute to the literature.
Consumer innovativeness is highly related to product adoption. Better understanding of the diffusion of innovation process requires consumer innovativeness
to be identified correctly (Gatignon & Robertson, 1991). Innovativeness initially
has been conceptualized through the diffusion and adoption process in the literature. This has led to a time based assessment of innovation adoption process.
The tendency of those who adopt a new product towards innovation determines
the likelihood and speed of adoption after it enters the market (Goldsmith and
Hofacker, 1991; Dagfous et al., 1999). Literature shows that the consumer innovativeness based on the adoption process of innovations in the 1960s continued until Midgley and Dowling’s work in 1978. Midgley and Dowling (1978)
and later studies undertaking the subject as a consumer innovativeness tendency
made a significant contribution to the innovation literature. This view has been
still supported and remains important. Thus, while consumer innovativeness has
taken place in the literature as a tendency to adopt innovations (Tellis, Yin and
Bell, 2009), buying behavior of new products has taken its place in the literature
as a subject created by consumer innovativeness. In this respect, this study discusses concepts for consumer innovativeness as; 1- innovation adaption, 2- innate innovativeness (considering consumer innovativeness as a trait of a person)
3- domain specific innovativeness and 4- actualized innovativeness (consumer behavior of purchasing innovations).
It should be noted that innovativeness should not be ignored as it is a significant
factor that accelerates the diffusion of innovations and the adoption process, and
commonly accepted by the studies in the literature.
Consumer innovativeness was explained by Midgley and Dowling (1978) as the
degree of an innovation decision of individual as how independent from others’
experiences and how open to new ideas. According to Midgley and Dowling’s
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(1978), innovativeness, which is conceptualized as innate innovativeness, is an innate (natural) personality trait that is owned by all consumers at various degrees.
Hirschman (1980) evaluates consumer innovativeness through novelty seeking.
She went a step further than Midgley and Dowling who conceptualized consumer
innovativeness as a personal trait, and presented that the reason behind choosing
different products for the same purpose was affected by the consumer’s innovativeness trait more or less. One of the concepts that mentioned in these two studies and supported on basis for the innovativeness trait is “consumer independent
judgement making” and the other one is “novelty seeking”. Midgley and Dowling (1978) have defined “consumer independent judgement making” as the degree to which extend individuals’ innovation decisions differs from others’ experiences. Hirschman (1980) defined “novelty seeking” as the consumer desire to
find new and different products.
Roehrich (2004) has explained the “consumer innate innovativeness” concept
and triggering factors through the relevant studies in the literature. These factors
are; need for encouragement, novelty seeking, making innovation decisions independently from others’ experiences and need for uniqueness. On the other hand,
consumer innovativeness was explained by Steenkamp et al. (1999) as a tendency
to purchase new products and brands instead of old ones.
Goldsmith and Hofacker (1991) explained domain specific innovativeness as a
tendency to get know and use new products within a specific area which consumers have an interest. This innovation concept has a meaning only in the relevant theory of innovations diffusion (Midgley and Dowling, 1978). In this view,
innovativeness has been linked to the fact that consumers will tend more towards
new products in their interested domains rather than their personality traits. A
consumer may not be innovative in general, but may be innovative because of
his interest in a particular product category. This consumer group, which is not
innately innovative for businesses but which is a potential early adopter for that
product group, is an extremely important and information about this group
needs to be collected.
Actualized innovation refers to the transformation in which the consumer’s innovation tendencies are turned into purchasing behavior, including namely the
above-mentioned innate innovativeness and domain specific innovativeness. In
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many studies, it has been investigated that whether consumer’s innovativeness
tendency turns to behavior or not.
Roehrich (2004) has mentioned three kinds of actualized innovativeness. First one
is generalized actualized innovativeness; new product’s purchases of in different
product categories. Second one is product category specific actualized innovativeness; the purchase of only new products in a specific category. Third one is single product actualized innovativeness; purchasing a new specific product early. It
is a combination of both general innovation and innovation in the product category of interest and a combination of situational variables.
The concept of consumer innovativeness, which refers to the purchase and use
of new products earlier than other consumers, is recognized as an important
field of study for practitioners and the academics (Midgley and Dowling, 1978;
Hirschman, 1980; Foxall, 1988; Flynn and Goldsmith, 1993; Roehrich, 2004;
Im et al., 2007; Vandecasteele and Geuens, 2010). However, there are wide differences in the literature about findings. Some researchers state that age, ethnicity, occupational status, education and income level variables have an important
relationship with individuals’ adoption behaviors (Robertson, 1971; Rogers and
Shoemaker, 1971; Dagfous et al., 1999) whereas others found a relationship between personal traits and adoption of new products (Midgley and Dowling, 1978;
Hirschman, 1980; Manning et al, 1995). Cultural characteristics have also been
found to have a significant impact on specific product categories (Goldsmith et
al., 1998) and consumer innovation (Steenkamp et al., 1999).
Innovative consumers who are early adopters and more likely to be pioneer of
ideas tend to gain knowledge about new products (Midgley and Dowling, 1978).
Innovative consumers therefore know more about new products (Goldsmith and
Hofacker, 1991). They are more easily encouraged to buy new products (Cowart et al., 2008) and have high utilization rates (Goldsmith and Hofacker, 1991;
Goldsmith et al., 2003) and accepted the risk of buying a product that they would
not satisfy (Chiristia, 2000). Innovative consumers play an important role in the
acceptance of new products (Goldsmith and Flynn, 1992). Innovative consumers
help to improve the product by providing feedback on the new product. In addition, they play a critical role in the diffusion process of the innovation by promoting product to other people through word-of-mouth (Goldsmith and Flynn,
1992). Although the new products are generally overpriced, innovative consumers
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are not affected by the high prices of new products (Goldsmith and Hofacker,
1991), in fact they are willing to pay a higher price to use the new product. Thus,
innovators provide the business with a high level of cash flow.
Researches on consumer innovativeness may help marketing practitioners to determine early adopters (Xie, 2008). Consumer innovativeness may ease adoption
process and transferring information and experiences about new products to other
consumers (Citrin et al., 2000).
Consumer innovativeness and adoption of new products are important for practitioners with the above mentioned aspects. Also, McDonald and Alpert (1999) have
sorted the advantages of determining innovative consumers for applicators as below;
• Cooperating with innovators in the development of new products,
• Increasing the speed of new products’ diffusion in order to provide a flow of
income,
• Innovative consumers introducing new products to other consumers,
• Innovative consumers being heavy users of that new product’s category,
• Innovative consumers help to create an image of “market leader” and
• Innovative consumers may want to stop the diffusion of an unwanted innovation.
Hence, developing consumer innovativeness scales is important in determining
the personal traits of innovative consumers.
Consumer Innovativeness Scales
Even though there is not a consensus about the conceptualization of consumer
innovativeness yet, many researchers defined consumer innovativeness as a personality trait. There are various views about consumer innovativeness measurement in the literature. Separation of innate innovativeness and actualized innovativeness by Midgley and Dowling (1978) has created an important foundation
in the development of scales.
Midgley and Dowling (1978) stated that innate innovativeness which is essentially defined as a personality trait is an antecedent of actualized innovativeness.
Roehrich (2006) stated that actualized innovativeness was classified as generalized
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actualized innovativeness, product category specific actualized innovativeness, single product actualized innovativeness by Midgley and Dowling (1978).
Joseph and Vyas (1984) explained consumer innovativeness as personal trait in a
cognitive basis and stated that consumers who are innovative have a tendency to
new experiences. Consumer innovativeness was explained from an open-processing perspective in the scale they designed.
Manning et al. (1995) has tried to analyze consumer innovativeness with a multiitem scale based on consumer independent judgement and novelty seeking concepts. Manning et al. (1995) determined that novelty seeking is related to the early
stages of adoption process (actualized novelty seeking and new product awareness),
consumer independent judgement is related to the later stages of adoption process. Hurt et al. (1977) defined innovativeness as “willingness to try new things”
and have designed a scale for measuring innovativeness levels of consumers and
their innovativeness categories.
On the other hand, Goldsmith and Hofacker (1991) considered innovativeness
based on product category and stated that consumers may have tendencies to
adopt and learn about products in specific domains.
Goldsmith and Hofacker (1991) has suggested to measure innovativeness by using a continuous scale in which a lower level represents a weak tendency and a
higher level represents a strong tendency to adopt an innovation. According to this
view, innovativeness is unique to the interest (Gatignon and Robertson, 1985).
While an individual is described as innovator in a product category, for another
category he might be late majority or laggards. The most important criticism for
innovativeness is the need for designing the scale for a specific domain for analyzing consumer innovativeness regarding from a specific product or domain perspective. This will require making separate measurements for each domain and
will complicate creating a general opinion (Grewal et al., 2000).
Many studies (Joseph and Vyas, 1984; Roehrich, 2004; Handa and Gupta, 2009)
have used the scale developed by Midgley and Dowling (1978) and Goldsmith
and Hofacker (1991). They have criticized these studies and developed their scales
by adding different variables and used for the measurement of consumer innovativeness in different perspective.
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CONCLUSION
This study provides a comprehensive review of studies on innovation by examining extent literature on diffusion of innovation theory. The study theoretically
discusses the framework offered by Rogers (2003), by examining the key constructs related to diffusion of innovation theory. This study reveals close relations
among key concepts defined in diffusion theories.
Dobre et al., (2009) stated the literature about the innovation adoption include
important researches directions. The dominant traditional one is the first one and
states the way that the adoption process takes place regarding the features of the
product specific characteristics (Dobre et al., 2009: 20). These factors are important to be evaluated from the view of consumers how they perceive innovation.
Marketers or practitioners should discuss innovation characteristics on the basis
of consumer’s perception since consumer is an important decision maker about
the success of innovation.
Understanding diffusion mechanism helps marketers to learn about how diffusion theory are used successfully in particular situations. The adoption process
and the factors affecting this process are the key constructs for a successful innovation diffusion. Yet, it is not true that all innovations result in success. Researchers
also state that decision making process can include resistance to change, anxiety
due to uncertainty and cognitive dissonance over previous alternatives abandoned
(Murray, 2009: 114). Thus, researchers developing innovations can benefit from
understanding the reasons of adopters who decide to reject an innovation. It is
also crucial to know that all innovations are not suitable for all organizations and
all individuals. Marketers should also take care of consumer’s resistance to innovation but not only adoption behavior. Cornescu and Adam (2013) support this
view by expressing that innovation resistance is not completely opposite concept
of innovation adoption. That means, innovation adoption is the result of exceeding the resistance behavior (Cornescu and Adam, 2013: 463).
Today, consumers are more selective about new ideas and practices because of the
rise of the internet and different social media platforms. Electronic communication channels speedily inform consumers about newness, new products and previous users generate feedback about new practice. To enlarge market share, marketers need to know what consumer expect, in which adopter categories they are
in and through which communication channel they are affected. For example,
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opinion leaders are often have influence on decisions of potential adopters, especially for early majority. As Murray (2009) state, marketers can inform opinion
leaders in the early stages of research planning (Murray, 2009: 111).
Managers and marketers use the knowledge of consumer innovativeness to understand preferences of consumers and adopt the marketing mix to them because some consumers are most likely to experience new products whereas others are not (Frank et al., 2015: 252). Innovation adoption decision is also shaped
by consumer innovativeness characteristics. Although consumer innovativeness
characteristics are currently considered domain specific innovativeness by some
authors and by others innate, it is a tendency that drives consumers to purchase
behavior and affects the adaptation of innovations. It is important to determine
which perspective on consumer innovativeness characteristics will more contribute to marketers.
That is, innovation adoption literature not only involve characteristics of innovation but also potential adopter’s characteristics. One of the key driver for the success
is to what extent consumers perceive the characteristics of innovation positively.
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32
THE MEDIATING ROLE OF
LOGISTICS FLEXIBILITY
CAPABILITY IN THE EFFECT OF
INFORMATION-BASED LOGISTICS
CAPABILITY ON LOGISTICS
PERFORMANCE
Bülent YILDIZ1
INTRODUCTION
In the competitive global business settings of nowadays, effective use of company
resources is vital. Among the most critical issues is usage of information technology resources in logistics activities. Logistics information technology is an important part of the firm’s IT investment and contains hardware and software spending
related to logistics activities like ordering, storage, inventory and transportation
management (Savitskie, 2007: 454-455). As a result of the increasing importance
of logistics, the use of information technology in logistics has increased all over
the world. This situation has increased the number of companies investing in information technology (Kahraman et al., 2007: 143).
Outsourcing in logistics has increased in recent years. Logistics service providers
are required to implement effective competitive strategies that will enable them
to get ahead of their competitors and achieve sustainable competitive advantages
to diversify themselves and survive in a competitive environment (Chou et al.,
2018: 555). Information systems and computer technologies are also crucial for
establishment of an organization that is eager to comprehend and meet the requirements and needs of customers. Moreover, usage of information systems is
vital to integrate the management of geographically scattered logistics activities
(Barbosa and Musetti, 2010: 789).
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Flexibility of physical distribution is the capacity of a firm to adjust the inventory, packaging, storage, and transportation of physical products to satisfy customer needs fast and efficiently. It includes flow of material and information,
and it requires agility in activities like packaging, storage, and outbound transport (Zhang et al., 2005: 75).
Using information-based systems and providing flexibility in logistics services are
important for companies and logistics performance. Therefore, this study aimed
to examine the mediating role of logistics flexibility capability in the effect of the
information-based logistics capability of manufacturing firms on their logistic performance. For this purpose, data were collected by questionnaire from 109 manufacturing companies operating in Gaziantep, Turkey. In the research, firstly, the
construct validity and reliability of the scales were analyzed. Then, the structural
equation model was established and analyzed.

