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ABSTRACT

The foundations of economic and financial crises are conventionally attributed to the tech-
nicalities of macroeconomic fragilities. Yet political instability (caused by the deficiency of
democracy and/or unfunctional political institutions) can also be considered as a major de-
terminant of economic instability by deteriorating the debt dynamics through depreciation
of the national currency or the ascent of interest rates. Analogously, political instability, for
instance, disruption of cabinet durability, to a large extent depends on the economic perfor-
mance of governments. Hence, though most economists conceive macroeconomic fragilities
as the mother of all crises, the issue is rather complex and there is an intermingled relationship
between political and economic crises.

Besides, as macroeconomic fragilities or structural imbalances are results of inappropriate pol-
icies, the political rationale and the social motives behind such misleading policies should also
be well comprehended. For that purpose, a comprehensive elaboration will enable the nega-
tion of the prevalent argument that it is only economic factors that instigate crises.

This study investigates the political background of eight economic crises in Turkey, since 1946.
In all of them, significant levels of devaluation and retraction of growth are observed. All of the
devaluations were indispensable, except the first one in 1946 which was discretionary and pre-
cautionary. The crises of 1978/9, 1994 and 2001 ended with drastic austerity programmes, albeit
the others, where governments eschewed them by macroeconomic adjustment through fiscal
and monetary measures. The 2001 twin-crises was so peculiar, as it was to a large extent caused
by the design-defection of the programme recommended by the IME Yet, since the attempt of
financial liberalization, all of the other economic crises were prompted by capital flights. The
2008/9 crisis was due to global contagion and the 2018 crisis was caused by the tensions in the
bilateral relations with the US, amid high private sector foreign debt. In all economic crises, the
profligate fiscal stance of governments has played a prominent role, as well as the continuation of
appreciated exchange rates, but such choices had a political rationale. Finally, in the background
of all the economic crises in Turkey, we observe stern political instability.

Political instability not only restricts the rational decision-making capacity of the policy-maker,
particularly if it converges into a political crisis, but also exacerbates economic sentiment, either
by consumer confidence or by investor appetite, which subsequently results in economic decline.
It also intensifies risks and causes exchange rate depreciation as well as interest rate hikes, both
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of which degenerates debt dynamics. Since the financial liberalization attempt in Turkey, as port-
folio investments have boosted, political stability has become imperative to sustain the stability
of risk-sensitive financial markets. Both the experience of the 2008/9 and especially the 2018
financial crisis, have verified the importance of political instability as a determinant of economic
crises. In short, economic crises cannot be analysed disregarding their political anatomy.

Cite this article as: Giines, H. (2021). The Political Anatomy of Economic Crises — The Case
of Turkey: 1945-2018. Yildiz Social Science Review, 7(2), 91-109.
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Genellikle ekonomik ve finansal krizlerin temelleri makroekonomik kirilganliklara atfedilir. Oysa
demokrasi noksanlig1 ve/veya siyasal kurumlarin iglevselliklerini yitirmesi de siyasal istikrarsiz-
liga yol acarak, ulusal paranin degerini yitirmesine veya faizlerin yiikselmesine neden olabilir ve
bu durum borg dinamiklerinin bozulmasi yoluyla ekonomik istikrarsizligin temelini olusturabilir.
Tabii benzer bi¢imde, siyasal istikrarsizlik, 6rnegin hitkiimetin devamlilig1 da iktidarlarin ekono-
mik performansina baglidir. Bu nedenle, bir¢ok iktisat¢1 makroekonomik kirilganliklarin biitiin
krizlerin anas1 olarak gormesine ragmen, konu olduk¢a karmasgiktir, yani siyasal ve ekonomik
krizler i¢ ice girmislerdir.

Kald1 ki, makroekonomik kirilganliklar veya yapisal dengesizlikler de hatali politikalarin sonucu
olduguna gore, bu politikalarin ardindaki siyasal rasyoneli ve toplumsal giidiileri anlama dogrul-
tusundaki ayrintili bir inceleme, ayni zamanda krizlerin sadece ekonomik faktorlerden kaynak-
lanmadigini da gosterecektir.

Bu ¢aligma 1946dan bu yana sekiz ekonomik krizi ele almaktadir. Krizlerin hepsinde ciddi 6l-
clide devaliiasyon ve bitylime daralmasi gozlenmektedir. Iradi bir tedbir olarak ele alinan 1946
devaliiasyonu harig, bu olgu hepsinde kaginilmaz olarak gelismistir. Tktidarlar genellikle para ve
maliye politikalariyla makroekonomik uyumdan kaginsalar da, 1978/1979, 1994 ve 2001 krizleri
sert kemer stkma politikalariyla sonuglanmustir. 2001 krizi ise bunlarin i¢inde en 6zgiin olanidir,
¢iinki biyiik 6I¢tide IMFnin tasarim kusurlu istikrar programindan kaynaklanmugtir. Bununla
beraber, mali serbestlesme sonrasi biitiin ekonomik krizlerde kisa vadeli sermaye kagis1 gozlenmis
ve etkili olmugtur. 2008/2009 krizi de bir anlamda farklidir, ¢iinkii kiiresel bulagsma ile olugmustur.
2018 krizi ise, 6zel kesimin ¢ok yiiksek dis borglar1 oldugu bir ortamda, ABD ile ikili iligkilerin
gerginlesmesinden kaynaklanmistir. Biitiin ekonomik krizlerin dncesinde, déviz kurundaki agir1
degerlilik ile maliye politikasindaki gevsekligin 6nemli bir rolii oldugu gozlenmektedir. Kuskusuz
her iki olgunun da siyasal rasyoneli vardir. Ancak hepsinden 6te, biitiin bu ekonomik krizlerin
oncesinde bityiik capl siyasal istikrarsizlik gozlenmektedir.

Siyasal istikrarsizhk yalmzca politikacilarin rasyonel karar verme kapasitesini sinirlamakla kal-
maz, ozellikle siyasal krize doniismesi halinde, tiiketici giiveni ve yatirimci istahi kotiilestirerek
ekonomik egilimleri baltalar ve ekonomik ¢okiise neden olabilir. Kaldi ki, artan riskler hem doviz
kurlarina, hem de faizlere yansiyacag: icin bor¢ dinamiklerini bozar. Ozellikle mali serbestles-
me girisimi sonrasi portfoy hareketlerinin tilkede bir hayli yogunlasmas: karsisinda siyasal istik-
rarin siirdiiriilmesi risk-duyarl mali piyasalar i¢in adeta bir zorunluluk haline gelmistir. Hem
2008/2009, hem de 6zellikle 2018 kriz deneyimleri siyasal istikrarin 6nemini ortaya ¢ikarmustir.
Kisacas, siyasal anatomi goz ardi edilerek ekonomik krizler irdelenemez.

Atif i¢in yazim sekli: Giines, H. (2021). The Political Anatomy of Economic Crises — The Case
of Turkey: 1945-2018. Yildiz Social Science Review, 7(2), 91-109.

1. INTRODUCTION

Economic crises have political implications as well as
political crises having economic foundations. Furthermore,
crises cannot be conceived as simple or uniform phenom-
ena. They are complex and they are also intermingled with
each other. The economic foundations of political crises

have long been discussed in numerous academic studies,
generally by political scientists. Yet the political implica-
tions of economic crises have seldom been analysed by
economists'. Economists have rather focused on the mac-
roeconomic fragilities as the principal causes of economic
crises, disregarding all other factors as minutiae. The pur-

! This does not imply that this study has the aim of being the frontier study in exposing the political dimension behind economic crises. As discussed below, there are
quite a number of contributions in this sense in the literature. Onis (2010) analyses the political repercussions (in his terms transformations) of crises in Turkey whereas

our study looks at the political background of those crises.
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pose of this study is thus to challenge this conventional, and
in a sense parochial approach and to elaborate the political
and social implications of economic crises with a synopsis
of the Turkish economy.

The political background of economic crises can be
conceptualized within two dimensions. Firstly, if macro-
economic fragilities, that are incurred by misleading poli-
cies, are the principal causes of economic crises, then the
social and political motives of those misleading policies
should be comprehended. Secondly, there are also direct
mechanisms through which adverse political structures,
like political instability, may exacerbate economic crises.
Below in Section 2 the first mechanism is discussed and in
Section 3 the second mechanism is exposed. In Section 4
the political foundations of economic crises in Turkey are
explored in a historical perspective and in Section 5 the pa-
per is concluded.

2. THE POLITICAL FOUNDATIONS OF ECONOMIC
CRISES AND THEIR CONSEQUENCES

The economic policies of countries exhibit considerable
diversity and, according to Nelson (1990), this can be ex-
plained by social factors like the rate of population growth,
the share of the urban population, the entity of agricultural
population, life expectancy, infant mortality and the pro-
portion of secondary education. Acemoglu et. al. (2003)
attributes poor macroeconomic policies to weak (or ex-
tractive) institutions in the sense that they do not constrain
politicians and political elites for the enforcement of prop-
erty rights for investors, combat widespread corruption,
and finally alleviate the high degree of political instability.
Furthermore, they contend that macroeconomic problems,
just like volatility and the disappointing macroeconomic
performance of several countries, are symptoms of deep-
er institutional causes. Van Rijckeghem and Weder (2008)
refer to the importance of political institutions concerning
debt crises. Their empirical analysis concludes that political
institutions matter in defaults on both external and domes-
tic debt obligations. In democracies where there is a parlia-
mentary system with sufficient checks and balances, there is
a guarantee against the risk of default on external debt due
to the sufficiently strong economic fundamentals or liquidi-
ty. In dictatorships, however, this only rests on high stability
and tenure.

The relationship between economic crises and democ-
racy as a political structure has been analysed earlier by
Remmer (1990) vis-a-vis the Latin American experience.
Remmer mainly questions whether democracies with ap-
propriate policies are less likely than other regimes to ad-
dress economic crises or tend to aggravate, rather than

ameliorate, economic challenges for their survival. He espe-
cially examines the characteristics of the political regimes
for explaining policy responses to common economic diffi-
culties and concludes that debt crises establish no basis for
asserting that authoritarian regimes outperform democ-
racies in the management of economic crises. Remmer,
confirming the position of Rijckeghem and Weder, con-
tends that the supposedly delicate new Latin democracies
perform as effective as their authoritarian counterparts in
managing the debt crises.

A very recent challenging empirical study is held by Lip-
scy (2018) where he argues that democratic countries are
more susceptible to financial crises. Indeed, he argues that
democracies are about twice as likely to experience a crisis
as autocracies. Lipscy undertakes an empirical study that
covers two centuries of world data and although democracy
as a regime is characterized by constraints on executive au-
thority, accountability through free and fair elections, pro-
tection for civil liberties and large winning coalitions, such
characteristics can also have unintended consequences that
increase the likelihood of financial instability and crisis*

Concerning the experiences of Peru and Chile, Dorn-
busch and Edwards (1991) argued that macroeconomic
populism emphasizes growth and income redistribution
but de-emphasizes deficit finance, the risks of inflation and
external constraints and the reaction of economic agents to
aggressive non-market policies. Needless to mention that
the preference of growth and income distribution to that
of inflation and external balance is rather a political choice
issue than a stark economic matter.

The comparative analysis of the macroeconomic per-
formance of democracies is also analysed by Gasiorowski
(1995), by the use of a data set of 75 countries through the
1950s and the 1980s and has found that although infla-
tionary crises inhibited democratization from the 1950s
through the early 1970s, they rather facilitated democrati-
zation in the late 1980s. Recessionary crises, on the other
hand, facilitated democratic breakdown but did not affect
democratic transition throughout this period. Thus, Gasi-
orowski concludes that economic crises do not simply un-
dermine the legitimacy of whatever type of political regime
is present in a country, but they incur a regime change in
either direction. He later (2000) suggests that more dem-
ocratic countries have higher inflation and slower growth,
and ascribes this phenomenon to fiscal deficits and faster
growth of wages. On the other hand, he observes no signif-
icant differences between the rates of growth and inflation
of the new and mature democracies.

It is not just the types of political regimes that infer pol-
icy differences, but also the political dispositions of poli-
cy-makers and/or the behaviour of certain social classes.

? Truly, the world is getting more democratic since the industrial revolution and the frequency of financial crises are rising since World War I. Yet, to associate financial
crises with democracies is rather a contentious issue as we observe such crises generally in developing countries with deficient democratic regimes, i.e. Latin American

and some Asian countries.
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For example, Weyland (1996) explores the “unexpected
affinity” between neo-populism and neo-liberalism which
emerged in the 1980s under President Menem of Argentina,
President Collor of Brazil and President Fujimori of Peru.
He observes that in Argentina, unlike the classical populists
like Peron during the 1960s and 1970s (who attracted po-
litical support from the urban workers and provincial mid-
dle class), neo-populism during the 1970s and 1980s has
attracted the political support of the urban informal sector
and the rural poor, which have been politically uncommit-
ted, alongside the preceding social groups. According to
Weyland, it was democratic politics that stimulated the re-
vival of populism, despite the economic constraints which
appeared to condemn it to death. In other words, while
democracy paved the way to populism, economic crises
which were exacerbated by populist leaders could threaten
democracy itself.

However, contrary to Dornbusch and Edwards or
Weyland, De Castro (2007) by referring to both the Latin
American economic crises of the 1970s and 1980s, and the
Asian financial crisis of the 1990s, argues that populism/
neo-populism as a political aspiration has not been the
cause of economic crises but has emerged as a consequence
of economic and political instabilities or crises. Neverthe-
less, such an argument naturally underrates the importance
of the non-economic factors or the social background of
populism.

Concerning the Asian crisis, Haggard (2000) argues that
domestic political factors such as crony capitalism, weak
leadership or autocratic governments have played signifi-
cant roles at the onset of financial crises. By focusing on two
countries, namely Thailand and Korea, Haggard contends
that the institutional arrangements of these two countries
rendered them vulnerable to public policy. In Thailand, for
example, those peculiar and chronic problems which were
ingrained in their parliamentary system had generated non-
cohesive political parties and fragile coalition governments.

Similar to the line of Haggard, Feng (2003) argues that
financial crises can be associated with political factors such
as public governance, the relationship between bureaucracy
and the business world. He then engages in a theoretical
and empirical examination of three features of countries;
political life, political freedom (which involves democratic
institutions), and political stability (which is related to the
likelihood of the survival of the government) and thus pol-
icy certainty (which concerns the shift of policies concern-
ing the degree of income equality). Nevertheless, his main
conclusion, in contrast to Weyland, is that democracy has
no direct effect on the variables which are found to be asso-
ciated with growth, but rather it appears as a contributor to
political stability, human capital formation, income equali-

ty, economic freedom, etc.

Throughout the last century, economic crises have pre-
sented a dynamic nature concerning their motives and their
progress. There has been a consensus that certain inappro-
priate policy choices are observed at the onset of crises, but
once the crisis breaks, it engenders a chaotic milieu with
massive uncertainty which impedes policy effectiveness.
Finally, all economic crises have social and political conse-
quences in a distinct manner.

Regarding economic crises, first-generation models, for
example, indicate that unstable monetary and fiscal policies
violate or contradict the basic principles of economics, par-
ticularly regarding the fixed exchange rate regime, and pave
the way to economic crises. Second-generation models are
those that explain multiple equilibria crises that are caused
by a shift in the exchange rate and self-fulfilling expectations.
The thirdgeneration crisis models are developed as a result of
the 1997 Asian Crisis. These recent models have examined
the vulnerabilities or the new maladies of the financial sector
such as moral hazard, balance sheet imbalances and finan-
cial contagion. Indeed, the rise of third-generation models of
economic crises can rather be ascribed to the phenomenon
of the globalization of short-term capital flows.

On the other hand, there are political factors that play a
key role in the choice of policy.’ For example, governments
favour fixed exchange rate systems, at least in the short-run,
since they aspire to economic growth alongside price sta-
bility. Besides, many governments perceive exchange rate
volatility as a factor of instability and hence refrain from
floating exchange rate regimes.* Truly, the volatility of the
exchange rates that rise during the floating exchange rate
regimes can pause political severities especially when polit-
ical stability is very delicate. Thus, fixed exchange rates are
favoured not only in cases where political stability is weaker
but also when inflation is likely to be imported.®

Another noteworthy issue is the type of fiscal policy
maintained by different types of governments. For exam-
ple, first-generation models of economic crises focus on the
public sector deficits and many authors ascribe such a policy
choice to the populist or neo-populist political aspirations
that surged in the developing world. It is also contended
that weak governments cannot venture fiscal discipline or
flexible exchange rates, both of which can generate the fun-
damentals of the first-generation model of economic crises.

The inability to finance the rapidly increasing public
expenditures in industrialized economies and hence the
subsequent budget constraints are attributed to the advance
and spread of the social welfare state. Nevertheless, in de-
veloping countries, the motivation for high public expen-
diture is rather a different matter. The rapid demographic
change (in terms of growing population and urbanization)

Persson and Tabellini (2000) explain in detail the political economy of policy choice in their novel book. Again, Acemoglu et. Al (2003) elaborate on this issue histori-

cally by an empirical approach and address the fact that weak (extractive) institutions can even deteriorate the performance of appropriate macroeconomic policies.
4 See Fischer (2001), McKinnon & Schnabl (2004) for a detailed elaboration of the fear of floating exchange rates
> Svensson (1994), Williamson (2000), Fischer (2001), Goldfajn and Olivares (2001) and McKinnon and Schabl (2004).
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has urged excessive increases in public expenditures despite
the limitations of public revenue. Moreover, in democratic
regimes, the demand for social justice has also opted for
increases in public expenditures. Once these social factors
are considered, envisaging the excessive public expendi-
ture patterns in developing countries as mere populism can
hardly be justified.t

There are also domestic and foreign factors that im-
prove or exacerbate the performance of economic policies.
The domestic factors are either peculiar to the policy-mak-
ers or to the policy itself. The sociopolitical environment,
for example, is particularly important as a domestic factor
in the determination of policy performance.

The behavioural pattern of the policy-executor is also
one of the principal factors in overcoming potential eco-
nomic crises, in the sense that the incumbent government
should have the political will to tackle the social and eco-
nomic problems that the country encounters. If politicians
in a country are indifferent or irresponsible against emerg-
ing social problems, in time, these problems may become so
acute that may even culminate in economic crises. Such an
apathetic behavioural pattern can be termed lethargy which
is exactly what economists refer to as the inner policy-lag
of stabilization policies. Even when politicians feel respon-
sible and act, any delay will reduce the effectiveness of the
allocated public resources (just like the delayed medication
of an oncological patient). Consequently, the political sys-
tem or the democratic process may culminate in a complete
deadlock. Thus, lethargy is not only the peril of economic
stability but also a threat to democratic stability.

The expertise of the policy-maker is another imperative
in the performance of economic policy as incompetence
may instigate or contribute to crises. That is why interna-
tional organizations, which provide financial support to
countries, also require credible actors with technical exper-
tise, alongside the bureaucratic quality, especially about the
conditionalities of the macroeconomic policy design.

Analogously, the credibility of the government is an
important factor in policy implementation. Many govern-
ments that face economic crises suffer from credibility losses
and the most commonly addressed factor that causes such
credibility losses is the existence of cronyism as an extreme
version of nepotism. As Haggard (2000) notes, the Asian
Crisis has shifted to become as much political as economic,
either through policy predictability or through policy deci-
siveness. Haggard (2000) and McIntyre (1999) both address
this issue that in the case of the Indonesian financial crisis
the major political effect was those crony investments cou-
pled with the authoritarian regime of President Suharto. The
most conspicuous nepotism case was about the son of Su-
harto when some of the projects undertaken by him were

cancelled for the sake of austerity but reinstated later. This
reversion amplified the already existing policy unpredict-
ability and overwhelmed the investor confidence. On the
contrary in the case of Thailand, although an authoritarian
government did not exist, the problem was the weakness of
governments, due to political fragmentation. It was followed
by several resignations which subsequent coalition govern-
ments intensified policy indecisiveness. Hence, the case of
Thailand substantiated the institutionalist approach to mac-
roeconomics, due to the inefficiencies in policy-making by
the lack of autonomy, capacity and strength.

The case of the Asian financial crisis is so particular as
it has shown political stability as a prerequisite of an appro-
priate and successful stabilization policy. In other words,
political instability ensues economic instability which may
even accrue an economic crisis. Although political instabil-
ity is analogously a consequence of economic instabilities,
this relation is dependent on the existence of social cohe-
sion and cooperation within the society. In countries where
democracy is advanced and social cooperation is high,
economic crises may not ensue political instability. Analo-
gously, it is very difficult to pursue a successful stabilization
policy in the absence of social cohesion.

The nuisance of the Asian crisis showed us that, once a
crisis emerges in a particular country, it spreads akin to an-
other what is termed as contagion, due to the herded outflow
of portfolio investments. This kinship naturally depends on
the similarities of economic fragilities -regionally or even
globally. Furthermore, the foreign politico-economic envi-
ronment of a country also appears to be a critical factor of
economic stability. As there is a need for foreign support
-not only of international organizations but also of cred-
itors, disregarding the importance of such support would
imply the impulsion of the already problematic country to
a prospective crisis.

3. THE RELATIONSHIP BETWEEN POLITICAL
INSTABILITY AND ECONOMIC CRISES:
INEXTRICABLE TIES BETWEEN CRISES

First of all, we should distinguish the difference be-
tween political instability and political crisis. Political
instability is the changing nature of political power dis-
tribution and subsequently the weakening of government.
Political crises, on the other hand, are the climax of po-
litical instability where there is total ambiguity about the
destiny of the government, let alone the degradation of
its governing capacity. According to Bussiére and Mulder
(1999), political instability is caused by electoral indeci-
sion and thus political fragmentation, political polariza-
tion and loss of cohesion within the government.” Political

¢ Roubini and Sachs (1989) contribute to the explanation of political and economic determinants of budget deficits in industrial democracies.
7 A seminal empirical study is undertaken by Bussiére and Mulder which measures the impact of the causes of political instability on the economic vulnerabilities of 23

countries.
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crises can have several social outcomes; including unrest,
tensions and even disorder within the society. Analogous-
ly, there may be various political repercussions such as the
reshuffling of the cabinet, resignation and change of the
incumbent government or call for early elections. In im-
mature democratic regimes, if the prevailing government
insists upon staying in power, despite the loss of public
support, this may pave the way for a (military or civil)
coup. Naturally, the deterioration in the macroeconomic
conditions also plays a key role in causing political crises.
That is why we contend that political and economic crises
are very much intermingled.®

As seen in Figure 1. political instability is a function
of political risks. The acuteness of political instability may
cause a political crisis and political crises are one of the
main two determinants of economic crises, especially when
the other predominant cause, macroeconomic vulnerabili-
ties, are prevalent. Thus, there is a self-fulfilling and recip-
rocal relationship between economic crises and political
instability.

Such a dual relationship or simultaneous determina-
tion is also confirmed by Chang (2003) where he addresses
his axiomatic exercise by referring to the crisis experienc-
es of Indonesia in 1998 and Argentina in 2001. Yet Chang
strongly refutes the arguments that political disequilibria
can cause financial crises per se. He argues that social upris-
ing in Indonesia and Argentina appeared due to widespread
anger about the adjustment measures to overcome financial
difficulties. He maintains that arguing the unidirectional ef-
fect that political crises causing financial crises are a denial
of the existing theories of crises. Chang stems his analysis
on two factors; firstly, the self-fulling expectations of for-
eign lenders as any change in these would not only lead to a
financial crisis but also the collapse of the government, and
secondly on the information asymmetry between the gov-

(The mechanism of the
intermingling case

Figure 1. The mechanism of the intermingling case between
political and economic crises.

ernment and the public concerning the public debt. Chang
marks the issue of multiple equilibrium arguing that if for-
eign lenders are pessimistic about the country’s stability,
they demand a high interest rate on the debt and exacerbate
distortions which might even lead to a political crisis®, and
if foreign investors are optimistic, it may rule out political
crises vice versa.

Financial and political crises are also related to social
psychology. In the narrow sense, political or economic cri-
ses are unexpected or unforeseeable events. The main char-
acteristics of political crises are the loss of governmental
power and subsequently the loss of social credibility. Like-
wise, the most important feature of economic crises is that
markets come to a cessation. This loss of functionality of
either markets or governments is the main mechanism that
intertwines political and economic crises. When markets
do not function, governments cannot perform, and when
the governmental system is in a crisis, markets soon oblique
towards instability.

There are two main determinants of this intermingled
relationship between crises; the first, as noted above, is un-
certainty, and the second is the higher costs due to higher
risks. Uncertainty is the foremost feature of crises, whether
economic or political. Accordingly, when a political crisis
outbreaks, it may generate an economic crisis through dete-
riorated expectations of market agents (firms and consum-
ers). Once expectations deteriorate, the subsequent uncer-
tainty due to higher risks causes the faltering of both the
investor appetite and consumer confidence. Foreign capital
starts to exit and domestic investors revert or at least post-
pone their investment plans. Similarly, consumers postpone
their expenditure especially on durable goods which are not
among their immediate needs.

The second mechanism of political uncertainty that in-
stigates an economic crisis is again through escalated risks.
Higher risks, as economic theory predicts, causes domestic
interest rates to rise and thus not only discourage invest-
ment but also pose a major threat to public debt dynamics.
Moreover, most developing countries, suffer from current
account imbalances and chronic inflation which entail cur-
rency substitution as a precautionary instrument. Higher
risks also hasten such a substitution mechanism and cause
the exchange rate to rise further. This would not only cause
a pass-through to consumer prices but also impose a seri-
ous threat on the foreign debt dynamics.

Jianping (1999) has undertaken an empirical study to
test the role of political uncertainty on financial crises with
the usage of a combination of probit and switching regres-
sion analysis where he incorporates 22 emerging countries
for the period 1994-1997 (panel data). He mainly looked at

8 Leblang & Satyanath (2008) in their extensive empirical analysis where they test political factors in three separate baseline models of Frankel & Rose; Kamin, Schindler
& Samuel; and Bussiére & Fratzscher, conclude that political economy models predict currency crises much more accurately. Their political economy model includes
two major parameters; recent turnover in government (time left for elections) and the dividedness of the government (parliamentary majority).

One can hardly understand why such a state would not cause any economic instability but only cause political instability. Besides, political instability could easily accrue

economic instability, if not a crisis.
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the political election cycles and witnessed that 8 out of 9 fi-
nancial crises happened during periods of political election
and transition.

He argues that the main causal mechanism between po-
litical instability and financial crises was increased market
volatility.

4. THE POLITICAL FOUNDATIONS OF ECONOMIC
CRISES IN TURKEY: A HISTORICAL PERSPECTIVE

Although political instability has always existed as a key
factor in affecting economic crises, it has gained promi-
nence since financial liberalization, when the economy be-
came more prone to foreign capital, especially since the rise
of the public debt ratio. Onis (2010) in his seminal study
explores the political repercussions of financial crises in
Turkey. Our present study is the reverse, although not con-
trary, that we attempt to explore the political background of
these economic crises.

4.1. The Political Background Of The Devaluations
During The Period 1946-1971

From 1945 until 1970 there had been three major de-
valuations which can be considered as major economic in-
stabilities. The first one occurred on September 7%, 1946,
2.5 months after the general elections of July 21%, 1946.
The election results were quite surprising, besides being
contentious. Nonetheless, despite the spectacular perfor-
mance of the opposition during the elections, there was no
governmental change. The immediacy of this devaluation
(as it was right after the elections) shows that the govern-
ment had long necessitated and planned such an action but
had postponed it until the elections. At the first sight, this
devaluation might seem unnecessary as the trade balance
did not need any amelioration. This is because until 1947
there were repetitive trade surpluses throughout the war
years and there was no vital shortage of foreign reserves.
Nonetheless, due to consecutive inflation rates averaging
about 58 per cent between 1940 and 1944, there was an ac-
cumulated real appreciation of TL. Furthermore, during the
War years, there was an accumulated stock of goods that
could only be cleared by exports, if a devaluation stimulus
could be provided. There was also an augmented level of
public debt alongside some gold reserves. It was conceived
that a devaluation would make better use of gold reserves
in the repayment of public debt. Finally, the country was at
the doorstep of the membership of the IMF which would
restrict its capacity to devalue and curb imports. Hence it
aspired to undertake a contingency devaluation in advance.

The resultant devaluation rate was enormous; (116 per
cent from 1.30 TL/$ to 2.80 TL/$), but surprisingly, let alone
increasing the trade surplus, it resulted in a trade deficit.
Imports were doubled immediately and the rise in exports
was not only limited but also temporary.

The devastating effects of this devaluation (particularly

higher inflation) amplified the already existing social griev-
ances from the one-party government, especially due to the
agonies of World War II, which altogether caused a change
in government in 1950.

The second major devaluation happened in 1958. The
timely elections were in 1958, yet the incumbent govern-
ment of the Democrat Party called for early elections on
September 27", 1957 to hinder the possible electoral losses
that would be caused by the adverse economic conditions
and subsequently rising political instability. This time de-
valuation was postponed to August 4th, 1958, 10 months
after the general election.

The period of 1954-1960 is quite peculiar as it shows the
intermingled relationship between economics and politics
very vividly. There was an economic necessity for the de-
valuation of 1946 due to the global economic conditions of
World War II, although its timing was politically arranged.
The 1958 devaluation case was also of economic necessi-
ty but (unlike the previous one which had been a result of
global economic conditions) it had stemmed from the so-
cio-political implications of those policies pursued by the
Democrat Party. In other words, those economic policies
(which consequently led to a devaluation) had certain po-
litical implications.

When DP came to power, peasants constituted a large
majority of the Turkish population (75 per cent) and agri-
culture had contributed to 41 per cent of national income.
Low cereal prices and the inevitable drought during World
War II had caused an enormous agony of the peasantry
alongside the shortages of basic goods. Despite these strin-
gencies, due to the maintenance of fiscal discipline, exter-
nal balances and gold reserves were enhanced and, in this
sense, DP was quite fortunate. While worldwide agricultur-
al prices started rising, Turkey was receiving excessive pre-
cipitation. Thus, the DP government in its early years was
able to respond to the peasantry gust in two ways. Firstly,
a high pricing policy was implemented in agriculture and
farmers became better off. Secondly, investments in infra-
structure were accelerated which encouraged urbanization.

The year 1954, however, marked a milestone, as the sud-
den drought caused a 20 per cent fall in agricultural output
at a time when world prices began to falter. As a result, Tur-
key started to import wheat. When the purchased tractors
broke down due to lack of maintenance, and soil erosion
emerged to be a serious issue in the new arable areas, the
deficit started rising, but more importantly, the external
deficit started to spin out of control causing gold reserves to
wane remarkably. Thereupon, sugar was rationed in 1955.
Most importantly, national income declined by 3 per cent
in 1954. The external deficit surged from 373 million US
dollars in 1950 to 579 million US dollars in 1957. Social
reactions spread rapidly and consequently, the political
choices of the government started shifting. DP, amid the
economic slowdown, called for early elections in 1957 to
retain its power. Despite the very problematic elections, DP
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was successful in winning. After the elections, it recanted
resisting an agreement with the IMF and (in 1958) initiated
an IMF-supported stabilization programme which includ-
ed a devaluation of TL from 1 US =2.80 TL to 9.00 TL.

In sum, the IMF-backed devaluation of 1958 should be
conceived as a result of exaggerated infrastructure invest-
ments and excessive support of the peasantry at a time of
drought and declining world prices. During, 1950-1953, the
average annual inflation rate was 5.4 per cent, but during
1954-1957 it surged to an average of 13.7 per cent. At the
same time, the trade deficit almost doubled during 1952-
1957 compared to its previous averages.

At this point, one would naturally inquire about the
socio-political motives of those policies that incurred eco-
nomic instability and thus devaluations. Firstly, as noted
above, the peasantry was the main political base of DP. The
DP government conceived populism as the “provision of
the welfare demands of peasants” and nepotism as “political
loyalty” to its political clientele. Moreover, the failure of the
DP government to contemplate an urgent strategy against
forthcoming economic problems ascertained its lethargy as
it postponed the stabilization programme for more than 10
months, after the elections.

Following the spectacular economic performance of the
period 1963-1968, the devaluation attempt of August 10th,
1970 is a rather intricate matter, in the sense that, at the first
glance, there seems no urgent necessity for such an action.
The average rate of inflation between 1965-1970 was 6.6 per
cent. The budget deficit was less than 1 per cent of GDP in
1969 and almost insignificant in 1970. The growth rate was
positive and moderate, 4.1 per cent in 1969 and 3.2 per cent
in 1970. Furthermore, although the trade deficit had soared
from 264 million dollars to 360 million US dollars in 1970,
the current account deficit was still less than 1 per cent of
GDP.

Yet, of course, such an action was not pointless. There
were some anxieties besides some particular expectancies
in the country. The first anxiety was the continued falter-
ing of export performance in 1968, mounting the chronic
trade deficit due to the import substitution strategy of the
1960s. Moreover, the persistent inflation rate had accrued
an appreciation of the exchange rate in real terms which
was evident from the shadow exchange rates'. As a result,
the government was in the pursuit of encouraging exports
by the readjustment of the real exchange rate. Furthermore,
there was anxiety about the transition to the Common Mar-
ket which might deteriorate the trade deficit. To offset such
an effect, the government intended a certain level of deval-
uation in advance. Yet, this expectancy was over-optimistic

as the structure of the economy did not have the compet-
itive capacity due to the import substitution strategy. One
other expectation was to foster workers’ remittances by a
depreciated TL. Despite the high trade deficit, the current
account of the country, for a long time, was much lower due
to these remittances, which were thus of vital importance.

Nonetheless, the prominent reason for the 1970 deval-
uation was again the pressures of the IMF as the foreign
indebtedness queries had mounted once again. The gov-
ernment eventually consented and implemented a drastic
devaluation by depreciating TL against USD from 9 TL to
14.85 TL. Since a major part of the year had already bygone,
the impact of this devaluation was not felt in 1970. More-
over, the trade deficit neither declined in 1971 nor 1972.

The period between 1970 and 1972 was one of the most
challenging periods of modern Turkish political histo-
ry. Just 7 months after the devaluation, the memorandum
given to the government declared the explicit desire of the
Army to seize political power once again. Although there
was some deterioration in the macroeconomic balances,
especially due to the inconclusive drastic devaluation, the
memorandum did not refer to such economic issues, but
solely to law and order. However, the social tension and dis-
order were to a large extent due to the devastation of the
devaluation which was forced by the IME

In sum, the 1946 devaluation was due to a presumed
economic necessity of accumulated real exchange rate ap-
preciation, the 1957 devaluation can be conceived as an
obligation to restore the trade deficit which was caused by
the fiscal consequences of agrarian populism and the 1971
devaluation was undertaken at a time when the foreign debt
had surged. Both of the last two devaluations were by the
conviction of the IME.

4.2, The Crises Years of 1978/9: Oil Prices, The Failure
Of Import Substitution Strategy Or Political Polarization?

The 1970s have been years of stagflation globally due to
sharp rises in the oil prices provided by the new interna-
tional cartel; OPEC. Import dependent countries, such as
Turkey, were immensely affected by these rises, as the price
of oil rose from $1.26 per barrel in 1970 to $9.40 per barrel
in 1974 and then further to $24 per barrel in 1979.

During the period between 1968-1973, the average an-
nual trade deficit of Turkey was 471 million USD, but since
the first phase of the Oil Crisis in 1974, this deficit imme-
diately soared and during 1974-1976 it reached an average
of 2.9 billion USD. Then onwards, during 1977-1980 the
trade deficit widened to a level of 3.5 billion USD on aver-
age.'! The Oil Crisis came into effect at a time when there
was a coalition government of two dissimilar parties (CHP

1o There was a large discrepancy between the official and the black-market rates exchange rates.

" Asa result of the higher burden of oil imports, throughout the 1970’ the trade deficit rose; in 1973 it was 769 million USD, in 1976 it was 3.2 billion, in 1977 it exceeded
4 billion USD and then reclined back to 2.3 billion in 1978 due to the stabilization attempt. But it started rising again to 2.8 billion in 1979 and almost to 5 billion USD
in 1980. Consequently, while the foreign debt of the country was equivalent to the total exports in 1976, that ratio rose to 232 per cent in 1979.
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and MHP). Both political parties had come to power by
an aspiration to raise the public spending for farmers and
low-income families to expand their electoral bases. In oth-
er words, there was the inherent populist tendency of the
coalition partners despite the unfortunate economic envi-
ronment in the world.

At the start of the oil price escalation, the government
was unable to recognize the imminent risk of external defi-
cit due to two fortunate factors; firstly, at that time foreign
exchange reserves were relatively strong, and secondly,
workers’ remittances in foreign currencies had boosted
(almost to 5 per cent of GNP) levelling the export perfor-
mance.

During the period 1971-1976, the average growth rate
was 8.1 per cent, budget deficits were restricted and infla-
tion was on average 18.3 per cent. Due to all of these eco-
nomic advantages, the macroeconomic balances did not
deteriorate right away, albeit the limited resilience of the
economic structure to external shocks which were incurred
by the import substitution strategy of the 1960s. With the
relief of the two advantages, the government was reluctant
to reflect the higher costs of imported oil to consumers.
Similarly, excessive price supports were provided to farm-
ers, particularly in cereals and tobacco, which accrued to
higher budget deficits.

One can naturally inquire about the policy prospect of
a presumed single-party government after the general elec-
tions of 1973. If such a government had longer durability'?,
would it be similarly populistic or would it venture fiscal
prudence which might avoid the imminent crisis? Our
immediate answer would be that, although the profligate
policy aspirations could be moderated, the rapid urbaniza-
tion process of the 1960s and 1970s had stipulated higher
public expenditure, alongside the redistribution policy of
the social democratic CHP -which was the major partner
of the coalition. Besides, macroeconomic balances had de-
teriorated particularly by the second phase of the Oil Crisis
in 1979.2

The budget deficit suddenly peaked at 4.6 per cent of
GNP in 1977, but since an IMF-led stabilization policy was
introduced in 1978 by the CHP government, it was reduced
to 1.7 per cent in 1978 and was maintained at 2.7 per cent
in 1979. This stabilization policy had included a significant
devaluation, adjustment of public enterprise prices and re-
structuring of short-term debts. Yet, such an effort was not
rewarded as the government was soon replaced by a patched
coalition of 4 political parties. In other words, political in-
stability became the principal trait of the period. However,
this new right-wing coalition government, in less than 2.5
months announced the most radical economic transforma-
tion decree of the Turkish economy on January 24, 1980.

The decree had two major dimensions: The first dimen-
sion was the austerity measures towards price stabilization,
and the second dimension was the departure from the
long-standing import-substitution industrialization strate-
gy towards an export-orientation development strategy.

For price stabilization; subsidies to public enterprises,
fertilizers, energy consumption and transportation were
abandoned, agricultural support was restricted and the
Central Bank advances to the Treasury was controlled. On
the other hand, for export orientation foreign trade was lib-
eralized, daily determination of the exchange rate was put
in effect following a 33 per cent devaluation.

The instability of the macroeconomic structure since
1977, which ended up in an economic crisis in 1979, can
be attributed to several social, political, economic and even
foreign factors. First and foremost, the energy crisis has
been the principal factor that dilapidated the macroeco-
nomic balances, especially through higher costs and wid-
ened trade deficit. The longstanding import substitution
strategy had failed to provide an efficient industrial struc-
ture that could be competitive in international markets and
with the occurrence of the Oil Crisis, the import-substitu-
tion development strategy has become almost obsolete.

In the meantime, political fragmentation hampered
the establishment of a government with sufficient duration
which could be committed to undertaking several reforms
regarding the restructuring of the economy. Consequent-
ly, prescriptions changed from one government to anoth-
er creating inconsistencies and invoking unpredictability.
Furthermore, coalition governments required arduous
reconciliation efforts on the policy choice, but many times,
these efforts were inconclusive. Due to the prevalent public
disorder, there was also a lack of social cohesion or social
support for the stabilization efforts.

The adverse foreign environment was not solely con-
fined to the Oil Crisis. As noted above, the military sanc-
tions imposed on Turkey due to the Cyprus Intervention,
the politically hostile treatment of foreign investments in
the country alongside the reluctance of governments to col-
laborate with the IMF, exacerbated the economic instability
and subsequently paved the way to the economic crisis of
1978/9.

It is no coincidence that the coups of May 27" 1960,
March 12 1971 and September 12% 1980 were all followed
by massive devaluations.'* The common economic cause of
these devaluations was the foreign debt-service problem
whilst massive foreign deficits. These deficits were caused
by both the lax nature of fiscal and monetary policies, and
the real appreciation of the exchange rate. Naturally, all
those policies had a socio-political rationale; the pursuit
of real exchange rate appreciation and the populist trait in

12" Lijphart (1984) attempts to measure those political and economic factors which determine cabinet durability
3 Needless to add that the Cyprus Peace Operation of Turkey met fierce international reaction and some economic, as well as military, sanctions were imposed against
Turkey. Furthermore, the intensity of domestic political instability supplemented all these detrimental factors.

14

Onis (2010) analyses the political results of these early economic crises as well as the others.
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public spending were political choices and without com-
prehending the motives of these choices, an analysis of the
1978/1979 economic crisis could not be complete.

4.3. The 1994 Economic Crisis: Hasty Financial
Liberalization Or Contra-Market Intervention?

Since the implementation of trade and financial liberal-
ization, the first major economic crisis broke up in 1994. To
a large extent, this crisis can be attributed to the failures of
the liberalization attempts. Some scholars have also marked
this crisis as a result of high public deficit and mismanage-
ment of the public debt. Although both explanations car-
ry validity, for a better understanding of the background
of this crisis, the social and political background of those
economic policies should be explored.

In 1989 (August 11™) Turkey initiated its financial liber-
alization attempt amid an inconvenient economic environ-
ment where there was a lax fiscal stance with high public
sector borrowing requirement (in 1987 PSBR was 5.7 per
cent of GNP). As a result, a high level of public debt (23
per cent of GNP) was accrued, albeit moderately high price
inflation of 38.9 per cent. By the liberalization challenge,
average nominal interest rates immediately hiked to 83.9
per cent from 58 per cent, whilst the price inflation surged
from 38.9 per cent to 73.7 per cent, and then the growth
rate slumped from 9.8 per cent to 1.5 per cent in 1989.

Hence under such inconvenient economic conditions
(high PSBR, high public debt with short maturity, along-
side high and volatile inflation rates and consequently very
high-interest rates), one can hardly justify the rationale
behind such an attempt, as it would naturally encounter
excessive rises in interest rates. For example, whilst the in-
terest payments of domestic debt had made 10 per cent of
budgetary expenses in 1987, in 1988 it surged to 15.1 per
cent and at the onset of the crisis, in 1993, the ratio had
reached 18.8 percent!"

Although the 1994 economic crisis cannot be entirely
attributed to the hasty and thus misleading financial liber-
alization endeavour's, it certainly constituted the main eco-
nomic backdrop of the crisis. It is contended that financial
liberalization is the complementary stage of trade liberaliza-
tion and thus the government was in a sort of obligation to
undertake such an endeavour. Another alleged explanation
is the influence of the market-led liberal policies which had
become widespread globally, including financial markets. It
is also suggested that the economic counsels around Prime
Minister Ozal, who had strong ideological convictions for
market-led liberal policies, might have convinced him to
undertake this audacious change. However, if a one-party
government had not prevailed while enjoying a solid par-

liamentary majority, such an audacious attempt would be
beyond imagination. Besides, the economic results of the
financial liberalization were sounfavourable and costly for
the incumbent ANAP government that it lost most of the
major municipalities in the 1989 local elections.

Alongside the inanity and hastiness of financial liberal-
ization, there were major economic and political influences
that contributed to the emergence of the crisis. First of all,
the Gulf Crisis of 1990 should be mentioned as the major
geopolitical instability factor in the region. On August 2nd
Iraq invaded Kuwait and as a result, 37 countries initiated a
military intervention on January 17, led by the US, which
took more than 6 weeks. Although Turkey refrained from
this military operation, its markets were distressed.

A consensus argument’ for the occurrence of economic
crises during the 1990s is the existing political instability
due to incoherent coalition governments which suffered
short duration. Such governments, let alone tackling a pro-
spective fiscal discipline, on the contrary, created profligate
behaviour in the pursuit of fiscal policy.

A political example is the incidence of the 1987 gener-
al elections. When the votes of ANAP declined to 36 per
cent, (from its previous level of 45 per cent) it was alarmed
by the impending political risks of the next elections. The
Prime Minister reacted immediately unleashing the fiscal
discipline to such an extent that the ratio of public expen-
ditures in GDP surged from 17.1 per cent in 1987 to 20.9
per cent in 1991. This expansion was mainly due to the ex-
cessive pay rises (wages and salaries within the budget had
soared from 23.4 per cent in 1987 to 37.1 per cent in 1991).
Hence, the profligate attitude of the ANAP government was
incurred by its political anxieties since the 1987 elections.
Unfortunately, this policy coincided with the financial lib-
eralization attempt and put the budget in a dual strain: On
the one hand, there was the burden of rising interest pay-
ments caused by financial liberalization, and on the other
hand, there was the populist behaviour of the government.
Needless to remind that considering its timing, neither the
political structure nor the fiscal structure was appropriate
for this immature financial liberalization.'®

In 1987 PSBR was 5.7 per cent of GDP, but had surged
to 7.3 per cent in 1990 and then further to 10 per cent in
1991. In 1991 a new government was established by a coali-
tion between centre-right (DYP) and centre-left (SHP) po-
litical parties. Yet, the pace of populist spending policy did
not change due to the fragmented structure of the political
system. The new government did nothing to curb this bor-
rowing and maintained its level until 1993. This huge deficit
naturally distorted the budgetary composition to such an

> One can imagine the immense income distribution repercussion (from taxpayers to interest-earning rentiers) of this budgetary deformation.

Rodrik (1990) qualifies this liberalization attempt as disastrous for inflation and macroeconomic stability. He furthermore notes that the external finance which was

due to this attempt, replaced domestic borrowing at times highly disadvantageous for the public sector.

See Cémert and Yeldan (2018) and Onis (2010). Largely, coalition governments that have been largely unsuccessful should not necessarily imply that they are always

prone to economic and political instability. During 1961-1965 three separate coalition governments were maintained with political difficulties but without incurring

any consequential economic instability.
18 Rodrik (1990) a similar argument is held in this article
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extent that interest payments, on their own, comprised 25.8
per cent of public expenditure. At that time, Prime Minis-
ter Ciller, who was an economics professor, aspired to re-
duce this burden by discretion. She attempted to intervene
in the auctions of the Treasury by limiting its borrowing
requirement and replacing it with Central bank advances.
The financial markets were so exasperated by this interven-
tion that a currency attack became inevitable immediately
in January 1994 which resulted in repetitive and massive
devaluations, despite the efforts of the Central Bank to
defend the exchange rate until exhausting its foreign re-
serves. Eventually, the Decrees of April 5 was announced
as an austerity policy prescription which included the tem-
porary floating of the exchange rate, fixing the wages and
adjusting the public enterprise prices concerning the tar-
geted (future) inflation. Some further steps were also taken
regarding the Central Bank autonomy, the restructuring of
the public funds by reducing their number and allocating
more resources to the Treasury. Despite the painful social
cost aspects of these decrees, they were inconclusive due to
the lack of political stability.