THEORETICAL FRAMEWORK
Information-Based Logistics
Information technology is the main driving force of many technological innovations and organizational evolution (Liang et al., 2010: 1138). Information and
communication technology is strategically significant in managing supply chains,
process and product communication, and minimizing paperwork and delivery
times. Effective use of information communication technology has a significant
part in developing a fast and efficient supply chain (Nath and Standing, 2010: 71).
The capacity of effectively managing information within the company provides
critical advantages. Therefore, many companies have started to issue strategies
that focus on utilizing information technology as a resource in order to realize the effective acquisition and use of information (Lin and Tseng, 2006: 741).
Several members of the supply chain consider that improving information sharing is a crucial element of company success and that logistics information technology is crucial to the supply chain management strategy. Therefore, information technology investments have an important place in total capital investments
(Savitskie, 2007: 455-456).
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Logistics Flexibility
Flexibility is generally recognized as an ability to meet new, different, unexpected
and changing needs (Jafari, 2015: 947). Flexibility reflects a firm’s capacity of responding to change. It is also accepted as compliance with unexpected operational conditions (Wang et al., 2015: 488).
From a perspective of supply chain performance, flexibility is a strong system
component that provides stable performance based on variable conditions. The
majority of the features of the logistics system show variations and ambiguities.
Raising the flexibility in logistics systems is considered as a strategy to increase
the sensitivity of the system to changes (Choy et al., 2008: 2001).
Today, companies face more specific customer requirements, higher expectations
from the customer services and pressure to lower costs. Flexibility of logistics is
essential for coping with these conflicting pressures (Closs et al., 2005: 262).
Operational flexibility for logistics service providers is the ability to meet changing customer demands and as a result determine the likelihood of achieving customer satisfaction, loyalty, and gaining competitive advantage (Brekalo and Albers, 2016: 221).
Logistics flexibility is a concept that is associated with information processing in
transportation management, facility structure management (e.g. warehouse location), inventory management, material handling (e.g. packaging and loading),
and logistics activities (e.g. delivery and reverse logistics) (Yu et al., 2017: 212).
Logistic flexibility allows companies to meet demand and react to future orders,
rather than make sales forecasts. It also involves several operations like organization of incoming and outgoing shipments, provision of production support and
supply of information to coordinate these activities. Thanks to logistic flexibility, a company may adapt to change to satisfy specific requirements of consumers (Zhang et al., 2005: 72).

Logistics Performance
Logistics creates value by fulfilling the delivery demands of the customers. Therefore, logistic performance demonstrates the ability of a firm to provide goods and
services in the case of a need at a reasonable cost in amounts demanded by customers. In addition to strong logistics performance measures such as net revenue,
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there are also soft measures like customer satisfaction, each with its strengths and
weaknesses (Lee et al., 2016: 671).
Certain criteria such as on-time delivery, error-free delivery, damaged orders, delivery of urgent orders, delivery at high demand times, availability of vehicles and
containers, and usability are crucial in measuring logistic performance (Aharonovitz et al., 2018: 288).
For achieving an adequate degree of logistics performance, the process involving
procurement, material and delivery planning, order processing, production, stock
and transport management, packaging, and customer management must be adequate and resourceful. Here, the key point is to control the material flow in the
process of delivery ordering. Thus, it becomes possible for managers to follow
the goods, that is, to obtain and control information about the location of the
goods. This management simplifies the process of order delivery and gives companies a competitive advantage. It assists companies in serving consumers faster
and at a reduced cost (Johansson and Palsson, 2009: 506).

ESTABLISHMENT OF RESEARCH HYPOTHESES
Correspondence between logistics service providers and customers has an essential part in establishing collaboration and flexibility abilities and enables the delivery of intended messages between providers of logistics services and consumers. All information obtained through communication enables logistics service
providers to collaborate more effectively with their customers for the process of
planning and forecasting their future needs of logistics services and to make appropriate recommendations to customers regarding suitable logistics service options (Chou et al., 2018: 558).
Flexibility of the supply chain necessitates intrinsic and extrinsic co-operation with
main suppliers, particularly during market uncertainties. Continuous information
flow and effective collaboration enable partner companies to be flexible in their
activities and respond to the demands of customers or the market. Internal and
external sharing of quality information and establishment of strategic alliances with
supply chain partners causes increased flexibility (Nagarajan et al., 2013: 790).
Information technology affects flexibility in three ways. Firstly, information technology removes the restrictions on the location and time of the task by changing
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the time and location of the work. Secondly, information technology often influences the nature and speed of work, often accelerating the processing of information. Thirdly, information technology allows the company to respond quickly
to changing market conditions (Lucas and Olson, 1993: 4).
Shang and Marlow (2005) found that knowledge-based logistics capacity positively affected logistic flexibility. Nagarajan et al. (2013) found that information
quality significantly affected the flexibility of the supply chain.
As a result of the theoretical study and literature review, the first hypothesis of
the research was established as follows:
H1: Information-based logistics capability significantly affects logistics flexibility capability.
Besides facilitating cooperation among supply chain partners, information technology also allows the automation of various routine logistics operations. Therefore, experts of logistics are enabled to concentrate on more strategic matters in
logistics management (Bienstock et al., 2008: 205).
It is hard for manufacturers to turn over customers’ delivery requirements to suppliers instantly without sharing information with customers. This hinders fast delivery and reliable customer service. Real-time connectivity throughout material
flows and integrated inventory control simplifies the planning process of production. It also strengthens the management of physical transformation procedures
and other logistical operations, enabling shorter delivery times and higher delivery reliability (Ye and Wang, 2013: 372).
Information technology improves logistics productivity, efficiency, flexibility, cost,
and service quality. Information technology is needed for global logistics management, especially for the coordination of distribution, product design, manufacturing, procurement and inventory worldwide (Lai et al., 2006: 1250). Information technology also provides a competitive advantage by increasing capacity,
reducing costs, improving service, and increasing productivity and flexibility (Lai
et al., 2006: 1252). Through the use of information technology and information
systems, companies can reduce unnecessary activities, in addition to integrating
similar functions spread across different areas, thus increasing the ability to deal
with complicated necessities of consumers and satisfy product quality standards
(Han et al., 2009: 12).
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Information technology is considered as a talent that may enhance logistics performance, establish logistics integration, and contribute to supply chain achievement, and as a catalyst to prevent failure of supply chain management. Information technology significantly improves overall logistics competence by improving
services and reducing costs (Shang and Marlow, 2005: 219).
In her study, Savitskie (2007: 455) states that company performance is improved
through logistics information technology applications. Shang and Marlow (2005)
found that knowledge-based logistics capacity positively affected logistic performance. Lin and Tseng (2006) found that information technologies significantly
affect company performance in a study they conducted on supply chain management. Tripathy et al. (2016) reported the positive effect of information technology on supply chain management, competitive advantage, operational efficiency, and logistic efficiency.
As a result of the theoretical study and literature review, the second hypothesis of
the research was established as follows:
H2: Knowledge-based logistics capability significantly affects logistics performance.
Logistics flexibility ensures better customer service by synchronizing product delivery and customer demands. It also enhances the company’s capacity to respond
fast and efficiently to the requirements of delivery, support and services. Furthermore, it improves the company’s capability to respond to market changes by removing unnecessary operations and lowering response time. This creates the continuous flow of supply materials and products (Zhang et al., 2005: 74). Flexibility
of logistics also allows companies to individualize their product and service offerings without raising inventory levels. Thanks to flexible logistics competence, service packages like adding product features or offering custom packaging, labeling,
and product configuration may be adapted to individual customer wishes (Zhang
et al., 2005: 87). Logistics flexibility helps establish and maintain customer loyalty by allowing the company to respond to customer needs and cope with unanticipated-unexpected situations (Closs et al., 2005: 261).
Zhang et al. (2005) found that logistics flexibility significantly affected flexibility capacity and flexibility capacity significantly affected customer satisfaction.
Yu et al. (2017) found that logistic flexibility significantly affected the quality of
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logistics service. Chou et al. (2018) found that flexibility affects trust and trust
affects delivery commitment.
As a result of the theoretical study and literature review, the third hypothesis of
the research was established as follows:
H3: Logistic flexibility capability significantly affects logistics performance.
Information obtained through communication enables logistics service providers in understanding their customers better. This comprehension may help
logistics service providers in planning and investment of the resources required
to respond flexibly to the rapidly changing necessities and specific demands
of customers (Chou et al., 2018: 558). This could result in an increase in logistics performance. Knowledge-based logistics capability is thought to significantly affect both logistics flexibility capability and logistics performance.
Logistic flexibility capability is also thought to be significantly effective on
logistic performance. Therefore, the fourth hypothesis of the study was established as follows:
H4: Logistic flexibility capability has a mediating role in the effect of information-based
logistics capability on logistic performance.