In the case of the 1994 economic crisis, the inexistence
of fiscal discipline can be attributed to durability problems
of governments and the profligate fiscal stance can be at-
tributed to political fragmentation. Yet, the regional geo-
political instability and the frequency of domestic terrorist
activities should also be reminded as significant non-eco-
nomic contributors to the crisis.”” In this sense, Prime
Minister Ciller’s contra-market intervention can only be
considered as the triggering of the crisis.”® This incidence
also demonstrates, as was noted above, that the expertise of
the policy operator is imperative in the pursuit of economic
stability. It was senseless, if not incompetence, to attempt
reducing the market interest rates by discretion and with
manipulative efforts in the borrowing auctions of the Trea-
sury, especially since financial liberalization. Interest rates
could only be reduced by fiscal discipline, reduction of the
foreign deficit and improvement in country risks especially
by higher foreign reserves, of which none had been amelio-
rated during that period.

4.4. The Economic Crisis Of 2001: The Result Of The
Political Crisis Or The Design Flaw Of The IMF Programme?

4.4.1. The Background

The 1994 economic crisis had serious political impacts:
firstly, although the timely general elections were in 1996,
the current DYP-CHP coalition agreed on calling for early

elections in December 1995, as there were too many fric-
tions within the government. Secondly, the economic crisis
had cost a substantial level of electoral losses for the ruling
political parties in the local elections of 1994 and conse-
quently, most municipalities had been won by the funda-
mentalist Welfare Party, albeit by small margins. Thirdly,
the electoral results were quite stern, in the sense that the
political outcome was so fragmented, making it very prob-
lematic to form a new coalition government. Finally, the
first runner, though by a small margin, was the fundamen-
talist Welfare Party which traumatized, even exasperated
some social quarters and institutions, including the Army.
Under such taut conditions, a coalition was established be-
tween RP and DYP, but it was under the immense strain of
annulation demands by these social sectors (i.e. main NGOs
declared such a demand publicly). The strain was so exces-
sive that it provoked a post-modern coup of the Army on
February 28™,1997, delegating the President to announce
their request.22 After the collapse of this coalition, by the
resignation of the Prime Minister, several other coalition
attempts were undertaken but all of them were inconclu-
sive. Political instability in this period (due to short cabinet
durability) was so elevated that since the general elections
of 1995, four separate coalition governments were formed
until the timely elections of 1999.

In 1997 the Asian financial crisis broke out. Although
the Asian crisis was rather regional, it had some contagious
effects on the Turkish economy as well as other emerging
economies.”? For example, the growth rate in the Turkish
economy declined from 7.6 per cent in 1997 to 3.2 per cent
in 1998. Needless to mention that this decline was, to a large
extent, due to political instabilities and distortions in the
macroeconomic fundamentals. In 1999, the growth perfor-
mance of the Turkish economy continued to deter by a de-
cline from 3.2 per cent to a contraction of - 4.7 per cent. To
reiterate, there may be two effects in the background of this
contraction: firstly, as we keep emphasizing, political insta-
bility not only hindered fiscal frugality but also, caused a
profligate fiscal stance, deterring macroeconomic balances.
Indeed, there was not even a mention of stabilization strat-
egy in any of the coalition protocols. Secondly, it was quite
unfortunate that the Russian economic crisis broke out in
August 1998, following the Asian crisis.”

After the post-modern coup of 1997, a three-party coa-
lition government was attempted, which had a limited dura-
tion, due to its inherent incoherence. By the failure of this last
attempt, a minority government was established by Prime

19

8

Comert and Yeldan also remind the coincidence of the rise of the FED funds rate that constituted an unfortunate major disadvantage for foreign debt balances.
Ozatay (2007) contends that the Turkish episode of 1994 had little relations to models of self-fulfilling crises as it was a case of a policy mistake. We would agree with

this argument if only such the policy mistake of auction manipulation was conceived as the triggering effect of the crisis, as the budgetary structure was already in a
serious mess. Celasun (1998) objects to the sole contribution of the crisis to mistakes at the monetary front, suggesting that if several steps had been taken, as some had
argued, the crisis could not be hindered. She argues that the fragilities in the fundamentals, especially fiscal discipline, were the main reasons of the crisis.

earthquake occurred in the third quarter of the year.

Celasun (2002) shows substantial influences of the Asian crisis that contributed to the economic background for the 2001 crisis.
Although the negative impact of the 1999 earthquake also contributed to this economic contraction, its role had been relatively limited on the annual figures, since the

» Indeed, when the Financial Crisis of 2000/2001 broke-out, the interest payments ratio also peaked at almost 47 percent of the budget. Cémert and Yeldan (2018) qua-

lified this crisis as finance-led and finance-driven similar to that of 1994.
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Minister Ecevit in January 1999. Right at the beginning of
this government, Ecevit was aided by the arrest of Ocalan
(leader of the terrorist organization, PKK) in February 1999
and instead of holding the elections in December 2000, he
called for early general elections in April 1999. This time his
party, DSP became the first, albeit another fragmented polit-
ical outcome. A new three-party coalition was formed again,
led by Ecevit, but this time, the government was quite unfor-
tunate, due to the occurrence of a calamitous earthquake in
Golciik in August 1999 which not only destructed thousands
of buildings and caused 18,400 lives to be lost, but also dilap-
idated the economy via regressed sentiments. As a result of
this multidimensional devastation, the government was en-
forced to send a letter of intent to the IMF, within 4 months,
requiring a stabilization programme.

IME, then, recommended an innovative architecture
for stabilizing the price inflation in Turkey. The essence of
this stabilization strategy was primarily to restrain the price
expectations with the presumption that the public sector
deficit, the balance of payments problems and even the in-
stability of growth performance were all by-products of this
phenomenon. In other words, the new strategy conceived
inflationary expectations (inertia) as the core of all macro-
economic problems and considered this phenomenon very
much dependent on the exchange rate changes. Thus, if the
Central Bank had declared the range of exchange rates in
advance, it could also manage price expectations as they
would converge into these declared values. Consequently,
if price inflation could be controlled, interest rates could be
expected to decline and as a result, the fiscal deficit would
drop too. The fiscal deficit would contract because interest
payments had become the main determinant of the public
expenditure. For example, in 1999, interest payments of the
public domestic debt had become 35 per cent of the bud-
get.** The programme also assumed that once inflation was
controlled, not only economic growth could be boosted, but
also the balance of payments problems could be relieved
due to the restoration of export competitiveness. Before the
implementation of the programme, a partial devaluation
was undertaken to cushion the possible real appreciation
of the national currency. The programme also required the
attainment of a primary surplus in the budget as well as
certain monetary targets for the Central Bank which were
anchored to the level of international reserves.

4.4.2. The Crisis

Such a policy design of the IMF had major political and
economic fault lines: First of all, an exchange-rate based sta-
bilization programme was design-defective due to the very

existence of the fragile coalition government. Under such
conditions of political instability, technically a perseverant
stability programme could not be instigated or pursued. In
other words, the political assumptions of the programme
on the onset were erroneous. The second fault-line was
on the impacts of the designed exchange rate regime. One
should bear in mind that pegging the future exchange rates
at predetermined levels, would not only lure enormous
amounts of portfolio investments but also induce imports
excessively. Considering the negative growth rate of 1999,
the natural rebound of growth would also cause the current
account deficit to surge to higher levels.

Thirdly, such an exchange-rate based stabilization pro-
gramme would require full-flexibility of interest rates, and
in a country where domestic public debt is too high, this
would entail the further rise of interest rates and deter the
public sector financial accounts.

The 2000/2001 economic crisis occurred as a full-fledged
financial crisis.”® As it is briefed above, both political and eco-
nomic risks were effective in the instigation of this crisis. The
programme had accrued an excess current account deficit
beyond the calculations of the IMFE. (In 1999 the current ac-
count deficit was 0.4 per cent of GNP. In 2000 the deficit rose
to 3.7 per cent of GNP) Secondly, an immediate structural
accommodation was expected, but such an adjustment did
not follow. At first, the certainty on the future exchange rates
accompanied by high real interest rates attracted portfolio
capital, but when investors were distressed by the political
crisis, they hurried to exit in herd behaviour. The programme
also presumed that the banking system was prudent. None-
theless, this presumption was completely unfounded as pub-
lic banks were in duty-losses, and private banks were both in
high exchange-rate risks due to their short FX positions and
in interest rate risks due to the high allocation of long-term
Treasury bills in their assets.

2000/2001 was a typical twin-crises case as the crisis in
the banking system was coupled with a currency attack.”®
The first stage occurred in November 2000 as a banking
commotion. One major bank suddenly ceased its provision
of excess liquidity in the overnight market. Another me-
dium-sized bank, with its assets loaded with fixed interest
Treasury bills, was addictively financing these bills by bor-
rowing from the overnight market, showing a huge matu-
rity mismatch. When this bank failed to meet its liquidity
obligations from the money market, it applied to the lend-
er-of the-last resort mechanism or the discount window of
the Central Bank. The Central Bank intervened according-
ly, despite its limitation of net foreign assets”” required by
the targets of the IMF programme, but the intervention was

2 Comert and Yeldan (2018) qualifies this crisis as finance-led and finance-driven similar to that of 1994. Onis (2010), on the other hand, contends that the 2001 inciden-
ce was a fiscal and balance of payments crisis coupled with major structural problems in the banking sector.

5

Kaminsky and Reinhart (1999) qualify the coexistence of banking and currency crises as twin crises.
The Central Bank could only inject liquidity into the system within the limits of foreign reserves. That is why the system in operation resembled that of a currency board.
Alper (2001) in his article published right after the crisis contends that policies in maintaining the stream of good news were necessary to sustain capital inflows. He

also argues that there was inadequate backing for the programme by the IMF, especially to ensure the exchange rate. Nevertheless, we doubt if such an assurance could
be justified. Finally, he asserts that there was a design flaw in the sense that there was no sterilization rule to alleviate the interest rate undershooting at the start. Besides
these factors, he also considers the fragile banking system and unfavourable external conditions as major causes of the crisis.
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far from being satisfactory to extinguish the furore in mar-
kets. As a result, the problematic bank had to be seized by
the banking authority (Savings Account Insurance Fund).
Furthermore, the IMF moved, in return for a new letter of
intent by the government, enhancing the foreign reserves
with an amount of SDR 5,8 billion under its Supplemental
Reserve Facility. This new financial support was of utmost
vitality because at this first stage the foreign reserves of the
Central Bank had plummeted by 5.2 billion USD. Although
most scholars generally focus on the problems of the bank-
ing sector of the first stage, the subsequent capital flight was
no less important in the instigation of the twin crises.”

The most interesting stage of this twin-crises nuisance is
the second stage. On February 19™, Prime Minister Ecevit at
the exit of the National Security Council declared that there
was a state crisis between the President and himself. The re-
action of the market was horrific, and on that day, there was
a capital flight of 7.6 billion USD. Although the Central bank
intervened in the money markets, the repo rates hiked to
315.9 per cent. The next day the Central Bank altered some
of its monetary obligations as there were funding problems
in the interbank money market due to a secondary capital
outflow of 6.1 billion USD. The reporates this time soared to
1107 per cent overnight. The capital flight continued on Feb-
ruary 21* (4 billion USD) and repo rates hiked to 4474 per
cent overnight. By then, there were no exchange rate quota-
tions in the market as the forex market operations had come
to a halt. On the 22™ there were rumours about the float of
the exchange rates, though the exchange rate had already de-
preciated considerably in the secondary markets. On the 23,
the money markets halted completely and by the beginning
of the next week rumours spread about the resignation of the
chairman of the Central Bank. In short, the second stage is
a conspicuous currency attack case triggered by a political
crisis announced straight by the Prime Minister! At a time
when macroeconomic fragilities were at their apex and the
banking crisis was already recent, such an announcement
was more than enough to trigger the currency attack.

There is a criticism that IMF preferred banking crisis
against currency crisis and insisted on the seizure of trou-
bled banks. This criticism can hardly be justified because
the first stage of the crisis was truly due to the weakness
of the financial system. The plausible criticism against the
IMF should be on its advice of an exchange-rate based sta-
bilization policy under the conditional weaknesses of the
political and economic system. As noted above, such a sta-
bilization strategy could not be undertaken during politi-
cal instability, particularly in the presence of a fragile and
inconsistent coalition government. Furthermore, there was
no dedicated political will behind the programme. Again,

there was no social support or any kind of coordination, as
such a strategy was particularly dependent on expectations.
Secondly, although limited, there existed a current account
deficit (almost 1 per cent of GDP) before the enactment
of the programme and it would naturally deteriorate by
the managed exchange rates. (The current account deficit
soared to almost 10 per cent of GDP in 2000) Besides the
foreign debt of the country was already quite high; 41 per
cent of its GDP. Thirdly, despite the experience of the Asian
crisis, IMF failed to inspect the prudence of the banking
sector in advance. Thus, in the first stage, it was the fragile
banking system that drove the economy into a crisis. Last
but not least, the programme was designed for interest rates
to conform with reduced price expectations, but on the
contrary high public debt and the strain on the exchange
rate was drifting real interest rates.

Even though the 2001 crisis was mainly caused by the
design error of the IMF stabilization strategy®, the blame
of the crisis was laid solely on the government, mounting
the degree of its disreputability. Some economists, by then,
even argued that if a conflict had not occurred between the
prime minister and the president, the crisis would not oc-
cur. Although a simple logical exercise might contemplate
such a conclusion, the macroeconomic fragilities, which
have been neglected by the IMF, cannot be disregarded. If
macroeconomic vulnerabilities had not existed and if the
stabilization strategy of the IMF was appropriate, the quar-
rel between the president and the prime minister would not
cause a financial crisis perse.

Ironically, though the IMF was largely responsible for
the crisis, it was encountered as a saviour and a new IMF
programme was put into effect with the support of the me-
dia and the business world. This time, a different exchange
rate regime was implemented and the political coordination
of the programme was commissioned to a non-political fig-
ure Kemal Dervis, who was a senior officer of the World
Bank. The new programme received the support of the me-
dia and the business world and contained some important
structural reforms as well as measures of macroeconomic
adjustment. The prominent structural reform was the aban-
donment of the losses of the public banks by a prolonged
monetization process alongside budgetary constraints to
restrain its inflationary impacts. In short, the 2000/2001
program had stemmed on false political grounds and was
inappropriate for the macroeconomic fundamentals of the
Turkish economy.

4.5. The 2008/2009 Crisis: The First Crisis Without
Domestic Implications

The economic crisis of 2008/2009 was distinct by its
causes.” First and foremost, unlike its predecessors, it was,

country.

88

currency depreciation. Yet, in this crisis, such a surplus never appeared.

The design flaw of the stabilization programme recommended by the IMF was so obvious that since then the IMF never recommended such a programme to any other

This crisis had salient political consequences rather than political effects. Besides, the political milieu was rather stable until the 2008/2009 crisis.
In all past crises of the Turkish economy, there was a period of current account surplus due to the contraction of import demand and the rise of exports induced by
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to a large extent, a globally-induced economic crisis.

The global liquidity crisis in 2008 which was ignited from
the US economy is a commonly known incidence. The high
capital account surpluses of the US inferred immense capital
inflows which also reduced domestic interest rates and en-
hanced the suitability of credit conditions, and subsequently
caused the rise of asset bubbles especially in the real estate
market. This enhanced suitable credit condition had also
been accompanied by the massive liquidity injection and re-
duction of the borrowing rate of the FED since 9/11. Mort-
gage lenders issued 1 trillion USD of new mortgages each
year in 2002 and 2003, and they increased by 40 per cent in
2004. Investment in the residential estate as a share of GDP
rose from 26 percent in 2000 to 37 per cent in 2007. Con-
sequently, prices surged by 60 per cent. About 1/3 of these
funds were provided with complex financial instruments,
like mortgage-backed securities and collateralized debtobli-
gations. Thus, creditors were able to take more risks as they
possessed securities at their disposalanyway. Nonetheless,
these instruments did not cover the risk of falling housing
prices; and housing prices fell by 25 per cent during 2007-
2008. Eventually, when they declined to pre-bubble levels,
asset-backed securities had lost most of their value. As those
institutions that had these securities were highly leveraged,
this created a debt-service problem. This is the synopsis of
the global crisis in 2008/2009. Meanwhile, before the crisis,
the economic climate in Turkey had two major features: On
the one hand, the labour-intensive exports, like textiles, had
started to falter, especially due to the Chinese competition,
and secondly, monetary policy had been tightened due to the
inflationary hike in 2006. (The inflationary hike was stimu-
lated by higher food prices and the depreciation of the ex-
change rate) The average growth rate of the economy during
2002-2005 was 7.3 per cent but had moderated to 4.7 per cent
in 2007 before the global crisis.

The global crisis spread to the Turkish economy through
two main channels: Firstly, there were net financial out-
flows for at least 3 quarters, and secondly, there were export
shocks due to the slump in the foreign demand albeit the
exchange-rate depreciation. Considering the fall in domes-
tic consumer confidence, this implied a more dramatic de-
cline in aggregate demand.* When the crisis hit the Turkish
economy through these channels, the exchange rate reacted
immediately, with depreciation from 1.24 TL/$ to 1.69 TL
within a month in October 2008.%2

The Bloomberg-HT Consumer Confidence Index
slumped to 54.5 in April 2008 from a level of 105 in Au-
gust 2008 and did not recover until the end of the year. (It
retrieved back to its original level by June 2009) This de-
cline was caused by several factors: there was the roll-over
risk of private sector foreign debt, especially during the li-

quidity squeeze (credit crunch) caused by the falling risk
appetite and overcautious banks. There were also concerns
about fiscal discipline since the IMF Stand-By agreement
was due to expire by May 2008. Finally, the memories of
past crises were still fresh and vivid reviving anxieties. In
sum, the main impacts of the global economic crisis on the
Turkish economy should be attributed to the global shock
and subsequent uncertainties, and the deterioration of do-
mestic confidence. No doubt, the Turkish economy was hit
very severely by the global crisis. Nevertheless, except for
the Asian economies, most emerging economies were hit
worse than Turkey. The Turkish economy, unlike its peers,
showed negligible growth performance in 2008 (0.65 per
cent) but slumped relatively less (-4.7 per cent) in 2009.

The major disadvantage of the Turkish economy unlike
those of previous crises was the very high private sector for-
eign debt. The total private sector foreign debt was 29.2 bil-
lion USD (8.3 % of GDP) in 2002 but it doubled in 2008 to
741.8 billion USD (19 % of GDP). That is why Onis (2010)
terms the 2008/2009 crisis as the crisis of the real sector.”

The relatively limited contraction of the Turkish econo-
my was due to some resiliencies. First of all, this time the ra-
tio of public debt to GDP was much lower than in the past;
below 40 per cent. Furthermore, in 2007 consumer price
inflation was at a moderate one-digit level, 8.4 per cent and
unlike its predecessors, interest rates did not surge upwards
as the floating exchange rate regime had replaced the role of
offsetting. The global crisis was quickly ameliorated, by the
US Federal Reserve and other major central banks, through
lavish quantitative easing measures. Many emerging coun-
tries, including Turkey, benefited from this policy choice of
the advanced economies by increased foreign investments.
Another, important advantage of the Turkish economy was
the immediacy of its counter-cyclical policies, both by fiscal
and monetary expansion. On the other hand, the banking
sector had become prudent due to strict financial regula-
tions and the macroeconomic balances were already rela-
tively healthier due to sound monetary and fiscal policies
and most importantly due to political stability.

Although it is mentioned that the emergence of the
2008/2009 crisis cannot be ascribed to political instabili-
ty per se, this does not imply that financial markets were
insusceptible to political events. First of all, on April 27%,
2007 there was an e-memorandum that was declared by the
Army through its official website which called for attentive-
ness about secularism especially in electing the new presi-
dent. Despite this political event, the results of the general
elections of 2007 enhanced the political power of the gov-
erning AKP, and soon after, the president was elected in the
parliament. Nevertheless, there were certain ramifications
of the e-memorandum in 2008, i.e. a legal case for closure
was filed against the ruling AKP with the allegation of mis-
conduct against the secular nature of the state.

*' In March 2009, TL was as low as 1.80 TL/$, but then onwards it appreciated back to 1.50 TL/$

*>" Onis also argues that there had been frequent political crises before the 2008/9 economic crisis but they had no role in its creation.

* Relations with the EU and US was rather amicable by then, and tensions in the region had not started. Furthermore, the government very wisely applied to the IMF (for
SDR) in 2009 and received an equivalent of 1.5 billion USD as a cushion to offset the reserve losses of the Central Bank.
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Similarly, some members of the intelligentsia and army
officers were arrested in 2007, by allegations of attempting to
overthrow the democratic government. (These arrests inten-
sified in 2009 April.) Although these events were so promi-
nent in creating severe political instability, which might lead
to an economic crisis, the 2008/2009 crisis was predominant-
ly incurred by global influences. This is obvious because the
economic crisis terminated by the end of 2010, despite the
continuation of adverse political conditions. Nonetheless, it
must be reiterated that despite these adverse political condi-
tions during the 2008/9 economic crisis, the existence of the
one-party (and being recently re-elected) government pro-
vided the overriding favourable political factor which pro-
cured the resilience of the Turkish economy.

As for economic fortunes, the role of foreign support™
and the abundance of international liquidity should not be
disregarded in the comprehension of quick recovery. Fur-
thermore, the low public debt ratio and the moderate rate
of inflation provided the opportunity for fiscal and mone-
tary expansion. Finally, and perhaps most importantly, the
prevalence of flexible exchange rates was the main econom-
ic advantage when compared to the past economic crises.

4.6. The 2018 Economic Crisis: Tension In Foreign
Relations, Domestic Political Instability Or
Contra-Market Intervention Again?

The instigation of the 2018 economic crisis is a con-
tentious issue. Although there was no net negative growth
in 2018 or 2019, when figures are examined on an annual
basis, the substantial economic decline can be detected by
quarterly observation. The economic decline started in Q3
of 2018 (2.5 per cent) and turned into a net contraction in
Q4 of 2018 (-2.7 per cent). The negative growth continued
through Q1 (-2.6 per cent) and Q2 of 2019 (-1.7 per cent).
As the recovery in Q3 of 2019 was lean (1 per cent) and as
there was a continuous contraction for 3 consecutive quar-
ters, the performance of the economy can be specified as a
recession. In 2017, the aggregate demand was quite buoyant
which provoked the rise of inflation from 8.5 per cent to
11.9 per cent and imports from 192.6 billion USD to 222.8
billion USD. As a result, the current account deficit surged
from 26.9 billion to 40.8 billion USD. Yet, due to the im-
mense exchange rate shock in 2018, consumer inflation
hiked to 20.3 per cent by a significant pass-through and the
current account deficit contracted to 20.7 billion USD.*

Foreign debt was one of the major burdens of the 2018
crisis. As a ratio of national income, it was 47.5 percent in
2016, but increased to 53.5 per cent in 2017 and then fur-
ther to 56.7 per cent in 2018. This debt was primarily due to
the private sector. Whilst portfolio investments were flow-

ing in and repressing the exchange rate, the private sector
(both financial and non-financial), kept borrowing from
foreign markets.

The private sector external debt was 18.1 per cent of
GDP in 2002. At the onset of 2008, this ratio reached 23.5
per cent, and in 2017 it hiked to 36.8 per cent of GDP.

The second but more important economic issue in the
background of the 2018 economic crisis was the rapid and
dramatic deterioration of the fiscal discipline. Although the
ratio of public debt to GDP (by the EU standard) was rather
stable (27.4 per cent in 2015 and 28 per cent both in 2016
and 2017), the primary surplus declined very rapidly since
2015. It dropped from 2.2 per cent in 2015 to 0.63 per cent
and almost diminished to less than 0.1 per cent in 2017.% In
short, the twin deficits were effective in the economic back-
ground of the crisis.

The political aspect of the 2018 economic crisis dates
back to the general elections of June 7%, 2015. As there was
no parliamentary majority to form a one-party government,
the two major parties AKP and CHP looked for the prospect
of a coalition. Yet, soon it was recognized that such a coali-
tion was impossible and the newly elected President Erdogan
called for the repeat of elections on November, 1. Nonethe-
less, the coalition pursuit caused more than 5 months of un-
certainty, and hence incurred significant political instability,
which indicated that the absolute political power of AKP was
eroding. Moreover, the terrorist activities in the South-East
of the country had already exacerbated political instability.
On July 15" 2016, a coup was attempted by an iniquitous
faction within the Army to overthrow the incumbent and
democratically elected government but failed due to civil re-
sistance of all political parties. This incident was the turning
point of political stability as consumer confidence started to
falter from then onwards. The exchange rate did not respond
immediately, but by the second half of the year, it depreciated
by 34 per cent. Despite some temporary political stability in
2017, the referendum for constitutional change from parlia-
mentary to presidential system created a divided society and
polarized the political system. On April 19, 2018 the US of-
ficials demanded the release of a US citizen and consulate of-
ficer Pastor Brunson who was convicted of being involved in
the coup attempt. By the plea of the court order, the Turkish
government at first rejected such a demand. Yet, the conse-
quent diplomatic tension was so fierce and devastating that
it triggered a currency attack® (impacted by portfolio capital
flight and domestic demand for foreign currency) and sub-
sequently the exchange rate escalated from 3.81 TL/$ until
6.69 TL/$ by September 2018 (76 per cent depreciation).*®
The immense demand for foreign currency and short-term

3 Once the crisis broke out, the current account deficit retracted to 21.7 billion USD in 2019, similar to past economic crises.

* In 2018, there was a net primary deficit of 0.25 per cent of GDP.

¢ On August 10th, 2018 US President posted a tweet ‘T have just authorized a doubling of Tariffs on Steel and Aluminum with respect to Turkey as their currency, the
Turkish Lira, slides rapidly downward against our very strong Dollar! Aluminium will now be 20% and Steel 50%. Our relations with Turkey are not good at this time!’
By next Friday, he posted a second tweet “We will pay nothing for the release of an innocent man, but we are cutting back on Turkey!”

37 Boratav (2018) showed that in August 2018 the total foreign exchange demand of foreign investors and domestic residents was equivalent to 14 billion USD which was
financed by Central Bank reserves and the current account surplus of 2.6 billion USD procured by the drastic economic contraction.

* The weekly repo rate of the Central Bank policy rate is considered as the policy rate.
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Table 1. Presidential intrusion in the determination of the CB Policy Rate

Dates CB O/N Borrowing CB O/N Lending 1-Week Repo T-Bill Compound
25 Jan. 2017 7.25 9.25 8.00 11.00
1 June 2017 15.00 16.50 8.00 11.25
1 June 2018 16.25 19.25 16.50 16.60
8 June 2018 22.50 24.00 17.75 19.00
14 Sept. 2018 22.50 25.50 24.00 25.00
21 Sept. 2018 18.25 21.25 19.75 25.00
26 July 2019 15.00 18.00 16.50 20.30
25 Oct. 2019 12.50 15.50 14.00 14.18
13 Dec. 2019 10.50 13.50 12.00 11.64

capital flight caused gross international reserves of the Cen-
tral Bank to be drained from 116.1 billion down to 84.4 bil-
lion USD within 8 months since February 2018. Consumer
confidence also collapsed by 39 per cent (from a level of 87.5
in January to 57.6 in September) regarding the rapid depreci-
ation of the exchange rate.

As a result of this crisis, the government called for early
elections on June 24™, 2018. The results of the elections did
not provide a parliamentary majority for AKP on its own,
but it was in an alliance with the nationalist MHP. Besides
Erdogan was elected as president anyway. Although the
economic crisis did not ease until the elections, two factors
contributed to the de-escalation of the crisis: firstly, three
weeks before the elections the president gave his consent to
the increase of policy rate of the Central Bank (which had
long been obstructed by him) from 8.0 per cent to 16.5 per
cent (a rise of 850 basis points). As this rise was insufficient
to impede the depreciation of the TL, within a week the pol-
icy rate was raised again by 125 basis points to 17.75 per
cent. Nonetheless, the new level of interest rates was still in-
adequate to extinguish the furore in the financial markets.
Thus, this time the Central Bank raised its policy rate* by
625 basis points to 24 per cent. The second factor was rather
a political change; the Turkish government recanted from
its insistence to retain Pastor Brunson in prison, and first
extricated and then extradited him.

The above table contains crucial data that depicts Pres-
ident Erdogan’s intrusion into the independent determina-
tion of the Central Bank (CB) to determine its policy rate
independently. The first column of Table 1. shows those
meeting dates of the Monetary Policy Committee for policy
rate changes. The second and third columns show the over-
night (O/N) borrowing and lending rates of the CB. The
fourth column displays the one-weekly repo rates of the CB,
which is also accepted as its policy rate. In the last column,
the compound interest rates of the corresponding auctions

of Treasury bills are shown. They correspond to the values
of the nearest auction date before the policy-rate change, to
show the market interest rate level. It is so obvious that for
one year (from June 1%, 2017 until June 1%, 2018) the CB
was under an immense political strain to refrain from ad-
justing its policy rate, despite the escalation of interest rates
in the market. Eventually, the CB on June 1 2018 raised its
lending rate by 725 basis points but kept its weekly repo rate
(policy rate) intact. Indeed, the CB had effectively raised
its interest rate but officially it was still indicating a lower
policy rate to markets (and to the President!). Analogously,
the interest rates in the bond markets had risen in line with
the CB O/N lending rate (lender-of-the last resort window)
showing that due to the intrusion and pressure of the Pres-
ident, the official policy rates of the CB had derailed from
markets. This disruption remained and the CB had to raise
interest rates twice again for the realignment of market and
policy rates. Yet such a loss of policy transparency and the
complication of the use of policy instruments naturally re-
sulted in the loss of confidence and the erosion of consumer
sentiment in markets.

Whichever is overriding, the 2018 crisis is incurred by
three factors; the long political instability due to polariza-
tion, the tensions between the US and Turkey due to Pastor
Brunson and the obstruction of the President of the Central
Bank for changing its policy rates.*

As noted above, since the financial liberalization attempt
in 1989, the Turkish economy has been confronted with four
financial crises. In all of them, capital flight or currency at-
tack was effective. In all of these crises, interest rates hiked
and the exchange rate depreciated, but each of them had dif-
ferent features. In 1994, both the exchange rate and interest
rates hiked. In 2001 the interest rate effect was enormous due
to the fixed exchange rate regime. Although in the 2008/9
crisis, consumer confidence plunged drastically by 91 per-
cent from its peak level in 2007, its impacts on the interest

¥ On October 7th, 2019 when there was a conflict over Northern Syria between the US and Turkey, President Trump threatened again to inflict the Turkish economy
by posting a tweet ‘As I have stated strongly before, and just to reiterate, if Turkey does anything that I, in my great and unmatched wisdom, consider to be off-limits, I
will totally destroy and obliterate the Economy of Turkey (I've done before!). They must, with Europe and others, watch over... But this time effects of this threat on the

financial markets were limited due to the attentiveness of the Central Bank.

4 Peak figures are shown. In August 2018 there was another wave of capital flight of 1.5 billion USD mostly from the stock market.
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rates were limited, thanks to fiscal discipline, IMF aid and
flexible exchange rates. In the 2018 crisis, consumer confi-
dence declined by 52 per cent, but interest rates were almost
doubled and the national currency depreciated by 66.5 per
cent despite the heavy losses of international reserves. Our
explanation for this difference is the loss of political instabili-
ty amid the rapid escalation of private foreign debt.

5. CONCLUSION

Economic crises in Turkey have been changing con-
cerning their origin and nature. The devaluation of 1946
was distinct amongst all of the early devaluations, as it was
held by the discretion of the government as a contingency
against an imminent external deficit. Since then, all devalu-
ations have involved some degree of political instability and
were technically unavoidable. For example, though the in-
cumbent political party, DP, was in favour of extending the
welfare of the farmers by excessive public spending, it lost
most of its credibility during 1955-1957 due to the infla-
tionary pressures and the upsurge of political tension. The
1958 devaluation was an inevitable obligation due to the
external deficit. The 1970 devaluation, like its predecessors,
followed rising political instability (this time the anarchic
environment) albeit a debilitated one-party government.
All of these devaluations had political consequences, in the
sense that in the first two the incumbent governments lost
elections but in the final one, it was pulled down by a mil-
itary coup.

The 1978/9 crisis was the first foreign-induced crisis
that was engendered by the surge in oil prices. Yet, one must
bear in mind that it was not just the subsequent external
deficit that incurred the 1978/9 crisis. The prevalent polit-
ical instability, which was affected by the fragmented po-
litical structure and political polarization, not only had an
impact on the short-living coalition governments but also
played a major role in the instigation of crises.

The 1994 economic crisis was also distinct. First of all,
there was a mistake in the policy strategy, as the crisis rest-
ed on an immature financial liberalization attempt, which
mounted the interest burden on the budget. The second
mistake was in macroeconomic management. The crisis

was indeed triggered by the contra-market intervention of
the Prime Minister in financial markets and was the first
where there was a portfolio capital flight.

Although in the aftermath of this crisis, fragmentation of
the political system deteriorated further, the 2001 economic
crisis should primarily be attributed to the design-defective
of the stabilization policy of the IME This is because an
exchange-rate based stabilization policy, through the man-
agement of expectations, cannot be implemented during
political instability or within a fragmented political system.
According to Onis (2010), poor governance was effective in
all crises as they were products of populist cycles. As not-
ed above, the incompetence in public debt management in
1994, the design-defect of the IMF programme in 2001 and
the stubborn and inane political obstruction of the Central
Bank to raise its policy rate in 2018 contributed to the in-
stigation of crises. The only exception was the 2008/9 crisis,
where relative macroeconomic prudence and expertise in
countercyclical policy procured quick recovery. In all eco-
nomic crises, we observe the loss of fiscal discipline and
subsequently higher external deficit as common features.
The longstanding foreign deficit has caused an accumula-
tion of foreign debt of the private sector, and this has con-
stituted the conventional economic background of crises.
Nevertheless, as explained above, the populist tendencies in
fiscal policy have social and political motives.

Since financial liberalization, but especially in the last
decade, foreign debt dynamics have become essential due
to the high risk of a sudden capital flight or a currency at-
tack. Though political instability on its own has a limited
role to impair financial stability, since financial liberaliza-
tion it has become an imperative. By the potential to affect
both the consumer sentiment and the investor appetite
adversely, political instability can have detrimental effects
on macroeconomic balances through the interest rates (do-
mestic debt dynamics) and the exchange rates (foreign debt
dynamics).

In this sense, the Asian crisis has been a very illuminat-
ing example for the comprehension of the role of political
instability, besides other political factors, in the emergence
of economic crises. Our analysis here is naturally confined
to the Turkish experience. We tried to show that some po-

Table 2. The Comparison of the processes of the 2008/9 and 2018 crises

Consumer Exchange = Commercial Treasury Intern. Capital % Change
Confidence Rate ($/TL) Lendingrate Bill rates Reserves  Flight*! in Total
(Bloomberg) Investment*?
Sept. 2007 105.2 1.25 219 20.0 108.3 2008(6) 2009 (Q1)
Nov. 2008 55.09 1.61 24.4 22.8 112.3 =$-3bn. =-35.1
Jan. 2018 87.5 3.76 20.1 13.5 116.1 2018 (3) 2019 (Q2)
Sept. 2018 57.6 6.26 38.5 25.1 84.2 =$-2.3bn. =-21.0

4 Peak figures are presented with their corresponding dates.
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litical instabilities (although not all) have led to macroeco-
nomic imbalances. We also showed that all political crises
led to macroeconomic imbalances whilst some of them
have even instigated economic crises.

The influence of political instability on macroeconomic
balances depends on the existence and extent of macroeco-
nomic fragilities. Depending on the types of policies pur-
sued, these fragilities differ from one country to another,
such as; the entity of current account deficit and subse-
quently the extent of foreign debt, and/or the entity of bud-
get deficit and subsequently the size of the public debt and/
or the shortage of international reserves. Once these fragil-
ities become dominant, political instability becomes instru-
mental in instigating an economic crisis. Finally, it must be
contended that those macroeconomic fragilities caused by
the flawed policy preferences of governments have certain
socio-political implications.
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Bolgelerin giiglii yonlerine dayali bolgesel kalkinma politikalari, yenilikgilik igin anahtar ni-
teligindedir. Siirdiiriilebilir bityiime i¢in her bélge kendi 6z bilgi havuzu izerinde temellendi-
rilmis biiytime yollarini kesfetmelidir. Tiirkiyedeki ekonomik faaliyetin bolgesel kiimelenmesi
konusuna odaklanan ¢aligmalar bulunmasina ragmen, bolgelerin giiclii yonlerine dayali yeni
teknolojileri gekme potansiyelleri konusunda kisith bilgi bulunmaktadir. Bu makalenin ilk he-
defi, Tiirkiye'nin 2010 ve 2017 yillarina ait bilgi alaninin haritasini ¢izmektir. Makalenin ikinci
hedefi, Tiirkiyedeki NUTS3 bolgelerinin 2010 ve 2017 yillarindaki iligkiliik ve bilgi karmagikligi-
n1anlamaktir. Ugiincii hedef, Tiirkiyedeki bolgelerin bélgesel yenilikgiligi (patent basvurulart) ile
iliskililik ve bilgi karmagikligi arasindaki iligkiyi gostermektir. Bolgelerin iliskililikleri, iligkililik
yogunlugu degiskeni ile ol¢tilmektedir. Bilgi karmagikligi ise bilgi karmagiklig1 endeksi ile 61-
¢iilmiigtiir. Patent bagvurularinin boélgelerin iligkililik yogunlugu ve bilgi karmagiklig: ile kore-
lasyonunu anlamak igin regresyon analizi kullanilmistir. Kontrol degiskeni olarak, ¢esitlenme
degiskeni kullanilmistir. Analizler, Tiirkiyedeki bilgi alaninin 2010 ve 2017 arasinda daha yogun
bir hale geldigini ve iliskililik ve bilgi karmagiklig1 bakimindan bolgeler arasinda farkliliklar
oldugunu gostermektedir. Cesitlenme ve iliskililik yogunlugu patent bagvurular: ile pozitif yon-
de bir korelasyona sahipken, karmagikligin bolgesel yenilikgilikle iligkili olmadig1 goriillmiigtiir.

Atof i¢in yazim sekli: Akgiingor, S., & Abay., M. (2021). Knowledge Space, Relatedness and

Complexity: A Regional Analysis in Turkey. Yildiz Social Science Review, 7(2), 110-122.

1. INTRODUCTION

Unlike the “one size fits all” approach to regional devel-
opment, it is well known that enabling each region to have a
distinct focus on its unique characteristics is key to sustain-
able competitive advantage (European Commission, 2020a).
In 2011, Smart Specialisation Strategy was identified as the
main programme by the European Union for reaching its
smart, sustainable, and inclusive growth objectives. It has
also been described as a supporting tool for its Territorial
Cohesion Policy which is essential for eliminating differenc-
es between regions by ensuring a balanced development. It is
defined as an innovative perspective based on integrated and
place-based economic transformation by focusing on each
region’s strengths, competitive advantages, and potential for
excellence (Foray et al., 2012). The role of conducting place-
based innovation strategies also comes to the forefront in
creating clusters for high-value added and innovative invest-
ments that require high amount of cumulative knowledge
(Widuto, 2019). Smart innovation strategies make it possible
to create interregional clusters by linking regions with sim-
ilar knowledge and enable the accumulation of knowledge
required for progress. Therefore, the focus on regional spe-
cialization policies should be on region’s competencies where
each region discovers its own growth path.

Potential economic activities of a region should be
determined by taking into account the relatedness of the
industries in the region (the extent to which a new tech-
nology/occupation/industry is related to pre-existing skills
and capabilities in the region) and technological complexity
of the industries (potential socio-economic impact of di-
versifying into specific activities) (Hidalgo and Hausmann,
2009; Hidalgo et al., 2018; Balland et al., 2019). This concept

is fundamental in smart specialization policies. Balland et
al,, (2019) propose that regions should develop on sectors
that are technologically related to the regions’ core strengths
and are difficult to replicate outside the region. Relatedness
and complexity are two key dimensions in choosing sectors
for regional smart specialization.

In Turkey, early studies with a distinct focus on regional
specialization are on cluster formation in Turkey (see, Celik
etal., 2019 for a review). The studies demonstrate geograph-
ical distribution of economic activity. There are also studies
with special focus on technological composition of clusters.
Kaygalak (2013) propose that none of the identified clusters
include high-tech sectors. Kaygalak and Reid (2016) and
Gezici et al,, (2017) further demonstrate that increases in
sectoral agglomerations tend to be within the medium-low
and medium-high technology sectors. In general, existing
studies confirm that Turkey’s industrial activities contain
medium and low technologies.

In relation to the diversity of economic activities and
knowledge bases and, indicators of regions’ core strengths,
Kustepeli et al., (2013) explore the impact of related variety
on economic performance of the regions. Following the re-
gional innovation policy model, based on the idea of con-
structing regional advantage (Asheim et al., 2011), Giilcan
etal., (2011) demonstrate differentiated knowledge bases in
Turkish textile industry.

Although existing studies in Turkey reveal evidence on
differences in spatial distribution, technology composition
and knowledge of economic activities, little is known on
how different technology classes are connected to each oth-
er as well as how relatedness and knowledge complexity of
the regions have impact on regional innovativeness. Relat-
edness shows potential for regions’ branching opportuni-
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ties into new and related technologies. Related technologies
could be source of creating and developing innovations.
Similarly, complexity of knowledge indicates that regional
capabilities are unique and hard to imitate in other regions,
thus creating source of regional competitiveness.

Building upon the smart and inclusive growth priorities
defined by the EU, the paper focuses on the role of knowl-
edge for strengthening innovation in individual regions.
Knowledge-based economy dimension of the Smart Spe-
cialization framework can be regarded as an approach that
will help regions to identify and develop their own com-
petitive advantages, and as a result boost growth and jobs
across regions (European Commission, 2020b). Thus, this
paper aims to contribute designing policies for regional de-
velopment based on regions’ local competitive assets and
own competitive advantages by tracing undiscovered op-
portunities within regions.

There are three aims of the paper: The first aim is to
map relatedness between technology classes in Turkey for
2010 and 2017. The second aim is to understand related-
ness (branching opportunities) and knowledge complexity
in Turkey’s regions for 2010 and 2017. The third aim is to
demonstrate how relatedness and knowledge complexity are
related to regions’ innovativeness.

The paper proceeds as follows. In section 2, theoretical
background of the regional diversification and economic
complexity concepts is explained. In section 3, the data and
analysis methods used in the study are presented. In section
4, findings on knowledge space, and relatedness and com-
plexity estimations as well as the econometric analysis are
shown. In section 5, a conclusion based on our findings is
provided.

2. THEORETICAL BACKGROUND

The theory is based on the view that regional compet-
itive advantage depends on the conditions on the use of
regions’ core knowledge and competencies. This idea has
grounds on the stream of literature on regional innovation
systems (Freeman, 1995; Cooke et al., 1997) and learning
regions (Morgan, 1997; Lundvall and Johnson, 1994). The
work on constructing regional advantage brings together
the concepts like related variety, knowledge bases and poli-
cy platforms (Asheim et al., 2011). As suggested by Balland
and Rigby (2017), geography has a significant role in deter-
mining the emergence and evolution of knowledge.

The literature on regional accumulation of economic ac-
tivities starts with the work of Marshall (1890) on agglom-
eration externalities. The central idea is that economic per-
formance of regions is related to regional specialization and
co-location of economic activities. Jacobs (1969) further
proposed that different industries where there is variety
of economic activities causes diversification externalities.
Jacobian externalities cause knowledge spillovers between
different industries and diversification leads to more in-

novative regions. The evolutionary discourse (Nelson and
Winter, 1982; Frenken et al., 2007; Boschma and Frenk-
en, 2006) focuses on evolutionary principles to explore
how firms, industries, regions change over time. Regional
growth is a dynamic process and path dependent (Kogler
et al., 2013; Martin and Sunley, 2015). Central to sustain-
able long run growth is the influence of the capacity to pro-
duce economically valuable knowledge and innovativeness
(Schumpeter, 1939; Nelson and Winter, 1982). However,
it is also well documented and argued that distribution of
knowledge is uneven across geographies thus causing dif-
ferences in economic growth and development (Whittle
and Kogler, 2019). Production of knowledge and innova-
tiveness explain differences in economic performance of
the regions (Schumpeter, 1942; Solow, 1956; Nelson and
Winter, 1982; Romer, 1990).

In their work on smart specialization, Balland et al.,
(2019) combine regional diversification literature (Hidalgo
et.al,, 2018; Neftke et al., 2011) and economic complexity
literature (Hidalgo and Hausmann, 2009) and argue that re-
latedness and knowledge complexity are key concepts for a
place-based policy (Boschma, 2014). Relatedness concept is
related to the idea that knowledge creation is the combina-
tion of existing ideas. Foundations of knowledge and inno-
vation are related to re-construction of the components of
core ideas and therefore an evolutionary process. Frenken
and Boschma (2007) propose that diversification of the eco-
nomic activities is a branching process and the emergence
of new technologies is not random and rather dependent
on past knowledge. Innovations and new technologies are
based on existing set of capabilities (Boschma, 2017).

In addition to the significance of relatedness (as opera-
tionalized by relatedness density) for branching opportuni-
ties, regions tend to have competitive advantage when the
technologies are unique and hard to copy. What is highly
valuable for sustainable regional growth is the ability to
create knowledge that tends to be complex. Knowledge
complexity resulting from valuable and tacit knowledge is
difficult to imitate and access by others (Hidalgo and Haus-
mann, 2009). Balland and Rigby (2017) demonstrate that
complexity correlates with the long run patterns of eco-
nomic performance and regions develop based on their ex-
isting knowledge cores.

Following the regional diversification literature and
economic complexity literature summarized above the pa-
per aims to test the hypothesis that regional innovativeness
is positively correlated with regions’ relatedness density and
knowledge complexity. Relatedness proposes a relationship
between specialization of a new activity and the presence
of related activities in that location (Hidalgo et al., 2018).
Similarly, complexity as measured by the presence of com-
plex (hard to imitate) activities in the regions results with
valuable economic outcomes coupled with tacit knowledge
(Rigby et al., 2019; Maskell & Malmberg, 1999).
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3. METHODS

3.1. Data

To identify technological fields and compute mea-
sures of relatedness and knowledge complexity, we use
OECD-REGPAT database January 2020 Edition (OECD,
2020). OECD-REGPAT contains patent data that are linked
to the regions utilizing the addresses of the applicants and
inventors. Regional patent data covers more than 5500 re-
gions across OECD countries'. In this study, we use patent
data for the years 2010 and 20172. The patent data is ag-
gregated at NUTS3 level. The data is cleaned and grouped
according to World Intellectual Property Organization
(WIPO) technology classification “New concept of technol-
ogy classification, update: May 2008” (Schmoch, 2008). Ac-
cording to May 2008 classification, IPC codes are grouped
according to 5 technology classes and 35 sub-technolo-
gy classes. We use the latest version (July 2019) of WIPO
IPC-Technology Concordance Table to group IPC codes of
the patents into WIPO technology classes.