RESEARCH METHOD
Research Model
Figure 1 presents the model of the research, which is formed as a result of theoretical study and literature review.

Figure 1: Research Model
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Research Scales
Scales of the study were taken from the study conducted by Shang and Marlow (2015).

Research Sample
The research data were collected from manufacturing companies operating Gaziantep Organized Industrial Zone in Turkey, by face to face interview method
between August 2019 and September 2019. The study was performed with the
data collected from 109 companies. The questions were prepared on a 5-point
Likert-type scale.

Research Findings
In this section, firstly the demographic findings of the research are presented.
24 of the company employees participated in the research were financial managers, 21 were in charge of import, 18 were in charge of foreign trade, 18 were in
charge of foreign exchange, 10 were purchasing managers, 7 were company owners, 4 were general managers, 3 were company partners, 2 of them were in charge
of shipping, and 2 of them were in charge of logistics. 25 of the employees were
working in their current company for 16 years and over, 61 of them for 6-15,
and 23 of them for 0-5 years. 54 of them had a high school degree, 53 of them
had a university degree, and 2 of them had a post-graduate degree.
For testing the construct validity of the scales, exploratory factor analysis and
then confirmatory factor analysis were performed. In the exploratory factor analysis for the information-based logistics capability scale, factor loads of the scale
were obtained between 0.912 and 0.964. AVE value was 0.882 and the CR
value was 0.967. For the logistics flexibility capability scale, factor loads of the
scale were obtained between 0.911 and 0.951. AVE value was found to be 0.867
and CR value was 0.951. For the logistics performance scale, factor loads of the
scale were obtained between 0.864 and 0.943.AVE value was 0.839 and the CR
value was 0.963. Table 1 shows the goodness of fit values obtained from confirmatory factor analysis.
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Table 1: Goodness of Fit Values as a Result of Confirmatory Factor Analysis
χ2

Variable

df

Acceptable Criteria

χ2/df

GFI

CFI

SRMR RMSEA

≤5

≥.90

≥.90

≤.08

≤.08

Information-Based
Capability

1.235

1

1.235

0.994

1

0.004

0.047

Flexibility
Capability

0

0

-

1

1

0

-

Logistics
Performance

1.355

3

0.452

0.995

1

0.006

0

Structural Model

70.958

43

1.65

0.902

0.982 0.0661 0.078

According to the confirmatory factor analysis, the scales were found to be providing goodness of fit values.
After the factor analysis, correlation and reliability analyses were performed. Table
2 shows the correlation, reliability analyses, and descriptive statistics.
Table 2: Correlation, Reliability Analyses, and Descriptive Statistics

Mean

Std. Dev. Skewness

Kurtosis

Flexibility
Capability

Logistics
Perf.

Flexibility
Capability

3.7064

.74911

-.211

-.305

(.923)

Logistics
Perf.

3.8349

.66935

-.592

.802

.742**

(.952)

InformationBased
Capability

3.8509

.68560

-.211

.021

.731**

.767**

InformationBased
Capability

(.954)

According to the correlation analysis, there was a significant relationship between
the variables in the same direction at the 0.01 significance level. As a result of reliability analysis, the alpha coefficient was obtained over 0.90 for all scales. This
finding shows that the scales are highly reliable. The fact that skewness and kurtosis values were obtained to be between -1 and +1 indicates that the data have
a normal distribution.
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Analysis Results
The structural equation model was established and analyzed for testing the research hypotheses. Figure 2 shows the structural equation model. The analysis
results are presented in Table 3.

Figure 2: Structural Equation Model
Table 3: Structural Model Regression Weights
Tested Path

β

S.E.

C.R.

P

0.71

0.078 8.537

***

Flexibility
capability

<---

Information based
capability

Logistics
performance

<---

Flexibility
capability

0.523

0.095 5.392

***

Logistics
performance

<---

Information based
capability

0.369

0.083 4.085

***

The analysis results of the structural equation model showed that information-based
logistics capability was positively effective on logistic flexibility ability and logistic performance. It was also found that logistic flexibility ability was positively effective on logistics performance.
The bootstrap method was used in the structural equation model presented in
Figure 2 to test the mediating role of logistic flexibility capability in the effect
of information-based logistics capability on logistic performance. For the mediation test, the highest likelihood method was used in a 95% confidence interval
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consisting of 5000 samples, and the Monte Carlo parametric bootstrapping was
selected. Significance levels of the Bootstrap confidence interval Lower Bounds,
confidence interval Upper Bounds, and Bootstrap standardized indirect effects
were examined. Table 4 presents the analysis results.
Table 4: Results of Mediating Test
Standardized Total Effects

Information Based Capability

Flexibility Capability

0.710

Logistics Performance

0.741

Standardized Direct Effects
Flexibility Capability

0.710

Logistics Performance

0.369

Standardized Indirect Effects
Logistics Performance

0.371

Indirect Effects Significance
Logistics Performance

0.000

Indirect Effects Lower Bounds

0.237

Indirect Effects Upper Bounds

0.541

As a result of the mediation test, total effects were 0.741, direct effects were 0.369
and indirect effects were 0.371. Indirect effects were significant. Indirect effects
confidence interval lower bound was 0.237 and the upper bound was 0.541. The
fact that upper and lower bounds of the confidence interval does not include the
zero value and the indirect effects are significant, indicate that logistic flexibility
capability has a mediating role in the effect of information-based logistics capability on logistics performance.