3.2. Analysis Methods

3.2.1. Measuring Relatedness

Relatedness is measured by the method following
Boschma et al.,, (2015) and Rigby (2015). The method is
based on counting the number of patent claims for a given
period that contains a co-class pair of technologies i and j
and standardizing this count by the total number of patents
that contain i and j. Relatedness between technology i and j
(¢,) is a standardized measure of the frequency with which
two IPC classes appear on the same patent. This paper fol-
lows the method outlined in Balland et al., (2019). The anal-
ysis is completed with EconGeo R package (Balland, 2017).
Using relevant directions outlined in EconGeo R, we devel-
op the knowledge space, which is a formal demonstration of
relatedness between technologies.

Relatedness across space is demonstrated by the knowl-
edge structure of Turkey’s NUTS3 regions. Following the
method demonstrated in Balland et al., (2019) and use of
EconGeo R package, we calculate the density of technology
production in the vicinity of individual technologies i for
each NUTS3 region (r) in Turkey for 2010 and 2017. Related-
ness of the regions is operationalized by relatedness density.

As specified in Balland et al., (2019), the relatedness
density of industry i, in region r at time t is presented below:

RDiyi = Ljer,jzi Pij 4 100

Yj=i®ij (1)

RDj,rtis the relatedness density of technology i to all oth-
er technologies j where the region r has relative technological
advantage (RTA) at time t. It is estimated by using the Equa-

tion (1). g is technological relatedness of technology i with
technology j. RTA is a binary variable that takes the value 1
when the region has higher share of patents in technology i
in comparison to the share of patents in technology i in the
country; and 0 otherwise (similar to the notion of location
quotient). Relatedness density is therefore the technologi-
cal relatedness of technology i to all other technologies j in
which the region has relative technological advantage (RTA),
divided by the sum of the technological relatedness of tech-
nology i to all other technologies in Turkey at time t.

We use average relatedness density variable to measure
regions’ potential for branching into new and related tech-
nologies. Average relatedness density of regions represents
technological flexibility (the structure of the knowledge
base) of the regions as demonstrated in Balland et al., (2015)
with calculation procedures outlined in EconGeo Package
(Balland, 2017). Average relatedness density (technological
flexibility) represents the average relatedness of the tech-
nologies present in the region to all technological classes
that are not yet in the city. Using average relatedness density
variable, it is possible to reveal the branching opportunities
and potential to diversify into new and related technologies
in Turkey’s NUTS3 regions.

3.2.2. Measuring Complexity

Quality of the knowledge created in the region is mea-
sured by complexity. Knowledge is valuable if it is difficult
to replicate outside the geography. Knowledge that is tacit
and sticky in the field is a source for competitive advantage
in regions.

This paper follows the method proposed by Hidalgo and
Hausmann (2009) using export data. Balland et al., (2019)
demonstrates the use of the method with patent data. The
method connects the regions to technologies in which they
have RTA. The complexity is determined by the range and
ubiquity of the technologies that the regions use. The vari-
able that measures complexity of knowledge in regions is
knowledge complexity index (KCI).

KCI has two components. Diversity is the number of
technology classes in which the region (r) has relative tech-
nological advantage. Ubiquity is the number of regions that
exhibit revealed technological advantage in a given technol-
ogy (Balland and Rigby, 2017). Diversity and ubiquity are
estimated with Equation (2) and Equation (3), respectively.

Diversity = Ky, 0= X; M;.; )
Where M is a binary variable that represents whether
the region r has RTA in the production of technology i.
Ubiquity = Kig = X, My; 3)
Where M, is a binary variable that represents the num-
ber of regions with RTA in the production of technology i.

The database was produced by counting patent applications rather than an approval-based approach. Since it takes long time (generally two to ten years) for patents to

be approved in some cases, it is possible that approval-based counts do not reflect the conjuncture at the relevant period. Therefore, the data consist of application-based

patent counts, in line with the more common approach (Maraut et al., 2008).

2 2017 was the latest complete data available for Turkey in the REGPAT database during the time of data download.



114

Yildiz Social Science Review, Vol. 7, No. 2, pp. 110-122, 2021

The KCI combines the information obtained from the
diversity and ubiquity variables following the iterations out-
lined in Hidalgo and Hausmann (2009). The method includes
sequentially combining the diversity of regions and ubiquity
of technological classes and simultaneously computes Equa-
tion (4) and Equation (5) over a series of n iterations:

. 1
KCl(regions) = Ken = azi M, iK;pn_q (4)

. 1
KCI (technologies) = Kin = EZ;’ M, Ky nq (5)

3.2.3. Exploring Correlation of Relatedness Density
and Complexity on Regional Innovativeness

We use regression analysis to find the correlation of relat-
edness density and complexity with regions’ innovativeness.
Innovativeness variable measures the number or patent ap-
plications in a region at time t (PAT). The independent vari-
ables in the model are, average relatedness density (ARD)
and regions’ knowledge complexity index (KCI) for 2010 and
2017. In order to control for the impact of diversification of
industries on patent applications, diversity variable (DIV)
(measure of the number of technology classes in which the
region has competitive advantage) is added. Data for the two
time periods (2010 and 2017) is analyzed.

4. FINDINGS

4.1. Turkey’s Knowledge Space (2010 and 2017)
Figure 1 demonstrates relatedness between technology
fields in Turkey for the years 2010 and 2017. The size of

the circles shows number of patents in each field and the
colors indicate broad technology classes as demonstrated
in Schmoch (2008). Comparison of two knowledge spac-
es demonstrates denser network ties among technologies
in 2017 in contrast to 2010. Although chemistry has more
patent applications in 2010, there is a visible decline in the
number of patent applications in the chemistry field in
2017. In 2017, we see higher number of patent applications
in electrical engineering where there are also stronger net-
work ties across electrical engineering field with other tech-
nology fields, such as mechanical engineering, instruments
and other fields.

4.2. Relatedness and Complexity (2010 and 2017)

Geographical distribution of relatedness density
demonstrates region’s potential for branching. The upper
portion of Figure 2 shows regional branching opportunities
in Turkey for 2010 and 2017. The map shows that average
relatedness density is higher for the western regions. Limit-
ed number of years for observations (2010 and 2017 only)
does not allow us to capture patent applications in eastern
parts of the country, since there are no patent applications
in some regions during the two years. However, a rough in-
terpretation of the two maps tells that western regions and
Ankara demonstrate higher branching opportunities when
compared to other regions.

Knowledge complexity (lower portion of Figure 2) as
a measure of uniqueness of technologies for the regions
shows that 2010 demonstrates high knowledge complex-
ity index for most of the regions. The idea of complexity
is that more complex regions produce more exclusive and

Electrical engineering
@ Instruments

Chermistry
@ Mochanical Engineering

Other fieids

2010

Figure 1. Knowledge Space (2010 and 2017).

Source: OECD REGPAT database (OECD, 2020), own calculation.
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Average Relatedness Density (2010)

Average Relatedness Density (2017)

Knowledge complexity index (2017)

Figure 2. Average Relatedness Density and Technological Complexity Index (2010 and 2017).
Source: OECD REGPAT database (OECD, 2020), own calculation.

non-ubiquous commodities that are produced in relatively
few regions (Balland and Rigby, 2017). In 2017, the value
of the knowledge complexity index shows more variation
across regions, in comparison to 2010. In 2017, it is possi-
ble to see complex technologies in the eastern parts of the
country as well. More complex technologies are still in the
western regions while southern Anatolia has the least com-
plex technologies.

Table 1 shows knowledge complexity index of the tech-
nologies in Turkey for 2017. The table shows that the most
complex technologies are related to chemistry followed by
electrical engineering. The least complex ones are related
to mechanical engineering and food chemistry. The classi-
fication is according to WIPO classification as proposed by
Schmoch (2008)

4.3. Relatedness, Diversity, Complexity and Regional
Innovations

While Table 2 presents the summary statistics, Table 3
and Figure 3 show bivariate correlations of the variables.
There is a positive and significant correlation between av-
erage relatedness density (ARD) and regional diversity
(DIV); patent applications (PAT) and regional diversity in
2010. For 2017, the correlation coefficients between ARD
and PAT, KDI, DIV are positive and significant. There is a
positive correlation between PAT and KCI, as well as low
but significant correlation between KCI and DIV.

Regression analysis allows us to perform multivariate
analysis to see how average relatedness density and knowl-
edge complexity index correlate with innovativeness. In or-
der to see whether multicollinearity will be a problem in

regression estimation, we perform a multicollinearity test
using variance inflation factor (VIF). Table 4 presents the
results of the VIF values of the independent variables both
in linear forms and logarithmic forms

The ARD and DIV variables are highly correlated (see,
Table 2 above), and both variables have almost the same
VIF value (Table 4). In general, the VIF values are mod-
erately high but they are all smaller than 10. The smallest
possible value for VIF is 1 where the value of 1 indicates an
absence of collinearity. As a rule of thumb, a VIF value that
exceeds 5 or 10 indicates a problematic amount of collin-
earity (James et al., 2017). All VIF values of the dependent
variables are smaller than 10.

Initially we run a linear model with PAT as dependent
variable and ARD, DIV and KCI as independent variables,
under the assumption of no multicollinearity (VIF value
less than 10). Diagnostic tests reveal presence of heteroske-
dasticity and autocorrelation in the linear model. The linear
model is estimated using clustered standard errors to obtain
robust estimates in the presence of heteroscedasticity and
serial correlation. The model is also estimated using log-lin-
ear model with logarithmic transformation of the variables.
The log-linear model revealed no presence of serial correla-
tion but the model has heteroskedasticity.

Additionally, in order to compare the pooled OLS with
panel model, the model is estimated by using fixed effects
and random effects. The results of F-test show that individ-
ual effects are insignificant. We also test for individual year
effects and conclude that year effects are also insignificant.
Even though availability of region and year fixed effects is
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Table 1. Knowledge Complexity of Technological Fields 2017

Technological sub field (2 digit)

Technological field (1 digit)

Knowledge Complexity Index

Surface technology, coating

Chemistry 100

Audio-visual technology Electrical engineering 87.62908518
Telecommunications Electrical engineering 87.62908518
Digital communication Electrical engineering 87.62908518
Basic communication processes Electrical engineering 87.62908518
IT methods for management Electrical engineering 87.62908518
Machine tools Mechanical engineering 87.62908518
Pharmaceuticals Chemistry 84.6247748
Control Instruments 84.09547457
Micro-structure and nano-technology Chemistry 84.09547457
Optics Instruments 83.94625479
Furniture, games Other fields 82.81812452
Semiconductors Electrical engineering 82.39059832
Macromolecular chemistry, polymers Chemistry 80.56186397
Basic materials chemistry Chemistry 80.41264419
Chemical engineering Chemistry 79.37985846

Electrical machinery, apparatus, energy

Electrical engineering

78.82646201

Computer technology Electrical engineering 78.10775104
Handling Mechanical engineering 77.71417383
Other special machines Mechanical engineering 77.34334124
Mechanical elements Mechanical engineering 75.73063929
Materials, metallurgy Chemistry 74.57414043
Transport Mechanical engineering 74.16325195
Civil engineering Other fields 73.86095896
Measurement Instruments 73.4263042
Environmental technology Chemistry 71.13063173
Other consumer goods Other fields 69.89602711
Medical technology Instruments 69.54993856
Biotechnology Chemistry 68.50921095
Analysis of biological materials Instruments 67.19850056
Engines, pumps, turbines Mechanical engineering 66.76296864
Thermal processes and apparatus Mechanical engineering 58.61050825

Textile and paper machines
Food chemistry

Mechanical engineering

41.94576646

Chemistry 0

Table 2. Summary Statistics

Variable Obs. Mean Std. Dev. Min Max
PAT 46 42.93478  143.7203 1 780
ARD 46 8.26087 8.365099 0 31
KCI 46 72.2462 24.2324 0 100
DIV 46 3.543478  3.874168 1 17

Since there are no patent applications in some regions during the two years,
we get 46 observations in total. In 2010, 20 regions applied for patents while
this number was 26 in 2017.

rejected, results of the fixed effects model are provided in
Table 5 for demonstration purposes. The result of Breus-
ch and Pagan Lagrangian multiplier test for random effects
also shows that (random) individual effects are all insig-

nificant. Overall, the results indicate that both fixed and
random effects are insignificant and pooled OLS method
is appropriate to estimate the econometric model. Table
6 presents results of the linear and log-linear model with
pooled OLS method.

Robust estimates of both linear model and log linear
model confirm statistical significant correlation between
ARD and PAT as well as between DIV and PAT. The co-
efficient estimate of the KCI variable is not significant in
both models. The adjusted R-square value and F statistics
are higher for the log linear model. Therefore, for the rest of
the paper the analysis will be performed using the log lin-
ear model. However, the high degree of correlation between
DIV and ARD, as well as VIF value being greater than 5
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Table 3. Correlation coefficients between average related-
ness density, regional diversity and knowledge complexity
index with patent applications (2010 and 2017)

ARD PAT KCI DIV
2010
ARD 1
PAT 0.242242 1
(0.303474)
KCI 0.255847 0.139947 1
(0.276261)  (0.556217)
DIV 0.894058 0.603824 0203198 1
(1.08E-07)**  (0.004814)**  (0.390213)
2017
ARD 1
PAT 0.662002 1
(0.00023)**
KCI 0.405549 0.215073 1
(0.039833)*  (0.291363)
DIV 0.95364 0.79224 0330189 1
(5.13E-14)**  (L41E-06)*** (0.099473)*

causes a suspicion that the DIV variable captures the im-
pact of ARD and that the coefficient of the ARD variable
is negative, while it is expected that patent applications will
be positively correlated with average relatedness density of
the regions.

We therefore re-estimate the panel OLS model using the
two variables independently: One with In(ARD) and In(K-
CI) as independent variables (Model 1) and the other with
In(DIV) and In(KCI) as independent variables (Model 2).

Table 4. Checking for Multicollinearity using VIF

Variable VIF 1/VIF  Variable VIF 1/VIF
ARD 7.490 0.134 In(ARD) 8.100 0.123
DIV 7.260 0.138 In(DIV) 7.660 0.131
KCI 1.110 0.901 In(KCI) 1.170 0.855
Mean VIF 5.290 Mean VIF 5.640
Table 5. Fixed Effects Model
Dependent Coefficient  Std. Err. t-stat P
variable: PAT
ARD -25.8696 11.99867 -2.16 0.056
KCI 0.451482 1.267211 0.36 0.729
DIV 90.40205 29.9886 3.01 0.013
Constant -96.31539 113.7538 -0.85 0.417
Number of Obs. =46
F-Stat (3, 10) =3.09
Prob >F =0.0764
R-Squared

Within =0.4814

Between =0.8700

Overall =0.7362

Significance test statistic: F (32, 10)=0.15
Probability: 1.000

Diagnostic tests for
model specification:
F-test for fixed effects

The results are presented in Table 7.

Table 7 shows that when evaluated independently, ARD
and DIV have a positive and significant effect on innova-
tion. A 1% increase in ARD increases patent applications by

Patents and Average Relatedness Densiy, 2010

Patents and Diversty, 2010

Patents and Knowledge Complexiy Index, 2010

Patents and Average Relatedness Density, 2017

Patents and Diversity, 2017

Patents and Knowledge Complexity Index, 2017

Figure 3. Relationship between average relatedness density, regional diversity and knowledge
complexity index with patent applications (2010 and 2017) (2010 and 2017).

Source: OECD REGPAT database (OECD, 2020), own calculation.
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Table 6. Panel OLS Estimation (Pooled OLS) with linear and log-linear models with clustered standard errors

LINEAR MODEL (Dependent variable: PAT) Coefficient  Robust Std. Err.  t-stat P

ARD -22.327 4.690 -4.760 0.000

KCI 0.470 0.294 1.600 0.120

DIV 70.705 10.973 6.440 0.000

Constant -57.105 15.395 -3.710  0.001

Number of Obs. =46

F-Stat (3, 32) =23.29

Prob > F =0.000

R-Squared =0.7442

LOG-LINEAR MODEL (Dependent variable: In (PAT)) Coefficient  Robust Std. Err.  t-stat P

In(ARD) -0.816 0.470 -1.740 0.090

In(KCI) 0.123 0.411 0.300 0.767

In(DIV) 2.433 0.467 5.210 0.000

Constant 0.542 1.671 0.320 0.747

Number of Obs. =44

F-Stat (3, 40) =55.44

Prob > F =0.000

R-Squared =0.8432
Table 7. Panel OLS Estimation (Pooled OLS) log-linear mod- . B
els with clustered standard errors - 2
MODEL 1: Coefficient Robust Std. Err.  t-stat P ey i:
In(ARD) 1.565673 0.24803 631 0.000 - I = l I y .
In(KCI) -0.61723 0.454296 1136 0.184 g o ' S 0
Constant 1629731 1.9748 0.83 0416 EE LSS TS ’
Number of Obs. =44 HpA. el ros .
F-Stat (2, 31) =21.24 »
Prob > F =0.000 0
R-Squared =0.6241 | ‘ | | | Z
MODEL 2: Coeflicient Robust Std. Err. t-stat p ‘ I e >y I l ! \: : : I : I : I o I :
In(DIV) 1.712 0.154 11.090 0.000 CAR OO
In(KCI) -0.192 0.391 -0.490  0.626 T T e
Constant 1.083 1.710 0.630 0.530  Figure 4. Patent applications, relatedness density and diver-
Number of Obs. =44 sity of regions (2010 and 2017).
F-Stat (2, 41) =62.99 Source: OECD REGPAT database (OECD, 2020), own calculation.
Ilz(s)z::e d :00;)20009 the effects of other variables as well as regional and year

1.5%. Similarly, a 1% increase in diversity increases patent
applications by 1.7%. There is no relationship between com-
plexity and patent applications. Overall, regions with high
number of patents are also high with respect to diversity
and relatedness (Fig. 4).

In addition to our baseline model using the pooled OLS
regression analysis shared in the previous section, further
econometric analyses are added to be able to control for

fixed-effects on the patent numbers (log). Logarithms of
GDP per capita (PCGDP) and human capital (HC) are
added as control variables. The PCGDP variable was mea-
sured by using Turkey Regional Economic Dataset (Karaca,
2018). It shows the per capita GDP of regions by NUTS3
level at constant prices (2009 TL). The HC variable was
measured by using “attained education level by provinces of
population 15 years of age and over” data set (TUIK, 2019).
The variable shows the share of people with an advanced
level of education (graduates of universities, other higher
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educational institution, master, and doctorate) to the re-
gional population with 15 years of age and over.

The results of the additional regression models are pro-
vided in the Table 8. In the first model, which includes only
ARD as independent variable, a positive and significant
impact of relatedness on regional innovation is indicated.
The second model, whose results (Table 5) and interpreta-
tion had been previously provided, includes both ARD and
KCI as independent variables. The model 3 only includes
the control variables PCGDP and HC and shows a positive
and significant effect of PCGDP on regional innovation. In
the fourth and fifth models, all variables are included. The
model 4 was estimated with a pooled OLS and indicates a
positive and significant sign for the coefficient of the ARD
variable. On the other hand, in the model 5 with regional
and year fixed-effects, none of the variables has a significant
impact on the patent applications.

To sum up, in all models, except for the fifth model,
average relatedness density has a positive and significant
effect on regional innovation. Accordingly, a 1% increase
in the average relatedness density increases the number of
patent applications by 1.39-1.56%. As far as the knowledge
complexity is concerned, the coefficients are negative but
insignificant in all models.

While there are changes in number of patent applica-
tions for individual cities, the ranking from highest to low-
est number of patent applications did not change between
2010 and 2017. The highest number of patent applications
in 2010 was in Istanbul, Manisa, Bursa, Ankara, Kocaeli

Table 8. Models with additional control variables

and Izmir. In 2017, the cities with highest number of patent
applications are, Manisa, Istanbul, Bursa, Ankara, Sakarya
and Kocaeli. With the exception of [zmir and Sakarya, the
five cities (Istanbul, Manisa, Bursa, Ankara and Kocaeli)
are the cities with highest number of patent applications.
Diversity in 2010 and 2017 show a similar ranking across
cities. Cities with highest diversity in 2010 is Istanbul, An-
kara, Manisa, Bursa, Izmir and Kocaeli and while in 2017
the list includes Manisa, Istanbul, Bursa, Ankara, Kocaeli
and Bolu. With regards to average relatedness density, 2010
top list includes Ankara, Bursa, [zmir, Manisa, Kocaeli and
Istanbul and 2017 top list includes Manisa, Istanbul, Anka-
ra, Bursa, Kocaeli and Izmir.

5. CONCLUSION

In this paper we examine the knowledge space, average
relatedness density and knowledge complexity of the re-
gions and their correlations with regional innovativeness as
measured by number of patent applications in Turkey for
two different years: 2010 and 2017. Our aim is to map out
the technology space by exploring proximity between tech-
nology pairs as well as understanding spatial distribution of
relatedness density and knowledge complexity of technol-
ogies and correlation with patent applications. The results
can be summarized under two subheadings:

Knowledge Space

Investigation of the knowledge space, we see that net-
work ties across individual technology classes became dens-

Dependent variable: In(PAT) ARD (1) ARD and Control Full model (4) Full model
KCI (2) variables (3) (FE) (5)
Constant -0.7521952** 1.62989 -34.485** -13.40406 39.49395
(0.3499067)  (1.974665) (13.71012) (11.99596) (24.07537)
[0.039] [0.415] [0.017] [0.272] [0.111]
InARD 1.432958*** 1.56568*** 1.390832*** 0.7160408
(0.2451715)  (0.2480293) (0.3179437) (0.6249297)
[0.000] [0.000] [0.000] [0.261]
InKCI -0.6172716 -0.6711447 -0.6318612
(0.4542636) (0.5747012) (0.8581473)
[0.184] [0.252] [0.467]
InPCGDP 3.451049*** 1.389935 -2.154569
(1.239516) (1.03274) (1.703156)
[0.009] [0.188] [0.215]
InHC -1.252101 -0.9953898 6.555681
(0.987872) (0.7155756) (4.023366)
[0.214] [0.174] [0.113]
Region Fixed Effects No No No No Yes
Time Fixed Effects No No No No Yes

Clustered standard errors are shown in parentheses (); P-values are shown in square brackets [ ]; Coeflicients are statistically
*significant at the a<0.1 level, **significant at the a<0.05 level and *** significant at the a<0.01 level.
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er over time and higher number of patent applications are
within the denser part of the knowledge space map. Knowl-
edge space of 2010 and 2017 indicates a movement into
new technologies, leaving of the old ones, possibly making
a conclusion that it is possible to make projections for fu-
ture technological paths in Turkey. The results reveal that
the number of patents and intensity of technology connec-
tions changed between 2010 and 2017 away from chemistry
to electrical engineering, a more complex technology class.
In 2017, complexity index of fields in electrical engineering
was high, particularly for audio-visual technology, telecom-
munications, digital communication, basic communication
processes and IT methods for management.

Patent Applications, Relatedness Density and
Knowledge Complexity

In Turkey, we see considerable heterogeneity across the
cities in relation to patent applications, relatedness density
and knowledge complexity. Regression results reveal that
diversity and relatedness positively affect regional innova-
tiveness as measured by patent applications. Knowledge
space reveals that there is a shift of patents to more complex
technologies. Findings propose that it is reasonable to sup-
port diversity and relatedness.

The study is only a preliminary attempt to explore the
distribution of knowledge across Turkey’s regions and its
connection with innovativeness. First, it is not possible to
reach to strong conclusions with only two years of obser-
vations, 2010 and 2017. Furthermore, the unit of spatial
analysis of this study was 81 NUTS3 regions in Turkey, rep-
resenting cities. Relatively smaller geographical areas might
be a problem with moderately low frequency of patent
applications where there is a threat of losing observations
in econometric estimates. Further studies should redefine
space where it would be possible to assemble the data ac-
cording to Turkey’s 26 NUTS2 regions.

Second, what further studies should consider is to add
more years, and additionally work with three to five year
windows to capture larger number of patent applications.
The problem of this paper is that we only use 2 years of
patent data. Since the number of patent applications varies
from year to year, it is suggested that further studies include
more years and work with aggregated data with time win-
dows.

Third, working with more years of patent data and
grouping the data in time windows would likely to have sig-
nificant implications for the knowledge space. In the cur-
rent analysis, there is a considerable change in the knowl-
edge space between 2010 and 2017. This difference between
years may be due to the fact that in some technology classes
there are hardly any patents or that some technologies may
be present in one year and not available in the other year,
which may make it difficult to observe the relatedness be-
tween technologies. This is also why there is a large fluctua-
tion in KCI across the regions between the two years, where
we do not expect such dramatic change in the complexity of

an economy between two years within a same decade. An-
other drawback of working with two years is that it restricts
the possibility of working with time lags and our ability of
testing the hypothesis that lagged values of ARD and DIV
would have impact on the patent applications. We would
expect that ARD and DIV will only have an effect with a
time lag, and not having an influence on innovation in the
same year. Additionally, due to low patenting activity at
regional scale, when measuring ARD, further studies can
include not only the technologies in which a region is spe-
cialized (with RTA >1), but also include those with lower
RTAs, such as RTA>0.5.

In summary, the results of the study should be inter-
preted with caveat due to limited number of observations.
More data and aggregated time periods and regions are
needed for further studies. Nevertheless, the paper reveals
preliminary results that regional policies should focus on
increasing diversity of industries and enabling conditions
that potential new technologies in the region be close to
the existing technological portfolio of the region. The paper
supports the idea that smart specialization policy based on
the relatedness framework is not a one size fits all policy
and all regions ought to focus on their existing portfolios to
draw new economic activities.
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ABSTRACT

One of the key components of political stability is relations with institutions, which refers to
the relationships between the government and higher judicial organ, government and presi-
dency, government and military bureaucracy, government civil bureaucracy and independent
economic institutions, and relations with international institutions. The importance of institu-
tions for economic development and stability has been thoroughly discussed by both the old
and new schools of institutional economics, who developed theses against the Classical and
Neo-Classical paradigms. In the study, we utilized VAR-VECH-TARCH models to understand
spillover effects between our newly introduced Institutional Interaction Index (II), markets
return (BIST 100, FX), and risks (CDS). The Institutional Interaction Index, the novelty of this
paper, was obtained from data published daily by S. Bilisim. According to the results especially
in the long-term spillover exists between all variables. The results from this study support
institutionalist approaches. As the relations with institutions deteriorate, BIST100 and FX rate
volatilities, that is, instability, increases due to the increase in market risks.

Cite this article as: Uzunoglu, S., Ozdurak, C., & Dursun, S. (2021). Spillovers Between Insti-
tutional Interactions Index, Market Risk and Return: Case of Turkey (2007-2020). Yildiz Social
Science Review, 7(2), 123-136.

6z

Politik istikrarin 6nemli belirleyicilerinden biri de kurumlarla iliskilerdir. Kurumlarla iligki-
ler; iktidar-yiiksek yargi, cumhurbagkanligi-hiikiimet, hitkiimet- askeri biirokrasi, hiikiimet
sivil biirokrasi-6zerk ekonomik kurumlar ve uluslararas: kurumlarla iligkileri kapsamaktadir.
Ekonomik geligmiglik ve istikrar i¢cin kurumlarin 6nemi Klasik ve Neo-klasik paradigmaya
kars1 tezler gelistiren eski ve yeni kurumsal iktisat okullar1 tarafindan derinlemesine tartigil-
mis, giinimiizde de tartigilmaya devam etmektedir. Bu ¢alismamizda VAR-VECH-TACH mo-
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dellerini kullanarak yeni tanittigimiz Kurumlarla {liskiler Endeksi (II), piyasa getirileri (BIST
100, FX) ve piyasa riskleri (CDS) arasindaki yayilmalar1 analiz ettik. Bu baglamda makalenin
en onemli farklilik yaratan kismi S. Bilisim tarafindan giinliik olarak yaymlanan verilerden,
hazirlanan Kurumlarla iliskiler Endeksini kullanarak politik riski giinliik olarak sayisallagtira-
rak modellere dahil etmemizdir. Modellere gore politik istikrarsizlik arttik¢a piyasa risklerinin
artmasi sonucu piyasa getirilerine dogru bir yayilma etkisi oldugu sonucuna varilmstir.

Atif icin yazim sekli: Uzunoglu, S., Ozdurak, C., & Dursun, S. (2021). Spillovers Between
Institutional Interactions Index, Market Risk and Return: Case of Turkey (2007-2020). Yildiz

Social Science Review, 7(2), 123-136.

1. INTRODUCTION

In recent economics literature, institutionalists have ar-
gued that economies with inclusive institutionalist structures
are better able to sustain economic performance and achieve
stability, which leads to economic growth. Acemoglu D. &
Robinson J.A. defined sufficiently centralized and pluralistic
political institutions as “inclusive political institutions” and
defined institutions that fail to meet either of these condi-
tions as “exploitative institutions” The authors highlighted
the powerful synergy between economic and political insti-
tutions and argued that exploitative political institutions will
concentrate power in the hands of a narrow elite who will
take few steps to limit that power. In such cases, the elites
generally structure economic institutions to exploit the re-
sources of the rest of society. The present authors assert that
exploitative economic institutions naturally accompany ex-
ploitative political institutions. Inclusive institutions, which
widely distribute power, operate to remove the economic in-
stitutions that seize the sources of the majority, impose bar-
riers to entry, and manipulate market operations so only a
small segment of society can benefit. Political and economic
institutions, which ultimately have choices, can be inclusive
and stimulate economic growth. Naturally, economic growth
and technological change will create new firms through “cre-
ative destruction”. This change is a change from old to new.
As a matter of course, the old firms will resist this change.
Since inclusive institutions allow this transformation, they
can become targets in the political arena. Conversely, insti-
tutions can be exploitative, which means they can become a
formidable obstacle to economic growth and technological
change (Acemoglu D. & Robinson J.A., 2015, p. 80-84).

As can be seen in the Appendix, in Figure 5, the Politi-
cal Stability Index (PSI) published daily by the PSI consists
of various sub-indices, one being Institutional Interactions.
The index consists of the relationships between the govern-
ment and higher judicial organ, the presidency and the gov-
ernment, the government and the military bureaucracy, the
government civil bureaucracy and autonomous economic
institutions, and the relations with international institutions.
Lower index scores indicate deterioration in the relationships
among related institutions, whereas higher scores indicate
that the relations among institutions are compatible with

the legal and institutional legislation within the framework
of constitutional principles and serve to generate stability in
terms of institutional experience, accumulation, and inde-
pendence.

This study focuses on the PSI sub-index of Institutional
Interaction to examine the interaction between credit de-
fault swap (CDS), foreign exchange (FX), and Borsa Istanbul
(BIST), or Istanbul Stock Exchange. By examining this inter-
action, the function imposed on institutions by institutional
economists can be tested with three important indicators. As
known, in unstable economies, CDSs rise, and significant
volatility is experienced in the Stock Exchange Index and FX
rates. In these cases, economic stability deteriorates to a great
extent. On the other hand, high CDS rates limit the inflow of
external sources and increase its costs as well. Excess volatil-
ity in the FX rate negatively affects growth in many respects,
such as causing inflation and uncertainty.

2. LITERATURE

In the literature review, there was no study found on
the Institutional Interaction that looked specifically at the
relationship between CDS, Stock Market Index, and FX
rate. However, some studies that explore the concept of
Institutional Interaction and its impact on economic per-
formance, such as growth. The study will therefore be the
first attempt of its kind. Institutional Interaction, one of the
determinants of political stability, is a sub-index of the Po-
litical Stability Index. Therefore, different studies address-
ing political stability and the relationship between CDS,
the equity market, and/or FX basket were guiding for the
present study.

Regarding the related works, Artan and Hayaloglu
(2014) conducted a co-integration analysis of the relation-
ship between institutional structure and economic growth
in Turkey for the period of 1972-2009 based on real GDP,
political liberties, gross fixed capital formation, public con-
sumption expenditure, foreign trade (the sum of exports
and imports), and inflation rate. The results from the study
showed that while political freedom, taken as an indicator
of the level of institutional structure, had a positive effect on
long-run economic growth, there was no relationship found
between institutional structure and economic growth in the
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short run.

Davis, L. S. (2010) developed a formal model to investi-
gate the relationship between institutional quality, existing
property rights, and institutional flexibility, and the ability
to develop new institutions, relating these aspects of insti-
tutional structure to dynamic economic performance. This
model attempts to advance this convergence by developing
a theory of growth that takes into account the economic
historical distinction between institutional quality and in-
stitutional flexibility. The analysis suggests that institution-
al flexibility plays a central role in economic growth. The
model is also used to highlight the relatively temporary
gains from reforms on institutional quality, an aspect of
the analysis that may prove useful to understand prolonged
periods of stagnation in developed countries and the fra-
gility of growth experienced in some countries. According
to the study findings, an increase in institutional quality
lowers market transaction costs, producing an immediate
but short-lived increase in the rate of economic growth. In
contrast, an increase in institutional flexibility results in a
delayed but permanent increase in economic growth.

Knack, S. and Keefer, P. (1995) aimed to advance this
convergence by developing a growth theory that takes into
account the historical economic difference between insti-
tutional quality and institutional flexibility. The study ex-
amined the impact of property rights on economic growth
using indicators provided to potential foreign investors by
country risk assessors. The indicators included evaluations
of contract enforceability and risk of expropriation. Results
from the research suggested strong supports for three hy-
potheses. First, political violence and Gastil’s index of polit-
ical and civil liberties indicators (Freedom House Index) do
not adequately represent the quality of institutions that pro-
tect property rights. More accurate indicators are required
to properly explain the impact of institutions. Second, insti-
tutions that protect property rights are crucial to economic
growth and investment, and the impact of institutions on
growth continues even after the investment is controlled.
This indicates that the security of property rights affects
not only the size of the investment but also the efficiency
of input allocation. Third, stronger evidence for controlled
convergence emerges when institutions are regulated.

Jensen, N. (2008) examined the relationship between
democratic institutions and foreign direct investment (FDI)
flows. In the study, qualitative data collected from 28 inter-
views with investors, political risk insurers, plant location
consultants, and international lawyers who represent mul-
tinational companies and price data collected from political
risk insurance companies were used to directly test how local
political institutions affect the premiums paid by multina-
tional companies for state expropriation and contract dis-
putes. According to the study results, democratic institutions
have lower risk levels due to the restrictions imposed on ex-
ecutives in democratic regimes. In other words, democratic
regimes appear to reduce risks for multinational investors,

particularly by increasing restrictions on executives.

Scully, G. W. 1988 analyzed the compound growth rates
of production per capita and Farrell-type efliciency mea-
sures for 115 market economies for the 1960-80 period by
comparing them against measures of political, civil, and
economic liberty. It was found that the institutional frame-
work had significant and profound effects on the efficien-
cy and growth rate of economies. Politically open societies
subject to the rule of law, private property, and market allo-
cation of resources, grow at two and one-half times the rate
and are two and one-half times as productive as societies in
which these freedoms are restricted.

Easterly et al. (2006) examined the effect of social cohe-
sion level on institutional structure and the relationship be-
tween institutional structure and economic growth. The vari-
ables applied to the regression analysis included the concept
of social cohesion, the number of ethnic groups (determined
based on the language spoken), the Gini coefficient, the mid-
dle-class share in income, the measure of trust, income per
capita, and income growth. To determine the institutional
structure, in addition to the Freedom House’s indices of po-
litical rights and civil liberties, variables such as government
accountability and effectiveness, quality of bureaucracy, and
the rule of law were used. According to the study results,
more social cohesion leads to better institutions, and better
institutions in turn lead to higher growth.

Yildirim, S. 2010 examined the effect of institutions on
economic growth by considering the dynamic structure of
institutions. In the study, a panel data analysis was conduct-
ed using the economic freedoms index, the political rights
and civil liberties index, education, distance from technology
frontier, and GDP. According to the results of the study, coun-
tries with better institutional structures have higher growth
rates, and an increase in the economic freedom or the polit-
ical and civil rights of citizens in countries that are far from
the technology frontier slows these countries’” growth rates;
in other words, the position of a country in relation to the
technology frontier indicates how the institutional structure
will affect the country’s growth rate. In a country far from the
technology frontier, an improvement in institutional struc-
ture increases the growth rate less than that of a country clos-
er to the technology frontier. These findings indicate that the
farther a country in question is from the technology frontier,
the more the effect of political and civil rights and economic
liberties slows down the growth rate. It was stated that the
effect of the institutional structure (its ability to protect rights
and increase freedom) on a country’s growth rate is high only
in countries close to the technology frontier.

Sahin, E. E. and Ozkan (2018) applied the panel data
analysis method to examine the relationship between the
CDS, BIST100, and FX rate for Turkey using the monthly
data from the period of 2012-2017. According to the study
findings, a bi-directional causality relationship was found be-
tween the BIST100 index and CDS, while no causality rela-
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tionship was found between the BIST100 index and FX rates.
Yamak T. (2017) examined the effect of Institutional
Quality Factors on Economic Growth in the Gulf countries.
To measure economic growth, the study applied the flexible
generalized least squares method (FGLS) and panel data
analysis, using the inputs of real income per capita, gross
fixed capital formations, central government final con-
sumption expenditures, foreign trade volume, life expec-
tancy at birth, and institutional quality indicators for the
period 1995-2014. According to the results of the study, in
the six Gulf Arab Countries, a positive and significant rela-
tionship was identified between economic growth and the
institutional quality variables of “Expression and Account-
ability” and “Control of Corruption”, while a negative and
significant relationship was identified between economic
growth and the institutional quality variables of “Rule of
Law” and “Regulatory Quality”. There was no significant
relationship found between economic growth and the insti-
tutional quality variables of “Political Stability and Absence
of Violence” and “Government Effectiveness”. In our study,
we will utilize VAR-VECH-TARCH models to analyze the
interactions and exhibit spillovers in a holistic approach.

3. METHODS

Usually, financial data suggest that some time periods
are riskier than others. The goal of such models is to provide
a volatility measure that can be used in financial decision
making with risk analysis, portfolio selection, and deriva-
tive pricing (Engle 1982, Engle and Ng 1993). An important
characteristic of such asset prices is that “bad” news has a
more persistent impact on volatility than “good” news has.
Most of the stocks have a strong negative correlation be-
tween the current return and future volatility. This is called
“the leverage effect”, which refers to the well-established
relationship between stock returns and both implied and
realized volatility. A standard explanation ties the phenom-
enon to the effect a change in market valuation of a firm’s
equity has on the degree of leverage in its capital structure,
with an increase in leverage producing an increase in stock
volatility (Figlewski and Wang 2000). Glosten et al. (1993)
showed how to allow the effects of good and bad news to
have different effects on volatility. In a sense, et-1 =0 is a
threshold such that shocks greater than the threshold have
different effects than shocks below the threshold. Consider
the threshold-GARCH (TARCH) process:

he=g + @il y + Ade_18f 1 + frhey (1)

where d_, is a dummy variable that is equal to one if g,
<0 and is equal to zero if ¢ | > 0. The intuition behind the
TARCH model is that positive values of _, are associated
with a zero value of d_,. Hence if ¢_ > 0, the effect of ¢ |
shocks on h is @1£7 1 whenet  <0,d _, =1,and the effect of
an e _ shock on h_is (@1 +A1)efs. If 1> 0, negative shocks
will have larger effects on volatility than positive shocks.

This method is extended from VAR-GARCH, which
is proposed by Ling and McAleer (2003). An examination
of the conditional returns and conditional volatility can be
conducted with meaningful estimated parameters via this
structure. This method is composed of two parts, namely
the VAR model and asymmetric VECH-TARCH model,
which are used to explore the joint evolution of conditional
returns and volatility spillovers between different financial
markets. First, the VAR model extends the univariate au-
toregressive (AR) to vector autoregressive (VAR) by inter-
nalizing the related variables into endogenous variables to
examine the contagion and spillover effect between major
financial markets.

The basic mathematical expression of the VAR model
is as follows:

Re=C+AR 1 +A3Rep + + AxRp_y + &

& 111 ~N(0, He) (2)

where R refers to the value of endogenous variables
vector at time ¢, C is the constant vector, matrix A is the
estimated coefficients and k is the lag operator. Residual
vector ¢ is assumed to be normally distributed with a zero
mean and constant variance where the market information
available at time t-1 denoted as d_. The lag order of (k)
VAR structure is decided via AIC criterion, FPE criterion
and LR.

In this approach we incorporate a three-dimension-
al model to examine the news spillover between different
markets. Suppose that our model structure is as follows:

& = Vig-hip, v1~N(0,1) 3)
hie = ci + aigly + Bihie—1 €]
Ht =CTc +AT£t_1Eg‘_1A + BTHt_lB (S)

Equation (3) specifies the relation between the residual
term ¢ and the conditional variance h, . v, , which is nor-
mally distributed with a zero mean and constant variance.
a, f3 are the coeflicients. H,, represents the conditional vari-
ance-covariance matrix, C represents the lower triangular
matrix, A and B are square arrays. If C'C is positive, then it
is almost positive.

hll,t h‘IZ,t h13,1'

He = |hae haae hasy

haie haze hase
€11 €12 (13 a1 A1z Qg3 byy by; by
C=|Ca1 Caz2 Cp3| A= (A1 G Q3| B=|by; by by3
C31 €32 C33 az; a3z dzs b1 b3y bs3
where h . h,,, h,, in the matrix H, represent the condi-

tional variances. Matrix A is the ARCH coeflicients of the

model, a , a,, a,, represent the ARCH effect while Matrix B
is the GARCH coefficients of the model, b, , b,,, b, are the
GARCH effect.

In consideration of the asymmetric effect, diagonal
VECH is:



Yildiz Social Science Review, Vol. 7, No. 2, pp. 123-136, 2021

127

v q
He=Ap + ZA:' ® H-; + Z B; @ &r_18(,
i=1 i=1 (6)
where the conditional variance-covariance equation of
a bivariate (VECH) TARCH model has the following form:

VECH(H,)
= C + AVCEH(g,_q¢|_,) + BVECH(H,_1H,_,)
+ DVECH (&;-16;_1)(d¢—1) (7)

where the last term on the RHS of Equation (7) depicts
the asymmetries. In this context, the diagonal bivariate
VECH model is as follows:

hyye = Cor + ay167c—q + brahyie g ®)
hize = Coz + Q3381018201 + Daahiae1 )]

(10)

The coefficient a, | refers to the ARCH process in the re-
siduals from asset i which depicts the fluctuations of the as-
sets reflecting the impact of external shocks on fluctuations.
The ARCH effects measure the short-term persistence while
the GARCH effect measures the long-term persistence. The
a,, coefficient represents the ARCH process in the second as-
set residuals and the parameters between asset i and asset j.
The calculation of the time-varying beta coefficient is done as

— 2
haot = Coz + G3385 1 + b3zhaz i

Table 1. Data Set Description

ﬁgc = ElZ,t/HZZ,t (11)
where the symbol A indicates the estimated values of con-
ditional variance.

4. DATA AND EMPIRICAL RESULTS

The effect of relationships with institutions on the equi-
ty market and FX basket! in Turkey was examined using the
daily data for the period between January 1, 2007 and March
30, 2020. Models were also expanded with CDS returns, as
the CDS? data had a significant impact on both markets.

Descriptions of the series used in the study are present-
ed below in Table 1. We again narrowed the period between
March 15, 2011, and March 30, 2020, to analyze the impact
of Arab Spring’ which is a major milestone for II. Consider-
ing its impact on Turkey, we started the Arab Spring period
with the beginning of pro-democracy protests in Syria.

The Augmented Dickey Fuller (ADF) was used to test
the stationarity of the variables before creating the model.
The inputs of the GARCH model were then determined.
The descriptive statistical information of the data is pre-
sented in Table 2. In examining the kurtosis and skewness
values, the high Jarque-Bera values indicated that the data
are not normally*® distributed. The ADF test results indicat-

Series

Description of Series

Source

RII = the return of the Institutional
Interaction Index

RFX = the return of foreign
exchange basket

The return of Institutional
Interaction Index

Exchange rate is taken as a basket.
((Euro+Dollar)/2) and its return

S Bilisim Consultancy

TRCB Evds

was calculated

RCDS= returns of CDS

5-year CDs yield returns of

Investing.com

Turkey credit default swap series

RBIST100= the return of BIST
100 index

BIST100 = the return of the Borsa
Istanbul 100 index

TRCB Evds

! The foreign exchange basket is generally used when the local currency is closely related to foreign currencies. For example, in Turkey, the US dollar gains weight in trade
and external borrowing, whereas the Euro is dominant in some service areas and trade. In such a case, the value of the Turkish Lira against the US dollar and Euro can

be easily measured by creating a FX basket.

CDS (Credit Default Swap) is a financial instrument that eliminates the bond risk that a person who is holding a financial instrument will not be paid for a certain amount of

their receivable at the end of maturity. There is a cost of 1% for every 100 CDS base points calculated for countries. Countries with high CDS premiums and the institutions
in these countries bear higher costs to meet their borrowing requirements. Therefore, the CDS premium is an important, up-to-date, and reliable indicator for countries.

3 The Arab Spring was a series of anti-government protests, uprisings, and armed rebellions that spread across much of the Arab world in the early 2010s. It began in
response to oppressive regimes and a low standard of living, starting with protests in Tunisia. From Tunisia, the protests then spread to five other countries: Libya,
Egypt, Yemen, Syria, and Bahrain, where either the ruler was deposed (Zine El Abidine Ben Ali, Muammar Gaddafi, Hosni Mubarak, and Ali Abdullah Saleh) or major

uprisings and social violence occurred including riots, civil wars, or insurgencies.
Another way to determine whether the data distribution is normally distributed is to look at the mean, mode, and median values. These values coincide in normal

distribution. The closer these statistics are to each other, the closer the distribution is to a normal distribution. The distribution skews the further these values diverge

from one another.

°  Another way to test for normal distribution is to look at the skewness and kurtosis coefficients. The skewness coefficient is 0 at normal distribution. A negative skew-
ness coefficient indicates a right-skewed distribution, while a positive skewness coefficient indicates a left-skewed distribution. The kurtosis coefficient is 3 in normal
distribution. A positive kurtosis coefficient indicates that the distribution has thicker tails, while a negative kurtosis coefficient indicates a light-tailed distribution.

The Ergenekon and Sledgehammer cases became instrumental for the political and ideological transformation that the AKP had been planning by changing the insti-

tutional power balances (Saragoglu and Yesilbag, 2015: 991), especially between the elected political power and the military. Turkish military played a key role in the
nation building process; hence the modernization era was also stimulated by the Army. It can be argued that, having a role like this, the military elites from the very
beginning of the Republican era up to present, have not been experiencing any appreciable difficulties in placing themselves in the political life. Unlike its counterparts,
the Turkish Army has a considerable amount of political and institutional autonomy which ultimately leads to emphasize its role in guarding the state from “internal
enemies” (Burak, 2011). Sledgehammer (Balyoz) case in 2010, which claimed that “alleged coup plans were prepared by military officers” and accordingly indicted
retired and serving generals including the then Chiefs of the land forces, of the navy, and of the air forces for “establishing a structure outside the military hierarchy and
attempting to overthrow the government and constitutional order” (European Commission, 2010: 7). Consequently, the 2011 Arab Spring marked another turn in the
Turkish foreign policy. The Arab Spring revealed several contradictions, constraints as well as opportunities for Turkish foreign policy, all of which are of key relevance
both to Turkey and to its transatlantic partners. This process enabled Turkey to end the conflict of institutional power in favor of politicians whether it became good or
bad is still arguable and this started the rally of Institutional Interaction Index after 2011.
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Table 2. Descriptive Statistics

RBIST100 RCDS RFX RII
Mean 0.000291 0.000340 0.000448 -0.000244
Median 0.000672 -0.000850 0.000144 0.000000
Maximum 0.121281 0.358551 0.143402 1.470639
Minimum -0.110633 -0.358972 -0.090399 -1.174020
Std. Dev. 0.016201 0.034522 0.008375 0.049020
Skewness -0.333818 0.382409 1.527513 3.210556
Kurtosis 7.261029 17.396210 39.480850 444.739100
Jarque-Bera 2731 30509 196728 28650020
Probability 0.000000 0.000000 0.000000 0.000000
ADF Test Level -58.63 -55.14 -36.25 -10.75
[0.0000] [0.0000] [0.0000] [0.0000]

Notes: Between parenthesis: p-values. The number of observations is 3523. ADF Tests refer to Augemented Dickey Fuller test for

the presence of unit root for long differences (returns).

ed that all data are stable. The descriptive statistical values
of the variables are presented below in Table 2.