CONCLUSION
In this study, the effect of information-based logistics capability on the logistics
flexibility capability and logistics performance was investigated. As a result of the
analyses, it was determined that information-based logistics capability was significantly effective on the logistic flexibility capability and logistics performance, and
the logistic flexibility capability had a significant effect on logistic performance.
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In today’s dynamic and competitive environment, logistics service providers are
required to develop their logistics service abilities in order to satisfy the needs
of consumers (Yang, 2016: 288). For gaining an advantage in the market, firms
market not only products but also logistics processes. The importance of logistics
excellence should not be neglected because it helps companies create a competitive advantage, increase company profitability, and increase customer satisfaction
(Yeung, 2006: 122). As a result of their findings, Chou et al. (2018: 566) stated
that the exchange between logistics service providers and their customers is an essential factor in the establishment of flexibility and cooperation capabilities. For
this reason, they suggest that the logistics service providers should share their information about operations with customers and propose the establishment of an
information sharing platform for this purpose. Han et al. (2009) determined that
integrated information technology significantly affects integrated logistics management. These studies and the findings of the research show that information
technologies have an important function in providing logistics flexibility. Therefore, both manufacturing companies and logistics service providers must invest
in information technology to achieve flexibility.
Pan et al. (2019: 574) suggest that logistics companies apply external information system resources, such as relationship-oriented and market-oriented information system resources, to control communication with customers, channel members, suppliers, and other external stakeholders, and the implementation of these
assets can contribute to the reduction of communication expenditures between
internal and external stakeholders and therefore contribute to improved performance. Shang and Marlow (2005) found that knowledge-based logistics capacity positively affected logistic performance, and the results of this study show that
an important factor in improving logistic performance is information technology.
Providing flexibility in logistics will lead to an increase in logistics performance as
it will lead to the development of immediate solutions for both delivery times and
changing conditions. Companies wishing to increase their logistic performance
should invest in information technology and increase their flexibility capacity.
The most important limitation of this study is that it has a regional quality and
was conducted with data obtained from 109 companies. The study was carried out
with manufacturing firms. Firms operating in the service industry also outsource
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for logistics. Therefore, conducting the study in the service sector will also make
important contributions to the literature.
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SUSTAINABLE TOURISM
MANAGEMENT IN TURKEY:
PAST, PRESENT AND FUTURE
PROSPECTS
Ashfak Ahmad KHAN1
INTRODUCTION
The idea of sustainable development has its roots in the long-debated environmental protection discourses emphasizing the limitation of natural resources of
our planet (Vicum, 2005; Grober, 2007). The focal point of the sustainability
concept revolves around the interaction between economic, social and environmental systems of the world. Achieving sustainability goals requires a balanced
consumption of natural resources, equity in the societies and protection of the
environment (Elliott, 1994; Rogers et al., 2008; Sachs, 2015). Therefore, the goal
of sustainable development is to provide a better and prosperous life to all humankind equally without compromising the future. The concept of sustainable
development is based on three interdependent pillars of economic, social and environmental development which are required to reinforce each other with minimum conflict (Dowling, 1993). The book “Our Common Future”, formally
put forward the idea of sustainable development in 1987 which was developed
into implementation plan in 1992 (WCED, 1987). Since then, a large number
of nations has signed Agenda 21, the implementation plan for sustainable development, to ensure making their economic policies according to principles of
sustainable development.
The concept of sustainable tourism was emerged in the late 1980s, parallel to the
debate of sustainable development, and gained momentum in the last decades
(Hall, 2011; Ruhanen, Weiler, Moyle, & McLennan, 2015; Budeanu, Miller,
Moscardo, & Ooi, 2016))Tourism has become an important economic sector
1
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that has a particular relation to sustainability as it deals with consumption, interaction, awareness, and dependency on the natural environment in one place. Sustainable tourism is not a separate branch of tourism; instead, all forms of tourism
like mass tourism, health tourism, eco-tourism, religious tourism, and heritage
tourism can become sustainable, providing that the principles of sustainability
are followed(Lu, 2009). Therefore, confusing the term sustainable tourism with
eco-tourism or nature tourism should be avoided. According to the definition of
the World Tourism Organization, sustainable tourism should provide socio-economic benefits to the host communities without any harm to built and cultural
heritage and ensure environment protection as well. In other words, making tourism more sustainable requires holistic approach for policy implementations by involving all the stakeholders (United Nations, 2005; Buckley, 2012; Nepal, 2016).
A review of literature on sustainable tourism has revealed various scholarly debates on the concept of sustainable tourism ranging from the critics to the idea
to more optimistic views that stress on the development of theory on more concrete bases ( Turton, 2005; Weaver & Lawton, 2007; Weaver, Glenn, & Rounds,
2009; Juvan & Dolnicar, 2014; Hao, Long, & Hoggard, 2014; Amir, Ghapar,
Jamal, & Ahmad, 2015)
Turkey has become a famous tourist destination by attracting a growing number
of tourists each year since the introduction of incentive policies in the tourism
sector. The tourism sector in Turkey began to develop at a mass level during the
1980s with the implementation of a tourism incentive policy. Tourism growth has
shown a substantial increase in recent decades by valuable contribution to Gross
Domestic Product (GDP) of the country (Gunduz & Hatemi-J, 2005; Katircioglu,
2009; Önder, Candemir, & Kumral, 2009). According to recent figures provided
by World Travel and Tourism Council (WTTC), Tourism and travel sector comprises 11.6 % of country’s total GDP with production of 98.4 billion dollars in
2017, that would rise to 12.7 % of GDP with annual increase of 3.8% with output of 149.5 billion dollars in 2028 (World Travel and Tourism Council, 2018).
Moreover, the travel and tourism sector also generated 2.1 million jobs, which
makes 8.1% of total employment in the country (WTTC, 2017). Turkish government adopted an incentive policy in the tourism sector by making Tourism
Encouragement Law of 1982 to achieve export-led industrialization by accelerating the mass tourism in the country. However, the issues and problems to manage
such a growing number of tourists still need to be adequately addressed (Cooper
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& Ozdil, 1992; Göymen, 2000; Tosun, 2001). Meanwhile, Turkey has also signed
the Agenda 21 of the United Nations which requires the implementation of an
action plan for sustainable development in the country. Turkey’s sustainable development policy remained ambiguous for an extended period due to the competing nature of development and environment sectors.
This chapter focuses on the sustainable tourism policies of Turkey within the
framework of sustainability principles. Besides, the barriers and challenges to sustainable tourism development are also addressed in the chapter with brief suggestions at the end.

THE PRINCIPLES OF SUSTAINABLE TOURISM
The principles of sustainable tourism are embedded in the parent theme of sustainable development, which focuses on the viability of social, economic, and environmental regimes of an area (Moscardo, 2015;Farmaki, Altinay, Botterill, &
Hilke, 2015). Tourism is seen as an essential sector to achieve the main targets
of sustainable development more efficiently as compared to other economic sectors. However, tourism development in an area requires a very cautious approach
as it has both positive and negative impacts on the host communities and environment of destination areas (Hill, Gale, & Publishing, 2010; Su & Lin, 2014).
Tourism serves economic benefits to the host area by direct and indirect contribution to increased employment and investment opportunities along with better
living standards. Besides, it also provides chances for preserving tangible culture
by promoting awareness among the residents about the valuable cultural and natural heritage(Jamal & Camargo, 2014). However, tourism also affects the destination area in many negative ways. The pressure on the natural ecosystem leads
to environmental degradation and loss of habitat for wildlife. The concentration
of tourists in already fragile natural and cultural heritage may cause permanent
damages to the buildings and structures. Pollution, traffic congestion, overcrowded
areas, parking issues, and increased crime rates are also observed in many famous
tourist destinations in the world. Moreover, local and traditional cultures are also
endangered due to the changes brought by foreign tourists to the host communities (Cros, 2008; Marrocu & Paci, 2013).
Therefore, principles of sustainable development must be followed to keep balance among economic, social, and environmental systems in promoting tourism
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in any area. These principles can further be expanded into detailed indicators for
the development of sustainable tourism policies. Comprehensive government policy under established principles regarding tourism development can help minimize the negative impacts of tourism. Other stakeholders like large entrepreneurship, non-government organizations and local communities can also play a vital
role in better implementations of these policies. United Nations Environment
Program (UNEP) has provided detailed guidelines for making sustainable tourism policies (United Nations, 2005), including essential targets that must achieve
which are described in table 1.
Targets of Sustainable Tourism Development
Economic
Economic Sustainability
Local Welfare
Employment
Opportunities
Resource Efficiency

Social
Cultural Preservation
Quality of Life
Local Control
Social Equality
Visitor Satisfaction

Environmental
Environmental Integrity
Conservation of Nature
Physical Stability

Table 1: Targets of Sustainable tourism Development (UNEP)

According to the targets mentioned above, an effective tourism policy should focus on all the aspects of sustainable development without any tradeoffs between
them. The economic viability should be targeted to bring economic welfare in
the host area, provide more job opportunities on an equal basis, and use of nonrenewable resources with efficiency. In the determination of social targets, essential aspects like preservation of tangible local culture, improvement in the quality
of life of residents, increased local participation in decision making, enhancement
of social equality, and satisfaction of tourists should be given priorities. A sustainable tourism policy cannot be considered valid until the inclusion of environmental conservation targets like protection of natural landscape, biological diversity,
and natural habitats. Hence, a strong, sustainable tourism policy will help not
only the welfare of the destination area in terms of economic prosperity but also
in natural and cultural wellbeing and stability.

SUSTAINABLE TOURISM POLICY OF TURKEY
Turkey’s sustainable development policy is reflected through five-year development plans, while the environment was discussed in a separate section in the
512

Theories and Critics in Economics & Management
Samet Evci, Vikas Arya

third development plan (1973-77). At first, the development policy was formulated with a thought that environmental protection may hinder the development
goal (Just like many developing countries) (Tosun, 2001). The third five-year development plan mentioned that “no international commitment which would prevent Turkey from industrial development would be made”. National Environment
Action Plan was introduced in 1998 to formulate the environmental policy of
the country, which is presented as a sectoral development plan. The 10th Development Plan addresses sustainable development based on a “human-centered development” approach.
The famous tourist destinations in Turkey are mostly located in southwestern
coastal regions that attract almost 80% of total tourist arrivals in the country
(Khan, 2018). Therefore, the main targets of the tourism policy include providing incentives for the development of tourist centers in different regions of the
country alongside implementing sustainable development principles to beach
tourism. However, the rapid growth of small-scale tourist centers located on the
beaches and seaside to accommodate a large number of tourists shows the priority of economic development over environmental protection. According to the
sustainability principles, firm sustainable tourism policy is required to overcome
the tradeoffs between economic, social and environmental sectors of development.
In this perspective, Turkey has formulated “Tourism Strategy of Turkey 2023”
with “Tourism Action Plan 2007-2013” to address the issues related to sustainable tourism development.
The main elements of Turkey’s tourism policy include; increasing the amount of
foreign currency to be obtained from the tourism sector by increasing the number
of tourist arrivals, average expenditure of tourists, and the length of average stay;
determination of the priority regions in tourism and developing the infrastructure; encouraging the investments in accommodation and transportation suitable
for mass tourism; focusing on promotional activities and directing incentive and
credit policy; eliminating harmful effects of tourism and ensuring the protection
of natural values; bringing tourism statistics into a reliable state, and increasing
the quality of products and services. “The Tourism Strategy of Turkey 2023” has
considered and cited the principles of sustainable development for the long term
and stable tourism development in the country. Tourism Action Plan 2007-2013
has also been developed according to the vision of tourism strategy. Under this
action plan, the restoration of historical buildings and the promotion of cultural
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heritage has been done to expand cultural tourism in the country. However, it
has been revealed that actions proposed in the tourism strategy are not fully addressed in the tourism action plan. Therefore, it can be said that though tourism strategy 2023 has taken one step forward in achieving the goal of sustainable
tourism, it still requires proper implementation.

TRENDS OF TOURISM RESEARCH IN TURKEY
Sustainable tourism has become a debatable issue in academic circles with the
popularity of the term started in the 1990s, and since then, many studies have
been done focusing on the application as well as theoretical aspects of the topic.
Besides, many systematic reviews have also been made to analyze the research
trends in the field of sustainable tourism (Weaver & Lawton, 2007; Ruhanen et
al., 2015; Peng, Song, Crouch, & Witt, 2015). These reviews have found a large
number of researches on tourism planning, behavior, and perception of tourists,
theories and methods of tourism evaluation, indicators and measurement of sustainable tourism and development policies. However, a lack of research is found
on economies of sustainable tourism, marketing and promotion, visitor management and climate change in the context of tourism development. There is still a
significant gap in the literature to address many diverse topics related to sustainable tourism research.
The review of the literature on tourism in Turkey has revealed that many areas
of research are still not appropriately addressed. Most of the tourism-related
studies have been focused on the potential assessments, impact assessment, planning and policy implementation, and theory. Moreover, there is a lack of developing methodological approaches to get more significant insights into the various diverse aspects of tourism. Most of the tourism-related studies have only
focused on the economic and social issues of the sector to the host areas. Sustainable tourism evaluation based on the established principles still needs to be
revisited. Besides, some critical areas of research regarding sustainable tourism
development like marketing, visitor management, and climate change are not
adequately addressed. Therefore, there is a strong need for more detailed and
sophisticated research on the issue of sustainable tourism that can help policy
formulation in the future.
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BARRIERS AND CHALLENGES TO SUSTAINABLE TOURISM
DEVELOPMENT IN TURKEY
Tourism is considered as the backbone of the Turkish economy due to its significant contribution in the GDP of the country, employment induction, foreign investment and entrepreneurship development. However, societal and environmental changes are also found inevitable during the growth of tourism in
the country. An unplanned tourism growth may result in many serious outcomes that can harm the physical and social environment for the sake of economic development. Therefore, the idea of sustainable tourism development is
introduced to avoid the negative impact of tourism development by maximizing the socio-economic benefits. However, many sociopolitical, administrative,
structural and institutional policies affect the proper implantation of sustainable
development principles. Besides, political instability, terrorism, and regional disparities can also hinder the management of sustainable tourism in an area. Turkey is also facing many challenges and barriers to making tourism more sustainable, which are briefly described as follows.
Priority to Economic Development;
Tourism is perceived as a national priority for economic development, which is
far more dominating than the preservation of environmental and cultural assets.
Hence, the tradeoffs between primary pillars of sustainable development hinder
sustainable development according to the established principles. The environment has been placed at second priority during development of new tourist destinations without necessary planning.
Inadequate Tourism Approach;
The tourism development approach in Turkey is sectoral based which lacks integration and central administration. Besides, the ad-hoc nature of the tourism
development approach is not fit for a long term and stable development of the
sector. Similarly, a sustainable tourism strategy and tourism action plan also lack
any evaluation and reporting procedure.
Inadequate Administrative Structure;
Local control over tourism-related activities is considered as the primary target of
social and economic sustainability. In the case of Turkey, the central government
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is responsible for driving tourism-related development projects all over the country. Therefore, the interests of residents of the area are ignored during decision
making. Besides, the participation of local communities in the process of decision making and policy formulation is also not adequate.
Social Inequality;
Large enterprises run most of the tourism related businesses, the owners of which
are not residents. Hence, a large part of economic benefits is driven out of the
destination area which is against the principle of social equity necessary to achieve
the target of sustainable development. Moreover, gender-based inequality is also
observed in many tourist destinations with a minimum participation of women
in development activities.
Lack of Visitor Management;
The responsible behavior of tourists is key to the successful implementation of the
notion of sustainable tourism development. Many tourist destinations face severe
environmental problems due to the irresponsible behavior of visitors. The lack of
visitor management plans and implementation has raised issues of environmental degradation, pollution, and loss of aesthetic values. Besides, traffic congestion
has also become a problem in popular tourist destinations in Turkey that hinders
sustainable tourism development.
Political Instability and Terrorism
Turkey has faced waves of terrorist attacks during the last decades that have caused
a negative impact on tourism in the country. The short term and long-term effects of such attacks and seasonality in tourism are also important issues that hinder the continuous supply of economic benefits to the residents of host areas.

CONCLUSION AND RECOMMENDATION
Turkey is one of the important tourist destinations in the world which attracts
many thousands of tourists each year, thus contributing great to the country’s
economy. Sustainable tourism development can allow the country to use its tourism potential stably for a more extended period without significant loss of natural
and cultural resources. Well-Planned tourism development can provide socio-economic benefits to the host communities as well as the preservation of the natural and cultural landscape. The adoption of sustainability principles in tourism
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development is crucial to exploit tourism potential in an area in the long term.
The carrying capacity of a tourist destination is essential to consider while developing the area. If the carrying capacity of an area is exceeded, resultant damages to the natural ecosystem and cultural heritage would be utmost. Therefore,
strong management plan must be developed after conducting research and should
be implemented properly (WTO, 1990:47).
Turkey has adopted the goal of tourism development with priority to economic
development rather than a holistic approach to consider social, economic and environmental aspects. Therefore, many environmental problems associated with
tourism development have emerged in recent years including pollution, environmental degradation and loss of cultural and natural landscapes. The tradeoffs
between pillars sustainable development are continued despite the government’s
efforts to promote the new sustainable approaches. It is challenging for a developing country like Turkey to make practical policies that can eliminate the dominant influence of large entrepreneurship involved in tourism-related businesses
(Tosun, 2001). There is a lack of proper implementation of the innovative development approaches, which serves as a barrier to sustainable tourism development in the country. Resultantly, the maximum social and economic benefits of
tourism cannot be achieved. The mismanagement associated with tourism development is stemmed from inadequate administration, wealth distribution and associated political relations (Tosun and Fyall, 2005). Therefore, the tourism sector requires to be addressed according to the goal of sustainable development and
the government should pay great attention to formulate and rigor the implementation of tourism policies in the country.
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THE MEDIATION ROLE OF
WORK ENGAGEMENT IN THE
EFFECT OF TRANSFORMATIONAL
LEADERSHIP ON JOB
SATISFACTION

Hüseyin ASLAN1
INTRODUCTION
Technological change and development affect the way firms carry on business.
Employees, who have higher level of education, increased awareness, and more
sensitivity to environment today as compared to the past, have also more sensitive perception and attitude towards their jobs and work environment. Employers and organizations increasingly need employees who have high job satisfaction
and organizational commitment, do not exhibit negative behaviors by acting as a
part of their organization and being a team member, and display value-oriented
work and interaction (Şen and Mert, 2019). In this respect, transformational
leadership is needed to ensure employee participation in business processes and
increase job satisfaction. Based on these assessments, the research here aims to
investigate the mediation role of work engagement in the influence of transformational leadership on job satisfaction.

LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT
Transformational leadership refers to a form of relational leadership where followers trust and respect the leader and are driven to go further than what is formally
anticipated in order to reach organizational targets (Bass, 1985). It is also a style
of leadership that enables employees to gain vision and convinces them that they
can do more than they do or potentially think they can by creating changes in
organizational culture (Avcı and Turunç, 2012).
1
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Transformational leadership behavior is associated with work engagement and job
satisfaction (Boamah et al., 2018). Leaders who use a transformational leadership
style take into consideration employee needs and exhibit behaviors designed to
intellectually encourage employees (Kammerhoff et al., 2019). Transformational
leaders are effective in gaining employees’ trust and providing them with necessary information, support and resources to help them do their jobs successfully
(Boamah et al., 2018). Jena et al. (2018) suggests that both appreciation of employees by the leader for their psychological well-being in a participatory work
environment and employees’ confidence in the leader strengthen the relationship
of employees with the leader, positively affecting employee attitudes towards the
work. According to Balwant (2019), this is because transformational leaders often express positive feelings towards employees. Transformational leaders make
the work more interesting and support employees in business processes, increasing their motivation (Yiv et al., 2019). In addition, the contribution of transformational leaders on employees’ works increases employee vision on corporate values and behaviors; and thus transformational leaders may act in the form of role
models in the eyes of employees (McCallaghan et al., 2019). In general, employees positively perceive that transformational leaders provide them with necessary
resources (Lee et al., 2019; Chua and Ayoko, 2019), which increases work engagement and job satisfaction in employees. Studies report that transformational
leadership affects work engagement in a positive way (Zhu et al., 2009; Milhem
et al., 2019; Buil et al., 2019; Chua and Ayoko, 2019) and job satisfaction (Kammerhoff et al., 2019; Salau et al., 2018; Braun et al. , 2013). The following hypotheses were established in the light of literature review on the association of
transformational leadership, work engagement and job satisfaction;
H1. Transformational leadership positively and significantly affects job satisfaction.
H2. Transformational leadership positively and significantly affects work engagement.
Work engagement, which is explained by Kahn (1990) to be the physical, cognitive and emotional engagement of an organization’s members in performing
their work roles, is also defined as attributing value to the work, being proud of
the work and engaging in the work (Schaufeli et al., 2002; Schaufeli and Bakker,
2004). Employees with high work engagement, which is associated with business
living spaces such as workload, supervision, communication, social support and
justice, have a higher tendency to have increased degrees of job satisfaction and
organizational commitment, and they have a lower tendency of quitting (Meng
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and Berger, 2019). Yeh (2013) suggests that employees experience positive feelings in the workplace. Therefore, employees’ positive feelings towards the work
and workplace will result in positive business outputs. Studies also report that
work engagement affects job satisfaction positively (Yeh, 2013; Orgambídez-Ramos and de Almeida, 2017; De Simone et al., 2018).
The following hypotheses were established based on a survey of the literature regarding the relationship between work engagement and job satisfaction;
H3: Work engagement positively and significantly affects job satisfaction.
H4: Work engagement has a mediating role in the influence of transformational
leadership on job satisfaction.