Figure 1 presents the graphs of the series that constitutes
the data set. According to the graphs, after the rapid recov-
ery it experienced after 20116, the Institutional Interaction
Index’ has been on a downward trend since 2017. The FX
basket, on the other hand, started on a highly accelerated in-
creasing trend after 2018, with the CDS premiums following
this movement in the same period. After 2018, CDS premi-
ums and the BIST100 index moved almost the same, and the

correlation between them increased significantly. This points
to the pressure in the markets created by the deterioration in
the relations with institutions, in parallel with the volatility
in CDSs because of the fluctuations experienced in the stock
market, the FX rate, and the government-higher judicial or-
gan, presidency-government, government-military bureau-
cracy, government civil bureaucracy-autonomous economic
institutions, and relations with international institutions after
the Pastor Brunson crisis.

The daily logarithmic returns, r, for use in the models
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Figure 1. The Graphs on Returns of the BIST100, CDS, FX Rate, and the Institutional Inter-

action Index.

7 Detailed methodology of the Index is represented in the Appendix part

& Although the Institutional Interaction Index is not an investable asset like BIST100, FX, or CDS, the rate of increase of the index was calculated as yield due to the way

it is used in the GARCH models, and therefore it was included in the analysis.
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Figure 2. The Graphs on Returns of BIST100, CDS, FX, and the Institutional Interaction Index

were derived from the following calculation®:
In(P;)
= —
In(P;-,)

Figure 2 presents the return graphs of the BIST100,
CDS, FX, and Institutional Interaction Index. FX yields
climbed to record levels in 2018 due to the foreign exchange
crisis, while CDSs were impacted by concerns over difficul-
ties in paying external debt with the loss in the value of the
Turkish Lira. The effects of the break in the Institutional In-
teraction Index in 2012 due to Arab Spring contagion are
clearly seen in the charts.

We constructed two different model systems with three
different VAR’ system specifications which are equity mar-
kets model (Model 1) and market risk (Model 2). In this
context,

VAR System Specification for Model 1:

RBIST100, = a; + B;RBIST, ; + BRBIST100, ; + B5RIl,_; + BRIl , + BsRCDS, 1 + BeRCDS; »
RIl; = a, + B,RBIST100, ; + BgRBIST100; ; + BoRIl, ; + ByoRIl; ; + B, RCDS, ; + B1,RCDS, (13)
RCDS, = &3 + B13RBIST100,_; + B14,RBIST100,_, + BysRIl,_; + B1gRIL_, + B1,RCDS,_; + B1RCDS,_,

This model system represents the relationship between
equity markets (BIST 100), institutional interactions (II),
and market risk (CDS). According to the results represent-
ed in Table 3 Panel A, the own conditional ARCH effects
(a,) are significant at the %1 level for all variables which
indicates that all variables are influenced by the volatility of
their own dynamics. There is no significant volatility spill-
over over effect among II and CDS in the short term since
a,, is not statistically significant even at 10% level. How-

ever, volatility spillover over effect among BIST100-1I and
BIST100-CDS is detected in the short term since a , and a ,
are statistically significant at 1% and %5 level respectfully.
Moreover, the own conditional GARCH effects (b,) in ma-
trix B are all significant at %1 level for all related markets
in Model 1. Consequently, for the long-term volatility spill-
overs, the volatility spillover exists only between BIST100
and CDS as only b, is significant at %1 level. As a result, we
can conclude that a volatility spillover between equity mar-
kets and market risk strongly exists in the long term, which
is consistent with the modern finance theory.

Finally, the D matrix refers to the asymmetric coefhi-
cients. According to the results only d,, and d,, are signif-
icant at %1 and %5 level respectfully. Positive coeflicients
mean that good news increases volatility. The coeflicients
of d , is positive, which indicates that good news to equity
market increases the volatility while the coefficients of d,,
is negative, which indicates that bad news to market risk
increases the volatility. Last but not least, asymmetric vola-
tility does not exist among all variables in Model 1.

VAR System Specification for Model 2:

RFX; = a; + B;RFX;_; + B,RFX;_, + B3RIl;_; + B4RIl;_; + BsRCDS;_; + B4RCDS;_,
Rl = a, + ByRFX,_; + BaRFX;_ + BoRIl,_; + BRIl + B1;RCDS,_; + B;,RCDS,_, (14)
RCDS; = a3 + B13RFX_; + B14RFX_, + BysRII_; + By6RIL_, + B17RCDS;_; + B1gRCDS,_,

In Model 2, the relationship between foreign exchange
basket (FX), institutional interactions (II), and market risk
(CDS) are analyzed. The own conditional ARCH effects (a,)
are significant at the %1 level for all variables. These results
indicate that all variables are influenced by the volatility of

°  Since we detected cointegration even with higher level of lag numbers for all variables we used VECM models with two lags. The lag structure was decided due to lag

length criteria test of Eviews.
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Table 3. VAR-VECH-TARCH Models

Panel A: Estimation results of VAR-VECH-TARCH (1,1) models for all perid

Model 1: Equity Coefficient z-Statistic P-Value Model 2: FX Coefficient z-Statistic P-Value

Markets Markets
M(1,1) 0.0000 *** 8.4040 0.0000 M(1,1) 0.0000 *oEk 9.6443 0.0000
M(1,2) 0.0000 0.5204 0.6028 M(1,2) 0.0000 0.3404 0.7335
M(1,3) 0.0000 -1.1152 0.2648 M(1,3) 0.0000 Fokk 2.7326 0.0063
M(2,2) 0.0000 *** 16.3972 0.0000 M(2,2) 0.0000 Fokk 16.1100 0.0000
M(2,3) 0.0000 0.2601 0.7948 M(2,3) 0.0000 0.2836 0.7767
M(3,3) 0.0000 **x* 11.4893 0.0000 M(3,3) 0.0000 ok 11.8287 0.0000
Al(1,1) 0.0451 *** 4.9166 0.0000 Al(1,1) 0.2409 FoEk 17.8026 0.0000
Al(1,2) -0.2225 ** -2.2651 0.0235 Al(1,2) -0.0417 -0.5908 0.5547
Al(L,3) 0.0187 **x* 2.4387 0.0147 Al(1,3) -0.0195 ok -2.0195 0.0434
Al(2,2) 1.1075  *** 16.1123 0.0000 Al(2,2) 1.05557  *** 14.9298 0.0000
Al(2,3) -0.0739 -0.6628 0.5075 Al(2,3) -0.0534 -0.4674 0.6402
Al(3,3) 0.1767 *** 16.4280 0.0000 Al(3,3) 0.1789 ok 16.9024 0.0000
D1(1,1) 0.1183  kk* 10.2454 0.0000 D1(1,1) -0.1510 Hokok -10.9091 0.0000
DI1(1,2) -0.0002 -0.0010 0.9992 D1(1,2) 0.0023 0.0223 0.9822
DI(1,3) -0.0045 ** -0.4475 0.6545 DI1(1,3) -0.0513 Fokk -2.9459 0.0032
D1(2,2) 0.0025 0.0249 0.9801 D1(2,2) 0.0284 0.2594 0.7953
DI1(2,3) 0.0027 0.0125 0.9900 D1(2,3) 0.0077 0.0392 0.9687
D1(3,3) -0.0979 wE* -7.8739 0.0000 D1(3,3) -0.1063 ok -8.8319 0.0000
BI(1,1) 0.8528 *** 81.6014 0.0000 BI(1,1) 0.8198 Fokk 85.6725 0.0000
BI(1,2) 0.2491 0.7083 04788 BI1(1,2) 0.7796 *oEk 2.5330 0.0113
BI(1,3) 0.9393  kk* 37.3204 0.0000 BI1(1,3) 0.9297 Fokk 39.2805 0.0000
B1(2,2) 0.7638 kd* 434.3706 0.0000 B1(2,2) 0.7657 Hokok 410.5196 0.0000
BI1(2,3) 0.4732 0.5532 0.5801 B1(2,3) 0.5545 0.5442 0.5863
BI1(3,3) 0.8279 *** 91.9200 0.0000 B1(3,3) 0.8324 *Ek 99.1222 0.0000

Note: *** *¥* represent 1%, 5% and 10% significance respectively.

Panel B: Estimation results of VAR-VECH-TARCH (1,1) models after Arab Spring period

Model I: Equity Coefficient z-Statistic P-Value Model 2: FX Coefficient z-Statistic P-Value

Markets Markets
M(1,1) 0.0000 *** 3.6255 0.0003 M(L,1) 0.0000 Hokk 6.1054 0.0000
M(1,2) 0.0000 0.4568 0.6478 M(1,2) 0.0000 0.4206 0.6741
M(1,3) 0.0000 -0.6280 0.5300 M(1,3) 0.0000 0.1270 0.8989
M(2,2) 0.0000 *** 12.3233 0.0000 M(2,2) 0.0000 Hokok 8.0436 0.0000
M(2,3) 0.0000 -0.3084 0.7578 M(2,3) 0.0000 -0.2341 0.8149
M(3,3) 0.0001 *** 8.4971 0.0000 M(3,3) 0.0001 Hokk 8.7962 0.0000
Al(L,1) 0.1074 *** 3.4449 0.0006 Al(1,1) 0.2532 Hokk 11.7841 0.0000
Al(1,2) 0.0420 ** 1.5320 0.1255 Al(1,2) -0.0014 -0.2674 0.7892
Al(1,3) 0.1593 *** 6.1895 0.0000 Al(1,3) 0.0092 0.1514 0.8796
Al(2,2) 0.0164 *** 4.3343 0.0000 Al(2,2) 0.0116 Hokk 29242 0.0035
Al1(2,3) 0.0623 x** 2.5103 0.0121 Al(2,3) 0.0097 0.2058 0.8370
Al(3,3) 02364 **x* 8.5536 0.0000 Al(3,3) 0.2175 Hokk 7.3452 0.0000
DI(1,1) 0.0000 0.0000 1.0000 Di1(1,1) -0.0010 -0.0212 0.9831
DI(1,2) 0.0000 0.0000 1.0000 DI(1,2) -0.0039 -0.3716 0.7102
DI1(1,3) 0.0000 0.0000 1.0000 D1(1,3) -0.0001 Hokok -0.0004 0.9997
DI1(2,2) 0.0000 0.0003 0.9998 D1(2,2) 0.0039 1.1268 0.2598
DI1(2,3) 0.0000 0.0000 1.0000 D1(2,3) 0.0002 0.0022 0.9983
D1(3,3) 0.0000 0.0000 1.0000 D1(3,3) -0.0002 -0.0042 0.9967
BI(1,1) 0.8289 *** 243489 0.0000 B1(1,1) 0.7499 Hokok 41.7469 0.0000
B1(1,2) 0.8954 x** 13.5579 0.0000 BI1(1,2) 1.0047 *Ek 119.7924 0.0000
BI(1,3) 0.7498 *** 17.0477 0.0000 BI(1,3) 0.4834 0.1201 0.9044
B1(2,2) 0.9673 *** 405.2011 0.0000 B1(2,2) 0.9702 Fokk 324.7822 0.0000
B1(2,3) 0.8099 x** 4.9973 0.0000 B1(2,3) 0.9021 dedek 2.6609 0.0078
B1(3,3) 0.6782 *** 29.5538 0.0000 B1(3,3) 0.7036 *Ek 34.2933 0.0000

Note: *** %% represent 1%, 5% and 10% significance respectively.

their markets. Besides, there is no significant volatility spill-
over over effect between FX-II and CDS-II in the short term
since a , and a,, are not statistically significant even at the
10% level. However, a , is significant at 5% level leading a
volatility spillover over effect between FX and CDS. More-
over, the own conditional GARCH effects (b,) in matrix B
are all significant at %1 level for all related markets in Model
2. Consequently, for the long-term volatility spillovers, the
volatility spillover between FX-II and FX-CDS are all signif-
icant at 1% level that are b, and b ,. As a result, we conclude
that volatility spillover between mentioned markets exists in

the long term. Finally, the D matrix refers to the asymmet-
ric coefficients. According to the results only d,, and d,, are
significant at %1 level and negative coefficients mean that
bad news increases the volatility. The coefficients d, and d,,
are negative which indicates that bad news to FX basket and
the market risk increases the volatility. Finally, asymmetric
volatility exists only between FX and CDS in Model 2. As
mentioned earlier since Arab Spring is a milestone for Insti-
tutional Interaction Index, we also applied all models for a
second period in Table 3 Panel B. In this period, we can see
that volatility spillover over effect occurs among CDS and II
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in short term in Model 1. Also, in the long-term volatility
spillover over effect occurs among BIST100-II and CDS-II in
Model 1. In Model 2 in the long-term only volatility spillover
over effect occurs among CDS and II.

If we summarize the results, we can conclude that vol-
atility spillover between institutional interaction index and
equity market exists in the short and long term. For the sec-
ond period results, we see volatility spillover between insti-

tutional interaction index and CDS also exists in both the
short and long term. Also, volatility spillover between insti-
tutional interaction index and equity market is still valid in
both short and long term. In Model 2 we observe volatility
spillover between II and FX basket only in short term for all
period results. In the second period results volatility spill-
over between the II-FX basket and II-CDS occurs in the
long period as well. Finally, we can show the movement of
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Figure 3. Conditional Correlation Model 1.

Conditional Cov ariance
Var(RFX_BASKET)
008
005 4
004 4
003 -
002
001 4 k
000 “.l‘h. oo e gelbes L
07 0B 09 10 11 12 13 14 15 18 17 18 18 20
CoRFX_BASKET RIl) Var(RIl)
00010 1 3.0
00005 | S
00000 | !
2.0
-00005 -
159
00010
109
00015 -
00020 ta5
40028 ~———T——T—1——T—T—T—T— 0.0 el
07 0B 09 10 11 12 13 14 15 16 17 18 18 20 07 08 08 10 11 12 13 14 15 16 17 18 19 20
CowRFX_BASKET RCDS) CovRILRCDS) Var(RCDS)
0004 0z 08
iz 001 05 1
| 000 -+ {* 4 04 1
0000
-001 4 03
~0002
-00z 02
-.0004 s &i N
-0006 T — T T—T -004 T T 0o
67 OR 08 10 11 12 13 14 15 18 17 1R 13 20 N7 0R 08 M 11 12 13 14 15 R 17 1R 19 20 07 0R B 10 11 12 13 14 15 18 17 1R 18 20
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the conditional covariance and the conditional correlation
of II, FX, BIST 100 and CDS in Model 1 and 2 for overall
period according to Figure 3 and 4. Impact of 2011 on II is
quite visible in these graphs.

5. CONCLUSION

One of the key components of political stability is rela-
tions with institutions, which refers to the relationships be-
tween the government and higher judicial organ, govern-
ment and presidency, government and military bureaucracy,
government civil bureaucracy and independent economic
institutions, and relations with international institutions. The
importance of institutions for economic development and
stability has been thoroughly discussed by both the old and
new schools of institutional economics, who developed the-
ses against the Classical and Neo-Classical paradigms.

The novelty of this paper is the Institutional Interaction
Index which allows us to measure the relationships between
government and higher judicial organ, presidency and gov-
ernment, government and military bureaucracy, govern-
ment civil bureaucracy and autonomous economic institu-
tions, and relations with international institutions in a daily
base which allows us to quantify and incorporate II into
time series model. The higher the Institutional Interaction
Index, the greater the tendency towards stability, whereas
the lower this index, the greater the deterioration in stabil-
ity. As stated in the institutionalist approaches, the involve-
ment of institutions is important for economic growth and
economic stability.

In the study, the relationship between the Institutional
Interaction Index, a sub-index of the Political Stability In-
dex, and BIST100, FX basket rate, and CDS was analyzed,
and we can conclude that volatility spillover between insti-
tutional interaction index and equity market exists in the
short and long term. For the second period results, we see
volatility spillover between institutional interaction index
and CDS also exists in both short and long term. Also, vol-
atility spillover between institutional interaction index and
equity market is still valid in both the short and long term.
In Model 2 we observe volatility spillover between II and

FX basket only in short term for all period results. In the
second period results volatility spillover between the II-FX
basket and II-CDS occurs in the long period as well. As the
bottom line we can sum up the results as I has more impact
on markets and markets risk create volatility spillover im-
pact on both equity market and FX market obviously. The
results from this study support institutionalist approaches.
As the relations with institutions deteriorate, BIST100 and
FX rate volatilities, that is, instability, increases due to the
increase in market risks. Unquestionably, albeit ironically,
volatility investors derive profits from these volatilities.

6. APPENDIX: THE SUB INDEXES THAT CREATE
PSI AND THE COMPUTATION METHODOLOGY

The political participation in democratic societies, pro-
cures decision making and implementation about compre-
hensive, thoroughly, and vital issues. In the regimes where
political participation is not adequate, it drifts apart from
being inclusive in decision making and applying and main-
taining social order becomes harder. Stability means, when
looked at its Arabic origin, “the determination of the deci-
sions”. Therefore, “Political Stability” states determination
about the implementation of the decisions. In the regimes
where there is no political order, making, implementing, up-
dating, and extending the decisions is quite hard. Financial
markets rapidly evaluate the value of political development
and stability, and they choose the shortest way for adapt-
ing to their expectations. Political order and stability play
a part in, not only the financial markets’ but also in all the
economic actors’ future decisions. Within this framework,
the gaugeability of Political Stability and effective usage of
it becomes important. The foundations of The Political Sta-
bility Index that is calculated based upon the case series are
primarily the rule of law and legal security principles.

6.1. PSI Consists of the Whole Sub Rules and
Indexes (Table 4)

6.1.1. Basic Legitimacy and Management Norms
“State of Law” has been documented in the verdicts
of high courts particularly in the Supreme Court and The
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Figure 5. Political Stability Indices 2007-2020.



Yildiz Social Science Review, Vol. 7, No. 2, pp. 123-136, 2021

133

Table 4. Sub-Indexes of PSI and Their Weights (%)

Index Share (%) Total Basic Indicator (Excluding
Lower and Upper Groupings)
Basic Legitimacy and Management Norms 15 16
Parliamentary Support, The Structure 15 25
Government: Establishment and Operation 10 13
Policy Implementation Effectiveness and Governance 10 14
Relations with Institutions 15 22
Relations with Foreign Political Actors 5 10
Bureaucratic Capacity and Usage 5 10
Political Violence 10 10
Economic Stability Factors 15 13
Political Stability Index 100 133

Source: Compiled from PSI Introduction and Calculation Methodology documents.

Council of State. Compliance with the Constitution and the
laws, the lawfulness of all acts and acts of the state, the assur-
ance of individual rights, the implementation of separation
of powers, equality, assurance of legal judges, effectiveness
of criminal and criminal law principles, legal administra-
tion, openness to judicial remedy and administrative judi-
ciary, judicial independence and judge guarantee, Judiciary
according to conscientious opinion, observance of the Con-
stitution and etc. are followed under this caption.

Basic Legitimacy and Stability of Management Norms
are structured in two main sections: With the above details,
the essence of the Republic in which the legitimacy norms
are included, and the basic characteristics of the state are in
the first group with high coefficients. The second group in-
cludes management norms and procedures (with appoint-
ing powers-bureaucratic procedures and regulatory trans-
action categories) with lower coefficients.

Basic legitimacy norms of the Turkish political system
are the type of state and the characteristics of the republic
defined in the constitution. These are the immutable prin-
ciples of the Constitution. Changes or attempts to change
the principles of the constitute are a violation of basic legit-
imacy norms. These violations are summarized under two
headings as basic and secondary variables. In the definition
of basic legitimacy norms, primarily the Constitutional text
and if there is no clarity, the verdicts of the high court are
taken as basis.

The basic management norms are Preservation of the
legal order and implementation order defined in the Con-
stitution, the internal regulations of the Parliament, laws
or laws on the establishment and functioning of ministries
(Law no 3046 etc.).

6.1.2. Parliamentary Support, The Structure

The basic characteristic of the political system in Turkey
is parliamentary democracy. According to the Constitution
and state traditions, the highest / final binding decision
placeisstill the Parliament. Even though their final decisionis

based on qualified / rigid decisions, that is as so. After the
new Presidential system was put into operation, although
different discussions have been made on this issue and al-
though the importance of parliamentary support and struc-
ture seems to have decreased, the structure, composition,
continuity, and variability of the government’s (administra-
tion’s) parliamentary support are critical. The parliamen-
tary support of the government (the administration) with
how many parties and representatives, party disciplines and
its sub-indicators, deputy transfers, tendencies in legislative
activities, the actions in the budget and critical law negotia-
tions are among the reviewed matters. The following of the
working conditions and working hours of the Parliament,
including the commissions; the presentation of the laws as
draft and proposal, the quality of the regulation, their vot-
ing and acceptance, briefly, the performance of the parlia-
ment and its quality are monitored under this caption.

6.1.3. Government: Establishment and Operation

The institutional body of political stability at the center
of the parliamentary regime is the government. Even if the
majority cannot be achieved in the parliament during the
crisis period, the basis is the ability to take and implement
political decisions, in short, the existence and functioning
of the government. Even if there is a sufficient political ma-
jority in the parliament, this is not a guarantee for the estab-
lishment of government.

6.1.4. Policy Implementation Effectiveness and
Governance

In governance (accountability-transparency-consisten-
cy) and impact analysis (scope-dimensioning of the political
problem, clarification of its content, determination and in-
clusion of relevant parties, clarification of causes and effects,
harmonization with targets, making processes and measures
measurable and clarified, measuring the effects of solution
management and evaluation of the audit, etc.), detailed issues
are included in the analysis by passing through certain filters.
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The processes of controlling and evaluating the pre-
sentation-formation-decision-making-implementa-
tion-implementation results of the government’s political
choices and practices or governance processes in general
are monitored and evaluated. The basic reasoning styles of
the government in terms of political decision-making, the
quality of the regulations made, their appropriateness, the
impurities they cause, if any, impact analysis are examined
in this topic.

6.1.5. Relations with Institutions

The Turkish political system has been structured by
two sections of power, reflected in the decisions of the high
court and been subject to the evaluations of valuable public
lawyers beyond political scientists. With the direct election
of the president by the people, the function and criticality of
the second power section have come to the fore.

The first section has been architected through the
assembly and the government; and the second has been
architected through the Presidency - “the high public bu-
reaucracy” - over the higher judicial bodies. “The core of
the high public bureaucracy”; is the diplomatic and mili-
tary bureaucracy. Diplomatic bureaucracy has also under-
taken the memory function of the system. Finance, Internal
Affairs, Religious Affairs, Autonomous Economic Boards,
some elements of the high judiciary in the center are in-
cluded in the high public bureaucracy.