METHOD
In the paper here study, which aims to establish the mediating function of work
engagement in the impact of transformational leadership for job satisfaction,
firstly, information about samples and scales is given. Then, the model was analyzed based on the data acquired from the sample. In this context, factor analysis was carried out, then correlations between variables were determined, and the
structural equation model related to the current model and the goodness of fit of
the model were tested. While the goodness of fit tests were conducted, regression
analysis results and hypothesis test results were also presented.
Within the context of the study, the model depicted in Figure 1 was created in
order to reveal the relationships between variables.

Figure 1. Research Model
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Universe and Sample
The universe of this study includes manufacturing firms. The sample consists
of carpet companies in Adana province which are selected via convenience sampling. Because of limitations in time and costs, a survey was planned for 400
people working in the production department in 8 randomly selected carpet factories. 21 questionnaires were not answered and 12 questionnaires were incomplete. Therefore, the sample of the study was determined as 367. Of the participants, 96 were female and 271 were male. 113 of the participants were between
18-25 y/o, 180 were between 26-40 y/o, and 70 were 41 and over. 96 of the participants have 1-5 years’ experience, 183 have 6-10 years’ experience and 88 have
11 years and more experience working in the company.

Scales of Research
Transformational Leadership Scale: The short form of the instrument created
by Carless et al. (2000) was utilized in the study. The Turkish validity of the scale
was conducted by qualified researchers in the field of English-Turkish and Turkish-English translations in accordance with validation procedures, and exploratory
factor analysis (with SPSS) and confirmatory factor analysis (using AMOS) were
performed by applying the scale on the pilot and original sample. Based on the
exploratory factor analysis, it was seen the scale consisted of one dimension and
the factor loadings of the seven-item scale were found to be between 0.87 and
0.90. KMO analysis of the scale was determined as 0.948 and Bartlett’s test were
found to be significant (p=.000). According to the test of reliability, the Cronbach’s alpha value of the scale was determined as 0.95. The goodness of fit coefficients of the scale are given in Table 1 alongside the other scales.
Work Engagement Scale: This measurement instrument, which was created by
Schaufeli and Bakker (2003) and validated by Özkalp and Meydan (2015) for
Turkish version was used. Based on the test for reliability, the Cronbach’s alpha
value of the scale was determined as 0.95. The goodness of fit coefficients of the
scale are shown in Table 1 alongside the other scales.
Job Satisfaction Scale: This measurement instrument, which was developed by
Chen et al. (2009) validated by Turunç and Çelik (2012) for Turkish version was
used. Based on testing the reliability of the scale, the Cronbach’s alpha value of
the measurement instrument turned out as 0.94. The goodness of fit coefficients
of the scale are given in Table 1 together with the other scales.
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FINDINGS
According to the goodness of fit values obtained and presented in Table 1, the
scales and the research model were found to be good fit with the data (Meydan
& Şeşen, 2015; Gürbüz & Şahin, 2016). SPSS 21 and Amos program were used
for analysis. Confirmatory factor analysis was carried out to examine the scales
and the construct validity of the measurement model.
Table 1. Goodness of Fit Statistics of Scales and Research Model
Goodness of Fit
Values

χ2

Transformational
Leadership

29,61

14

Work Engagement

47.84

Job Satisfaction

12.74

Scaling Model

256.17

df CMIN/
DF ≤5

GFI
CFI
≥0,85 ≥0,90

NFI
≥0,90

TLI
≥0,90

RMSEA
≤0,08

2.11

.977

.994

.989

.991

.055

24

1.994

.969

.993

.985

.993

.052

5

2.549

.986

.996

.993

.991

.065

183 1.400

.937

.991

.969

.989

.033

As a result of the CFA, it is seen that the scales provide good fit values and show
good fit.
The means, standard deviations and correlation values that were calculated as a
result of the analysis are presented in Table 2. As kurtosis and skewness values
were found in the range of -2 to +2, data distribution was accepted as normal.
Furthermore, significant relations were found between all dependent and independent variables in the study. Therefore, it is possible to predict important interactions between variables.
Table 2. Descriptive Statistics and Correlation Coefficients of Variables
Mean SD

Skewness Kurtosis Transformational
Leadership

Work
Job
Engagement Satisfaction

Transformational 3.41
Leadership

1.05

-.42

-1.14

(.95)

Work
Engagement

3.45

1.18

-.76

-.95

.383**

(.95)

Job Satisfaction

3.85

1.06

1.00

-.19

.495**

.650**

(.94)

**p<.001, n= 367, parentheses show the Cronbach Alpha reliability values.
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In order to investigate the causal relationships and mediating effect in relation to
the hypotheses, the causal structural equation model that is displayed in Figure
2 was analyzed. For testing the mediating role, the significance of indirect effects
was examined using the bootstrap method. The greatest likelihood method was
used in the 95% confidence interval of 5000 units and the Monte Carlo parametric bootstrap option was chosen. Bootstrap standardized effects indirect effects data are shown in Table 3.

Figure 2. Structural Equation Modelling

Based on the analysis, transformational leadership has totally (β = .508, p <.001,
95% CI [.41, .60]) and directly (β = .270, p <.001, 95% CI [.17, .37]) positive
and significant impact on job satisfaction. In this case, H1 is supported. Besides,
transformational leadership has a positive and significant effect on work engagement (β = .406, p <.001 CI [.29, .50]). So, H2 is also supported. Work engagement as a mediator variable, has a positive and significant impact on job satisfaction (β = .585, p <.001 CI [.49, .67]). In this case, H3 is supported. It was also
found that transformational leadership has an indirect (β = .238, p <.001 CI [.16,
.32]) and significant influence on job satisfaction. So, H4 is backed. According
to the findings, work engagement partly mediated the effects of transformational
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leadership on job satisfaction. Because bootstrap confidence interval values do
not include 0 (zero) value.
Table 3. Mediating Analysis
Tests Method

β

SE

BC 95% CI
LB

UB

Work
Engagement

<---

Transformational
leadership

0,406***

0,54

.29

.50

Job Satisfaction

<---

Work Engagement

0,585***

0,52

.49

.67

Job Satisfaction

<---

Transformational
leadership

Total Effect (c)

0,508

0,49

.41

.60

Direct Effect (c’)

0,270

-

.17

.37

Indirect Effect
(axb)

0,238

-

.16

.32

***
***

Not: n= 367 (5.000 Bootstrap sample), YD %95 BC = Bias corrected %95
Confidence interval, X= Transformational leadership, Y= Job Satisfaction, M=
Work Engagement, a= the effect of X on M, b= the effect of M on Y, c= the total
effect of X on Y, c’= the effect of X on Y. ***p<.001

CONCLUSION
The aim of this paper was to investigate whether work engagement has a mediating role regarding the effects of transformational leadership on job satisfaction.
In line with this aim, the data obtained from 367 people were analyzed.
According to the analysis results, transformational leadership was positively effective on job satisfaction and work engagement. The findings were in agreement
with the results of the study examining the relationship of transformational leadership and job satisfaction (Kammerhoff et al., 2019; Salau et al., 2018; Braun
et al., 2013) and transformational leadership and work engagement (Zhu et al.,
2009; Milhem et al., 2019; Buil et al., 2019; Chua and Ayoko, 2019). These
findings show that transformational leadership increases the job satisfaction and
work engagement. Based on analysis that was conducted to determine the association of work engagement and job satisfaction, it was seen that work engagement
527

THE MEDIATION ROLE OF WORK ENGAGEMENT IN THE EFFECT OF
TRANSFORMATIONAL LEADERSHIP ON JOB SATISFACTION
Hüseyin ASLAN

positively affected job satisfaction. The finding was in consistence with the results of the study examining the relationship of work engagement and job satisfaction (Yeh, 2013; Orgambídez-Ramos and de Almeida, 2017; De Simone vd.,
2018). These finding show that work engagement increases the job satisfaction.
In the mediating analysis conducted to determine the mediation function of work
engagement in the influence of transformational leadership on job satisfaction,
work engagement was determined to play a partial mediation role in the effect
of transformational leadership on job satisfaction. Accordingly, work engagement
had both a direct and an indirect effect on the influence of transformational leadership on job satisfaction. In this respect, in order to increase the job satisfaction
of the employees, it is necessary to create the resources needed by the transformational leaders about the business processes of the employees and to have positive emotions for the employees to be committed to the work. However, all findings should be evaluated within the framework of the selected sample, preferred
questionnaire method, and cross-sectional research limitations.
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PRESENTEEISM ON THE DESK:
THE ROLE OF WORK LIFE
BALANCE AND PERCEIVED
SUPERVISOR SUPPORT
Meryem Derya YEŞİLTAŞ1
INTRODUCTION
Nowadays, employees are working longer or spend more time at work because
of several pressure reasons such as work overload, rivalry in organization or fear
of losing their jobs. In addition to this pressure, employees prefer to go to work
even if they do not feel well physically or mentally due to the management’s attitude towards absenteeism and the attitudes they may encounter when they return to work. This situation leads to a decrease in efficiency and productivity in
the workplace. This is called presenteeism, and it is a new research topic within
the scope of the productivity of organizations. As it is difficult to analyze and determine, it did not arouse interest like other similar concepts, and organizations
did not take this concept into consideration (Bierla, 2013, p.1536). However, the
cost of presenteeism for the organizations is quite high. Therefore, it is one of the
main problems not only of employees but also of the organizations. Presenteeism
is often reported to cause low productivity and production-related costs, business
errors, failure to meet production standards of organizations (Schultz et al., 2009,
p. 367) as well as severe mental and physical health problems in the long term
(Burton Chen, Conti, Schultz, & Edington, 2006; Hemp, 2004). In this context,
Baker-McClean, Greasley, Dale & Griffith (2010) concluded that presenteeism
poses a threat to employee productivity and workplace safety.
Failure to achieve work-life balance is seen as one of the critical factors triggering presenteeism. It is known that the demands of business life and responsibilities in family life affect the health and happiness of many employees negatively
1
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all over the world (Jang et al., 2011, p. 137). The deterioration of work-life balance may cause unwillingness to work, stress, low organizational commitment,
high absenteeism, inability to make healthy decisions, an increase in work accidents and poor performance. Accordingly, the environment of the employee, his
/ her relationships with own family and friends are negatively affected. So, the
physical and psychological health of the individual may be impaired (Kuzulu et
al., 2013, p. 96; Aslan & Mert, 2019).
If employees can not achieve work-life balance, they may experience psychological
disturbances. If this process proceeds, it may cause more serious discomfort. The
possibility of presenteeism may increase due to the mental illnesses that employees may encounter (Koçoğlu, 2007, p. 26). If the work-life balance is achieved,
the sustainability of the organizations can be supported and contributes to the
decrease in employee turnover rate and burnout rate (Karthik, 2013, p. 26). An
environment in which work-life balance is achieved will support the sustainability of organizations and contribute to a decrease in employee turnover rate and
burnout rate (Karthik, 2013, p. 26).
Presenteeism is associated with the following concepts in the literature: Emotional commitment (Erbaş, 2017), leadership behaviors (Bölür, 2018), organizational commitment (Özmen, 2011; Kaygın, Kerse, & Yılmaz, 2017), organizational cynicism (Balcı, 2016), organizational silence (Oruç, 2015), psychological
contract (Bal, 2014), stress (Gilbreath & Karimi, 2012), performance (Burton et
al., 2006), work-life balance (Ertürk, Erdirençelebi & Gökce, 2017), role ambiguity (Yeşiltaş & Ayaz, 2019).
Managers have crucial role in organization by reason of the fact that employees
perceive the managers as representatives of the organization due to the powers
and responsibilities the organization gives them. The manager is the personalized
extension of the organization in the eyes of the employee (Dawley, Andrews, &
Bucklew, 2008, p. 235). Managers transduction the information and regulations
to employees in organizations. So, employees perceive the organization through
managers attitude. On the other hand, the relations between supervisor support
and presenteeism has not been carefully examined previously. Limited number
of researches was found which examined the relationship between perceived supervisor support and presenteeism along with other variables (Yang, Shen, Zhu,
Liu, Deng, Chen & See, 2016; Zhou, Martinez, Ferreira, & Rodrigues, 2016 ).
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It is expected that revealing the effect of supervisor support on presenteeism will
contribute to litetature in order to clarify dynamics of presenteeism. From this
point of view, the aim of the research is uncovering the effect of PSS on presenteeism and determining the role of WLB between PSS and presenteeism. Studies in the literature have found that presenteeism is seen at a higher rate in nurses
and teachers than other occupational groups (Schultz et al., 2009, p. 366). For
this reason, teachers were selected to examine the relations between presenteeism,
perceived supervisor support and work life balance.
The scope of the study is organized as follows. Section II provides brief information about the related literature. While section III defines the methodology, section IV presents the empirical results of the study and the final chapter purveys
concluding comments.

LITERATURE
Presenteeism
Employees who are experiencing physical or mental sickness and, therefore, should
not go to work, go to work because they are afraid of losing their jobs or not achieving their career goals. This situation is called presenteeism (Bierla et al., 2013).
The term presenteeism, which was first used by Mark Twain in his book “The
American Claimant”, began to appear in business periodicals (Johns, 2010, p.
521). Although presenteeism was used in the same sense as absenteeism early on,
different definitions emerged afterward. In the 1970s, the concept of presenteeism
was used both as the opposite of absenteeism and as an expression of a high level
of commitment. It was evaluated in this way until more contemporary definitions emerged in the 1980s (Johns, 2010). It has become a current issue with the
change in working life in the 1990s, and it has been frequently studied, especially
after 2004 (Çoban & Harman, 2012). Although there are different definitions of
presenteeism in the literature, it is seen that the main focus is on the employee
coming to work despite not feeling well (Ferreira & Martinez, 2012, p. 4380).
Although the studies have reached different conclusions about the causes of presenteeism, these reasons can be divided into two groups: personal motivation and
work pressure (Baker-McClean et al., 2010, p.311-328). The employee’s motivations can be listed as follows: The employee (1) may think that no one else can
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do the job;(2) may want to protect own professional image, (3) may have responsibility or loyalty towards colleagues, customers, and organization, (4) may feel
inadequacy in fulfilling the job requirements, (5) may be afraid of transmitting
his/her disease to colleagues or customers or may be worried about his/her illness and employees’ low commitment to the organization. The pressures in the
workplace include the following: Management style and management of absenteeism (eg behavior of managers when employees are sick), attitudes that may be
encountered when the employee returns to work, pressure of the rules of absenteeism (fear of negative consequences), failure to benefit from incentives based
on performance, workplace culture (that presenteeism is seen as good behavior
and that it provides strong social relationships in the workplace). All in all, employees go to work even though they are very sick, sometimes for personal reasons and sometimes for fear of losing their jobs.

Work-Life Balance (WLB)
There are many definitions of WLB. WLB is a concept that includes flexibility, sociality, and individuality over work and non-work activities (Barnett, 1999, p.562).
Marks & MacDermid (1996, p. 421) called WLB as role balance and defined the
concept as the tendency to engage with each role of the individual in the whole
role system. Greenhaus et al. (2003) stated that the employee should be able to
devote equal time to work and family life roles and be satisfied with these roles
optimally. The employee takes on multiple roles simultaneously. If the requirements of these roles conflict with each other, a role conflict arises (Trayambak
et al., 2012). Role conflict is a state of strain that arises when an employee has
to decide on preference between the conflicting demands and requests. The employee has to decide which of them should be done or be given priority. In other
words, WLB is to be active and satisfied both at work and home with minimum
role conflict (Clark, 2001, p. 360). Work, family, and employees constitute three
dimensions of WLB. A balance is achieved if the aims and demands on one of
these three dimensions should not require a reduction in the time allocated to
other areas (Aycan, Eskin, & Yavuz, 2007, p. 34). Employees who spend most of
their time in the workplace do not have enough time for family members and at
some point have difficulty in fulfilling their responsibilities at home. It becomes
even more difficult for employees to establish a work-family balance due to the
excessive workload and irregular working hours. The same situation occurs when
individuals spend more time and energy for their non-business activities. Similar
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problems may also arise if employee can not fulfill responsibilities related to the
job. Consequently, conflicts occur from family to work and from work to family. Employees who find it challenging to balance between work and family are
forced to work with these difficulties and suffer from stress and illness.
Research show that WLB increases employees’ welfare and happiness (Greenhaus
et al., 2003, p. 170; Morrow, 2011, p. 810). Employees whose work and lifes are
in balance are more satisfied with their work. These individuals are exposed to
less workload and depression and perform their roles more easily (Marks & Macdermid, 1996, p. 421). Moreover, WLB reduces the work-life conflict and increases the quality of life of employees (Greenhaus et al., 2003, p. 173). In short,
an employee’s WLB depends on the workplace, family, friends, and self-control
(Karthik, 2013, p. 26).

Perceived Supervisor Support (PSS)
Organizations must consider the physiological conditions of their employees
to achieve the desired efficiency. Employees’ psychological states are affected by
their perceptions. The concept of supervisor support, which is one of the essential perceptions affecting employee attitudes, has been discussed in different ways
by the researchers.
According to Guchait et al. (2014), PSS includes coaching, guiding each member with individual attention, helping subordinates to fulfill their job responsibilities, and evaluating performance. PSS is the perception of employees about
the values that their closest managers add to the organization and the degree of
their interest in their welfare (Buch et al., 2013).
In general, the concept of supervisor support means that managers have the opinion that human resources are the most valuable asset of the organization. Managers make activities that will make employees feel valued and support. Managers direct them in every sense in order to improve the quality of working life.
The managers have a significant influence on the employees’ perceptions and attitudes towards the organization. The mission of the managers consists of observing, providing feedback, evaluating performance, and guiding the employees’ work behaviors. Therefore, the behaviors exhibited by the manager have an
enormous impact on employee behaviors (Griffin, Patterson & West, 2001, p.
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537). Employees perceive the managers as representatives of the organization due
to the powers and responsibilities the organization gives them. That’s whay, the
manager is the personalized extension of the organization in the eyes of the employee (Dawley, Andrews, & Bucklew, 2008, p. 235). Employees develop their
perceptions and thoughts about the organization and the manager by evaluating
the level of importance given by managers to their subordinates’ well-being, the
help and emotional support that they provide (Kossek, Pichler, Bodner & Hammer, 2011, p. 289). The support provided by the manager, who is the representative of the organization, is perceived more clearly by the employee.
Studies have also concluded that managers are an essential determinant in balancing the work and life roles of employees (Allen, 2001, p. 420). Achieving a
WLB is influenced by the level of support provided by managers and their sensitivity to their employees’ private life responsibilities. Managers ‘and employers’
perspectives are essential to balance work and life. This is because they have initiatives such as setting flexible working hours, giving employees the freedom to
plan their own programs, enabling them to work from home, and opening kindergartens in the workplace in order to balance their work and life responsibilities.

METHODOLOGY
Research Model and Hypotheses
Based on information above the research model was determined as Figure 1.Three
hypotheses has been developed in the study and has been explained as follow.

Figure 1. Research Model

The WLB of the employee depends on the workplace, family, friends, and self-control. With a successful WLB, it is possible for employees to control their lifes, reduce work stress and increase job satisfaction (Karthik, 2013, p. 26). Time pressure
538

Theories and Critics in Economics & Management
Samet Evci, Vikas Arya

on the job and the difficulty of replacing an employee increases the possibility of
role conflict in organizations. This role conflict is seen among the causes of presenteeism (Biron et al., 2006). Individuals who experience a role conflict can not
balance their private and business lifes, and this causes intense stress. This prevents individuals from being happy both in business and private lifes and causes
presenteeism. An employee who is subject to time pressure in the workplace has
to devote more time to the job and has to sacrifice the time (s)he would give to
family. The struggle of the employee not to neglect the family members on the
one hand and the effort to improve his / her work, on the other hand, makes it
difficult to establish the balance between work and family and may cause stress.
That’s why, it is thought that WLB may influence presenteeism.
H1: Work life balance has a significantly negative effect on presenteeism.
In 2007, Caverley et al. associated the increase in presenteeism with overtime
work, reduced job security and career opportunities, low perceived colleague support, low perceived executive support, and job satisfaction (Caverley et al., 2007,
p.318). Low PSS will make the employee feel insecure, afraid to lose his/her job
and feel stressful and under pressure. In this case, the employee will experience
long-term stress and fear of job loss and will work even though (s)he is too sick
to go to work. This will inevitably result in inability to work and inefficiency.
Therefore, it is thought that PSS may influence presenteeism
H2: Perceived supervisor support has a significantly negative effect on presenteeism.
Supervisor support is one of the essential elements of organizational support (Aycan,
Eskin, & Yavuz, 2007). It plays a vital role in balancing the responsibilities of the
employee to work and family, preventing possible conflicts and thus reducing the
stress level (Foley et al., 2005). In consequence, it is thought that WLB may has
mediating role in relation between PSS and presenteeism.
H3: Work life balance plays a mediating role in the relation between perceived supervisor support and presenteeism.

Population and Sample
Teachers tend to work even when they are sick. Since, they feel they can not delegate their duties and are afraid to neglect social expectations (i.e. from students,
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colleagues, and school principals). However, a teacher who goes to school even
though (s)he is ill can affect other employees and students with whom (s)he interacts. On the other hand, the illness that the teacher is going through can also
affect his / her psychological state, which can be reflected in the relationships
with the students and cause negative situations. Stressful working environment
and long working hours due to the intensity of human relations in the school environment are thought to be factors that increase presenteeism.
The population of the research was consisted of teachers who work in public
schools in Osmaniye, Turkey. The convenience sampling method was used as data
collection method. Total of 675 questionnaires were distributed and 652 questionnaires were returned. 16 of questionnaires were excluded from the analysis as
they were not properly filled. As a result, a total of 636 questionnaires were evaluated and return rate was 94.22%.

Data Collection Tools
Work-Life Balance (WLB): The scale was developed by Fisher-McAuley, et al.
(2003) used in the first section and adapted to Turkish by Küçükusta (2007). The
scale is analyzed with 13 questions in three dimensions: “The Impact of Work
on Personal Life” (IWPL), “The Impact of Personal Life on Work” (IPLW) and
“The Work-Life Development” (WLD).
Presenteeism (PRE): The Stanford Presenteeism Scale developed by Koopman
et al. (2002) was used in the second section to measure presenteeism. The scale
consists of two dimension (work focus presenteeism and psychological focus presenteeism) and six questions. Its Turkish version was obtained from the study of
Oruç (2015).
Perceived Supervisor Support (PSS): The scale developed by Eisenberger (2002)
was used in the third section to measure PSS. Supervisor support was measured
in two sub-dimensions in the scale consisted of 13 expressions, 8 of which were
cognitive, and 5 of which were emotional. The Turkish version of the scale was
taken from the Master Thesis of Garip (2013). All scales’ answers were rated on
a 5-point Likert Scale.
Demographic questions were given in the last section such as; gender, age, tenure.
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EMPIRICAL RESULTS
Demographic Profiles
The total of 675 teachers were included in primary (218), secondary (210) and
high school (118). 49.4% of the participants were female and 50.6% were male.
532 (88.36%) of the participants were married and 74 (11.64%) were single. 31
(4.9%) of the participants were between the ages of 20-25, 82 (13.7%) were between the ages of 26-30, 106 (16.7%) were between the ages of 31-35, 132 (
20.8%) were in the 36-40 age range, 278 (43.7%) were individuals aged 41 and
over. 52 of the participant teachers have administrative duties.

Measurement of The Scales
In order to test the validity of the scales, a second level confirmatory factor analysis was performed for presenteeism, WLB and PSS variables. The information
about each scale’s measurements of model fit were given in the Table 1. The results showed that each construct of the scales were approved as compatible and
acceptable (Meydan & Şeşen, 2015).
Cronbach alpha coefficients were calculated to determine the reliability of the
scales. Coefficients were as follows; presenteeism scale 0.754; WLB scale 0.849
and PSS 0.959. These results show that the scales are reliable.
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FINDINGS
In the study, structural equation model was used to test the hypotheses. The structural equation model is presented in Figure 2. The structural equation model of
the research meets acceptable of fit values (x2: 1039,339; df: 452; x2/df: 2,299;
GFI: 0,903; AGFI:0,887; CFI: 0,953; NFI:0,920; TLI:0,949; RMSEA: 0,045).
Table 2 shows the “Structural Model Regression Weights” of the research model.
According to the table, WLB had a significantly negative direct effect on presenteeism (β=-0,599; p<0,05).

Figure 2. The Structural Equation Model of The Research

PSS had a positive direct impact on WLB (β=0,442; p<0,05) but had no direct
effect on presenteeism (β=0,027; p>0,05). So, hypothese H1 “H1: Work life balance has a significantly negative effect on presenteeism.” was supported. On the other
hand, hypothese H2 “H2: Perceived supervisor support has a significantly negative effect on presenteeism.” was not supported (Table 2).
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Table2: Structural Model Regression Weights
Tested Path

Estimate

Standard Error Critical Ratio

p

W_L_B

<---

P_S_S

0,260

0,036

7,209

***

PRE

<---

P_S_S

0,011

0,028

0,383

0,702

PRE

<---

W_L_B

-0,413

0,108

-3,827

***

In the structural equation model, it is possible to reveal the indirect effects as
well as the direct effects mentioned above. The indirect effect of one variable
on the other variable is determined by a mediating variable. in this way, resulting in more realistic information about how the dependent variable is estimated
by the independent variable (Meydan, Basım & Çetin, 2011, p. 188). The direct, indirect and total effects of PSS and WLB variables on presenteeism variable are given in Table 3.
Table 3: The Total, Direct and Indirect Effects on Presenteeism
Standardized
Total Effect

Standardized
Direct Effect

Standardized
Indirect Effect

Effects on job Presenteeism
WLB

-0,599*

-0,599*

0,000

PSS

-0,238*

0,027

-0,265*

Although no direct effect of PSS on presenteeism was detected, the mediating effect of WLB on PSS was confirmed (β=-0,265; p<0,05). If independent variable
effects dependent variable through mediator variable, it is called fully mediated
(Little et al., 2007, p.209-210; Gunzler, Chen, Wu & Zhang, 2013, p.392). The
results shows that WLB was a dominant mediator in the research model (Baron
& Kenny, 1986, p.1176). It means, WLB fully explained the relationship between
PSS and Presenteeism in the model. As a result, hypothese H3 “H3: Work life balance plays a mediating role in the relation between perceived supervisor support and
presenteeism.” was supported. The output of squared multiple correlations (R2)
shows that 19,6% of the change in WLB is explained by PSS and 34.5% of the
total change in presenteeism is explained by PSS and WLB.

CONCLUSION AND DISCUSSION
The aim of the research is revealing the effect of PSS on presenteeism and determining the role of WLB between PSS and presenteeism. For this purpose, the
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data were collected from 636 teachers working in Osmaniye, Turkey by questionnaire and then analized.When the findings were examined; it was observed
that the fit values of the proposed model were acceptable and WLB had negative direct effect on presenteeism. However, PSS did not affect presenteeism
directly. Hence, hypothese H1 were accepted but hypothese H2 were declined.
Another result obtained the study, PSS had indirect negative effect on presenteeism through WLB mediation but not direct. In research model, WLB was
dominant mediater and fully explained the effect of PSS on presenteeism. So,
hypothese H3 were accepted.
The findings partly support the previous researches. Cullen & McLaughlin (2004),
concluded that the imbalance in work and family life triggered presenteeism in
their study of hotel managers in Ireland. Yıldırım et al. (2013) educed that there
was no significant relationship between presenteeism and WLB in their research
on bank employees in Aksaray. Yang et al. (2016), found that PSS had an insignificant effect on presenteeism. In this respect, the resaults are compatible with
Yang et al. (2016)’ research. Likewise, the recent findings indicate that PSS has
indirect effect on presenteeism. WBL had mediater role in the relation between
PSS and presenteeism.
In particular, managers should be informed about the results of presenteeism, and
the factors affecting this notion and preventive measures should be taken accordingly. It should be borne in mind that happy workers also mean efficient workers. Therefore family-friendly policies should be developed. Besides, it should be
ensured that employees perceive the support of managers and organizations that
harmonize supporting rules and regulations with their roles in work and family.
In order to increase perceived support, managers and employers should balance
work and life dimensions and develop various programs and strategies to eliminate the stress and conflicts experienced by employees. The most prominent of
these programs are work arrangements such as flexible working hours, work sharing, working at home, reduced working hours and practices such as kindergartens
at work, or care of sick or elderly family members at work (Bond et al., 2008, p.
650). It is possible for managers to provide the flexibility that employees need,
with the practices such as coming late to work, leaving work early, or longer lunch
hours (Bond et al., 2008, p. 650). Thus, managers will support their employees
in balancing their work and life responsibilities. Other ways to deal with presenteeism include: reconstructing organizational culture, redesigning jobs, focusing
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on organizational health, applying individual and organizational stress-coping
methods (Çiftçi, 2010, p. 171), and in particular making managers aware of this
issue so that they do not lose expert employees.
The collection of data from a single sample and restricted number of related variables which were used and being cross-sectional study are the limitations of the
research. Despite the limitations of the research, it is expected to contribute to
the literature by presenting the factors affecting presenteeism, revealing the effects
of WLB, and PSS on presenteeism, evaluating these effects in the work-life, and
defining possible measures. It is expected that increasing the number of samples
and testing variables in different sectors and longitudinal researches will contribute both to the reliability and validity of the scale and the evaluation of other
concepts related to presenteeism in future researches.
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