6.1.6. Relations with Foreign Political Actors

Centered in monitoring foreign policy relations within
the PSI are Turkey’s foreign policy preferences. Although
taking caring of monitoring global trends, the dynamics of
the international political system, will not be included in the
analysis before its effects on Turkey became concrete. The
indicative of concretization should be clear and observable.
Analysis and risk measurements of global political develop-
ments can be made competently by various organizations.

Within the PSI, “Turkey, with its institutional structure”
is the one that has been taken into the center in terms of for-
eign political actors. The bundle of “foreign policy goal”
summarized as full independence-full security and pros-
perity is critical in this respect. Security and regime sensi-
tivities in the field of foreign policy are extremely effective.
One of the serious risks within the PSI is, the emphasis on
the immediate and voluminous internationalization of the
risk patterns of the Turkish political system.

Within the PSI, the direction and degree of relations
with foreign political actors are distinguished in terms of
US-EU-international institutions and neighbors. It has
been monitored in four sub-parameters. The four sub pa-
rameters that are monitored in relations with the USA
are; relations between military bureaucracies, relations
between civil bureaucracies, relations between high lev-
el politicians, and public perception. Relations with the
USA covers almost 40 percent of the sub-sector total share.

The reason why relations with the EU has a lower share in
the sub-sector is to sterilize the effect of bureaucratic-eco-
nomic ties concentrated on its positioning within the gen-
eral model. Russia’s initially increasing energy dependency
relationship, increased unity of Turkey’s public tax revenues
and exports of Russia, relative parallelization on the Black
Sea and Middle East policy are assessed under this chapter.

The evaluation of relations with all actors influencing
the politics of the country, especially the USA-EU, is un-
der discussion. In addition to institutions such as NATO-
UN-World Bank-IME, relations with near-far neighboring
countries are monitored.

6.1.7. Bureaucratic Capacity and Usage

Modern societies have suffered extensive and long-term
difficulties due to the breadth and depth of bureaucracy and
even its effectiveness. Bureaucratic obstacles or supports are
known to have an impact on political, social and economic
trends. In terms of brief political analysis, the current posi-
tion of the issue of bureaucratic capacity and usage during
political stability is the centrality of the parallelism of bu-
reaucratic capacity-economy. The social state stands at the
base of the parallelism. The prominent mechanism in the
current molding of parallelization is being bank focused
and the activation of the autonomous economic bureau-
cratic institutions’ architecture. The general orientation of
bureaucratic capacity and its full use are evaluated together
with the level reached in terms of generality-equality-vari-
ability-compatibility and consistency in the provision and
regularity of public services.

6.1.8. Political Violence

Widespread or singular incidents of violence affecting
political stability, whether they are of a political nature or
not, are monitored in the topic. Border conflicts, non-coun-
try-level external conflicts, bureaucratic pollution and
gangs with intense and widespread impact, military and
security-related contamination are included. Increases in
religious and ethnic activities, even if they are crude and
non-violent, and excessive ideological activities are also
measured. Excessive deviation from justice statistics, con-
tinuous violations of legal and implementation regularities,
attacks and looting of domestic and foreign representative
offices, stores-widespread chains, attacks on financial insti-
tutions, violence and continuous violations of public order,
possible or actualized threats to general health are moni-
tored and evaluated.

6.1.9. Economic Stability Factors

The economic system and its sub-developments are the
main channels of the social and political system’s adaptabil-
ity to life. Social change begins or is driven by the economy.
The political analysis of economic stability is not intended
to predict whether the economy is or will be in good condi-
tion or not. Economy is occasionally in good condition or
bad. The issue of political value is how and to what extent
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the assessments affect voters’ political choice and their de-
cisions for the elected.

What is measured within the scope of PSI is wheth-
er economic actors comply with the requirements of the
economy or not. Prices may decrease, interest rates may
increase, etc. What stands out is to preserve the rationality
of the reactions given in return for the product or service
whose price is increasing. The contrary situation is to hand
over the solution, which economic actors should reveal, to
the political area. And this feeds political instability. The
Economic Stability Factors should examine the economy
itself as well as the mechanics of its articulation with the
political system. The articulation of the economy with bu-
reaucratic capacity has been emphasized above.

In the first section, price volatility, the severity of eco-
nomic waves, liquidity and credit volatility, conditions
that determine the general investment environment, pub-
lic and critical private sector indebtedness amounts and
rates, as well as employment, growth, interest, investments,
foreign investments, developments in the field of ener-
gy are monitored. The most critical price volatility is in
subsistence products and services. The prices that deter-
mine the necessity goods, energy-accommodation-trans-
portation-communication expenditures are monitored
with the highest coeflicients. Indirect and common taxes,
health-medicine-education etc. expenses are also included
in monitoring.

The short-term, general securities investment regime,
restrictions on foreign currency and similar liquid values,
tax controls and restrictions, nationalization, if any, tariffs,
payment cancellations, trade barriers and labor market
constraints are observed in the second section. Long-term
focus is investment-commercial and general demand con-
straints. During the economic expansion period, protec-
tionism is scored as a cut below negative.

What is monitored in the third part is the realization of
the economic targets set in the plan-program, action plans
and budgets. Whether the targets are set correctly, wheth-
er there is a disruption-negative effect in the mechanisms
of establishing and realizing economic expectations, and if
any, reasonable or unreasonable causes are monitored.

Finally, debt delays, delays, and accumulations in loan
payments, sudden, unfounded or large expropriations, large
or widespread contract cancellations, heavy or widespread
public-status contract term changes, sudden-bulky-specif-
ic tax regulations or decisions, foreign currency or deposit
focused extraordinary controls are specially monitored and
evaluated.

Expectation-realization differences are high at macro
level; the differences of what can be seen as micro, such as
sub-items of public finance, are scored with a low coeffi-
cient. Especially inbounded bankruptcies, strikes, layoffs
are recorded severely negatively. Investments are mostly
placed in short-long term measures.

6.2. PSI Calculation Method

The total basic indicators handled in the PSI calcula-
tion are 133. Basic indicators have 2 to 28 sub indicators.
There are many first indicators among the sub-indicators,
especially the economic ones. It is not very meaningful to
give a total number of indicators, since there are indicators
that are activated and remain in the background and those
that should not be activated simultaneously.

The above-mentioned political case series, which are
open, accessible and based on concrete records, are mea-
sured by including them in the model subject to certain
principles. By converting the measurements, PSI and its
change are made observable. The model, registration and
operating principles, together with its sub-sectors and pa-
rameters, are formalized and kept in the Basic Status by the
Notary.

There are 8 basic categories in the scoring of indica-
tors. The sign is either positive (+) or negative (-). Scores
are made as strictly 1 and 0.875, severe 0.75 and 0.625,
likely 0.50 and 0.375, probability 0.25 and 0.125. The
scores of the indicators can change according to the de-
gree of direction and gaining effectiveness at different
times. Scoring is calibrated according to time, conjunc-
ture, marginal and resource filters.
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It is undeniably accepted that labor underutilization has important consequences for econ-
omies and societies. Unemployment that is the narrowest measure of labor underutilization
is one of the main concerns for policymakers, investors, and society. Besides the standard
unemployment rate, there are alternative measures of labor underutilization providing a wider
picture of the underutilization of workforce. This study aims to delineate some facts about
labor underutilization by age and gender for a group of European countries in a broader view.
For this purpose, specifically, time-related underemployment and potential labor force data
are employed to measure the labor underutilization along with unemployment. It is observed
that there are significant gender and age differences in the labor underutilization components
across countries. Elasticity and descriptive analyses together verify that time-related under-
employment is more sensitive to unemployment than the potential labor force. While the sen-
sitivity of time-related underemployment to changes in unemployment differs by gender and
age, the potential labor force is almost equally sensitive to unemployment regardless of age and
gender. The study additionally displays the degree of reallocation between underutilization
MAKALE BiLGiSi components and suggests a higher reallocation for the young than adults. On the other hand,
reallocation between labor underutilization components is not gender-biased.
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sira, atil is giiciinii temsil eden daha kapsamli alternatif gostergeler mevcuttur. Bu ¢alisma,
bir grup Avrupa tlkesi i¢in yas ve cinsiyet dikkate alinarak atil i§ giiciine dair bazi tespitleri
daha genis bir bakis acisiyla sunmay1 amaglamaktadir. Bu amagla, igsizlikle birlikte zamana
baglh eksik istthdam ve potansiyel is giicii verileri, atil is giictinii 6l¢gmek i¢in kullanilmaktadir.
At1l is giicti gostergelerinin tlkeler arasinda cinsiyet ve yasa gore 6nemli 6lgiide farklilastigs
goriilmektedir. Betimsel bulgular ve esneklik analizi, zamana bagl eksik istthdamin igsizlige
potansiyel is giiciinden daha duyarli oldugunu ortaya koymaktadir. Zamana bagl eksik istih-
damun igsizlikteki degisikliklere duyarliligs cinsiyete ve yasa gore farklilik gosterirken, potansi-
yel i giictiniin issizlige duyarlilig1 yasa ve cinsiyete gore degismemektedir. Caligma ayrica, atil
is giicti bilesenleri arasindaki kaymalar1 analiz ederek yetigkinlerin genclere gére daha fazla
bilegenler arasinda yer degistirdigini gostermektedir. Ote yandan, atil is giicii bilesenleri ara-
sindaki kaymalarin cinsiyete dayali olmadig: tespit edilmistir.

Atf i¢in yazim sekli: Ozerkek, Y., & Didin Sénmez, E (2021). Labor Underutilization in Euro-
pean Countries: Some Facts About Age and Gender. Yildiz Social Science Review, 7(2), 137-146.

1. INTRODUCTION

As labor markets become more complicated, the anal-
ysis of unemployment is increasingly becoming not ade-
quate to understand the problems associated with poverty,
inequality, economic development, etc. Underutilization of
workforce has important adverse consequences in terms of
productive capacity in the labor market, national income
and social inclusion (Mitchell and Muysken, 2008). Thus,
economists have been focusing on broad measures of la-
bor underutilization which provide a more comprehensive
understanding of multi-dimensional social and econom-
ic effects compared to the traditional unemployment rate
measure (ILO, 2020; Baum and Mitchell, 2010).

Simply, labor underutilization occurs when supply of
and demand for labor do not match. The unemployment
rate, which is calculated by considering the active job seek-
ers who are currently not working but available to start
working within two weeks, is a narrow definition of labor
underutilization. The definition of the concept does not
involve the people who are not actively seeking a job and
not available to start working. Likewise, it does not consider
those who are employed on a part-time basis but want to
work more hours. These two labor force status are qualified
as underutilized labor. Since unemployment does no longer
sufficiently describe all aspects of the labor market, a wider
definition assessing the overall degree of labor underutili-
zation is more helpful for broad labor market monitoring.

Several researchers have engaged in efforts to identify
and gauge the elements of labor underutilization, along with
conventional unemployment measure. Ducoff and Hagood
(1957), one of the earlier studies, examine the measurement
of discouraged workers. The concept of underemployment
is also scrutinized to acquire an accurate understanding
of labor underutilization (Carter, 1982; Jensen et al., 1999;
Wilkins & Wooden, 2011). Some previous literature has fo-

cused on the term subemployment (White, 1969; Vietorisz
et al., 1975; Price, 1976). The extent of subemployment
measure comprises discouraged workers, involuntary part-
time workers, and workers who work full-time but earn
below a certain level of income. These measures intend to
capture labor market failure, thereby enabling a more com-
prehensive view of labor underutilization (Glyde, 1977).

Clogg (1979) credits that Labor Utilization Framework
(LUF) has been first suggested by Hauser (1974, 1977) to
tackle shortcomings in the unemployment measure.' Clogg
(1979) and Clogg and Sullivan (1983) are among the studies
applying the LUF to the U.S. data. Clogg (1979) remarks
that this framework was applied especially to developing
countries in which the deficiency of unemployment mea-
sure could account for the slow growth in economic pro-
ductivity in these countries.

There is a growing literature providing insights into
the issues surrounding labor underutilization (Cavalca-
nti, 1974; Pazos, 1975; Baum & Mitchell, 2010; Addy et
al., 2012; Bell & Blanchflower (2011, 2013, 2018); Song &
Wei, 2019; Sibirskaya, 2020, among others). The studies are
concentrated on either one or more components of labor
underutilization. In their panel study with a group of Eu-
ropean countries, Ruiz-Quintanilla and Claes (1996) find
that organizational and societal factors have a larger effect
than behavioral and demographic variables on the pattern
of underemployment. Kingdon and Knight (2006) examine
the nature of non-searching jobless persons in South Africa
and they underline how the treatment of them is important
for the understanding of poverty and labor market con-
cerns. Baum et al. (2008) investigate labor underutilization
in Australia by emphasizing the essential role of individual
characteristics, personal circumstances, and local features
of labor markets in the analysis. Baum and Mitchell (2010)
investigate unemployment and hidden unemployment by
gender in Australia. Prause and Dooley (2011) study the

! LUF included the following categories: those not in the labor force, the subunemployed (discouraged workers), the unemployed, the part-time employed, low income

underemployment, and educational mismatch (Clogg, 1979; Clogg et al., 2001).



Yildiz Social Science Review, Vol. 7, No. 2, pp. 137-146, 2021

139

effects of youth underemployment on the psychological
health and well-being of young workers. Song and Wei
(2019) examine the difference between the unemployed and
those not in the labor force by analyzing the demographics,
time allocation, and transition rates to employment for the
U.S. They suggest an extended alternative measure which
also includes out of labor force individuals who are non-re-
tired and non-disabled males and single females without
children, to reflect the scope of labor underutilization more
accurately. Bell and Blanchflower (2018) studying Europe-
an countries find that underemployment, rather than un-
employment has the main effect on wages in the years since
the Great Recession.

This study aims to provide the conceptual framework
of labor underutilization and investigate the components
of labor underutilization for a group of European countries
during the period 2006-2019. The components include the
potential labor force and the time-related underemployed
along with the unemployed. Time-related underemployment
consists of employed working-age persons who are willing
and available to work more hours than their current working
time. The potential labor force comprises working-age per-
sons not in employment. It consists of two different groups;
those who are available but not actively searching for a job
and those who are seeking but not immediately available. The
first group characterizes discouraged workers, or alternative-
ly, it is called hidden unemployment. In this study, hidden
unemployment is defined in a broader sense as the sum of
the potential labor force and time-related underemployment.
The analyses are performed by age (youth, adult) and gender.
Youth refers to individuals aged 15- 24 and adults to those
aged 25 and older. The association and reallocation between
components of labor underutilization and the sensitivity of
hidden components (potential labor force and time-related
underemployed) to the number of unemployed are investi-
gated. It is important to note that this study does not seek
to identify causal relationships. Rather the analysis aims to
provide some insights into labor underutilization by age and
gender aspects and to identify the associations between labor
underutilization measures.

The paper is organized as follows. The next section re-

Table 1. Basic Labor Underutilization Indicators

veals some facts about the indicators of labor underutiliza-
tion by age and gender for a group of European countries.
Section 3 focuses on the shares of the components in to-
tal underutilization and demonstrates the gender and age
aspects of the reallocation between them. In Section 4 we
examine the sensitivity of hidden unemployment elements
to unemployment. Section 5 concludes by providing a dis-
cussion of the main findings.

2. RESEARCH AND RESULTS

Traditional labor market analysis mostly considers peo-
ple employed, unemployed and not in the labor force as
discrete categories and underutilization of the workforce
is commonly measured by the unemployment rate. Besides
the rate of unemployment, ILO (International Labour Or-
ganization) describes three more different labor underuti-
lization indicators using a broad view of this concept as is
shown in Table 1. The narrowest indicator is the unemploy-
ment rate (LU1), while the broadest one is the composite
measure of labor underutilization (LU4) including time-re-
lated underemployment, unemployment, and potential la-
bor force.

Table 2 presents the average rates of different labor
underutilization measures taken from ILO Statistics for
the period 2015-2019. It shows the rates of 23 European
countries for different gender and age groups. While the
narrowest measure of labor underutilization (LU1) is low,
unsurprisingly the broader measures including time-re-
lated underemployment (LU2) and potential labor force
(LU3) are considerably high. If one considers the broadest
measure (LU4), all countries suffer from very high labor
underutilization rates compared to LUL. In addition, the
difference between LU4 and LU1 are remarkably high, es-
pecially for the young and women in general. Among those
listed countries, only Czechia has a very small difference
between LU4 and LU1.

Table 2 also reveals that European countries have a seri-
ous underutilization problem of the young workforce for all
indicators. Youth labor underutilization rates are consider-
ably higher than adult rates. Given the broader indicator of

LU1 Unemployment rate

LU2 Combined rate of time-related underemployment
and unemployment

LU3 Combined rate of unemployment and potential
labor force

LU4 Composite measure of labor underutilization

[persons in unemployment / labor force] x 100
[(time-related underemployment +
unemployment) / labor force] x 100
[(unemployment + potential labor force) /
(extended labor force)] x 100

[(time-related underemployment +
unemployment + potential labor force) /
(extended labor force)] x 100

where extended labor force=labor force + potential
labor force

Source: ILO (2020).
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labor underutilization, the number of countries having se-
rious youth labor underutilization problems is significantly
increasing.

Furthermore, some countries in Table 2 have a relatively
high labor underutilization gender gap. It is observed that
labor underutilization indicators are gender-biased. The
number of countries experiencing a comparably high gen-
der gap in labor underutilization is increasing as we expand
the measure further. To focus more on the gender and age
aspects of the indicators, Figures 1, 2, 3 and 4 show labor
underutilization measures by age and gender groups. In
the figures, straight lines reflect 45-degree lines to check
whether there exists a biased distribution for gender and
age groups.

It is seen that unemployment rates for youth are more
dispersed and relatively higher than adults in Figure 1. LU1
ranges from 6 per cent to 40 per cent for youth while it rang-
es from 3 per cent to 18 per cent for adults. In the figure,
higher values for females are associated with higher values
for males. Among the other countries, Croatia, France, Ita-
ly, Portugal and Spain are the countries that suffer the most
from extremely high youth unemployment. Variations in
adult unemployment across countries are not noteworthy
as they are in youth unemployment. Only Spain has a re-
markably higher adult unemployment rate (18 per cent for
females and 14 per cent for males) than the other countries
have.

Figures 2 and 3 use broader labor underutilization
measures of LU2 and LU3, respectively. They show the
combined rates considering time-related underemploy-
ment and potential labor force in addition to unemploy-
ment. These two figures show that there is a substantial
variation in LU2 and LU3 across countries. Rates plotted
in these figures are more dispersed compared to Figure
1. LU2 ranges from 3 per cent to 27 per cent for adults
and from 9 per cent to 52 per cent for youth while LU3
is between 3 per cent and 23 per cent for adults and be-
tween 10 per cent and 54 per cent for youth. Additionally,
the figures indicate that LU2 and LU3 are gender-biased
for adults. These measures for the adult female are greater
than for adult males in almost all countries presented in
the figure.

Figure 4 presents LU4 which is the broadest indicator to
measure labor underutilization by including both time-re-
lated underemployment and potential labor force in ad-
dition to unemployment. Thus, the rates are considerably
higher than the rates presented in Figures 1, 2 and 3. The
scatter plots involving exceptional rates in the figure signal
striking disparities across countries. The highest rates for
both youth and adults belong to Italy and Spain. In these
two countries, more than half of the youth are underuti-
lized. Like LU2 and LU3, LU4 is also gender-biased with
relatively high adult female rates.

LU for youth female and male LU1 for adult female and male

50

LU % ffomale youth)
20 30 0
LUT % (female adult)
20

10

2 30 a0 50 o 0o zn 30
LU1 % (male youth) LU1 % (male adut)

LUS3 for adult female and male

LU3 for youth female and male

- ~ - : = . .
. . 0 5 10 15 2
LU3 % (male youth) LU3 % (male adult)

Figure 1. Average Unemployment Rates for the Period
2015-2019 (%).

Source: ILOSTAT (2020).
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Figure 3. Average Combined Rate of Unemployment and
Potential Labor Force for the Period 2015-2019 (%).

Source: ILO (2020).
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Figure 2. Average Combined Rate of Time-related Underem-
ployment and Unemployment for the Period 2015-2019 (%).

Source: ILO (2020).

Figure 4. Average Composite Measure of Labor Underuti-
lization for the Period 2015-2019 (%).

Source: ILOSTAT (2020).
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2. THE SHARES OF UNDERUTILIZATION
COMPONENTS

This section dwells on shares of each component in total
underutilization. The shares are computed as the number
of persons in each element of labor underutilization divid-
ed by the total number of underutilized persons (Figure 5).
Starting from the left in the figure, countries are sorted by
their share of unemployment in total labor underutilization.
As we move from left to right, the unemployment share is
decreasing whilst the shares of the potential labor force and
time-related underemployment are not following a certain
pattern across countries. Thus, as is depicted in the figure, it
is not possible to generalize the relationship between shares
of unemployment and hidden unemployment components
(potential labor force or time-related underemployment).
Figure 5 also indicates that the shares of the potential la-
bor force and time-related underemployment is too large
to be ignored. Their total share is 50 and over per cent in
most of the countries (19 out of 23 countries). Among those
countries, Czechia, Slovakia, Spain and Hungary have the
smallest share of hidden components, with the shares of
32, 33, 40 and 47 per cent, respectively. Although countries
have similar shares of unemployment, they differ in their
shares of the potential labor force and time-related under-
employment. This might stem from the country-specific
labor market structures.

Figure 6 depicts age and gender-specific underutiliza-
tion patterns in a comparative view. For both youth and
adults, since unemployment shares are located on the right
of the 45-degree line whilst time-related underemployment
shares are located left of the line, there is a gender-biased
distribution for these two components. As is seen in the fig-
ure, females have a larger time-related underemployment
share in total underutilization than males while males have
a greater unemployment share than females. For the poten-
tial labor force, the distribution by gender and age does not
differ notably.

How do unemployment and other components of labor
underutilization move in these countries? Figure 7 provides
visual evidence on the shares of the elements of labor un-
derutilization. In most of the countries, the share of unem-

Ounemployment @potential labor force mtime-related underemployment
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Figure 6. Share of Labor Underutilization Components by
Age and Gender (%).

Source: ILOSTAT (2020).

ployed is greater than those of the potential labor force and
time-related underemployed. In particular, the gap between
these shares of states is large in Slovakia, Czechia, and Spain
with unemployment moving apart from the other two
states. On the other hand, all these shares are very close to
each other for Norway, Sweden, and Finland.

Figure 7 signals a negative relationship between unem-
ployment and time-related unemployment, whereas the
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Source: ILOSTAT (2020).

Figure 7. Shares of the Labor Underutilization Compo-
nents (%).

Source: ILOSTAT (2020).
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share of the potential labor force is quite stable during the
period of analysis. Time-related underemployment and un-
employment are significantly correlated with a correlation
coeflicient of -0.67. The correlation coefficient between the
potential labor force and unemployment is -0.51 and be-
tween the potential labor force and time-related underem-
ployment is -0.26, and they are statistically significant.

Variations in percentages of these three states suggest
that there exists a reallocation among these components
of labor underutilization (Figure 7). It is clearly observed
that most of the reallocation is between time-related under-
employment and unemployment. Decreasing (increasing)
share of unemployment is accompanied by an increasing
(decreasing) share of time-related underemployment. Fig-
ure 8 draws attention to the reallocation between underuti-
lization components and shows the whole picture of the
labor market in a compact way.

In the face of aggregate labor market conditions, there
may be a reallocation between different components of
labor underutilization, namely between the unemployed,
potential labor force, and time-related underemployed. In
order to gauge the degree of reallocation, the Lilien index
is calculated for the two age and gender groups (Figure 9).?
The Lilien index is computed as follows (Lilien, 1982):

Working Age
Population

L J
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Labor Force =l

N 1

\
Want to be
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L 4
I
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Figure 8. Reallocation between Components of Labor Un-
derutilization.
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Figure 9. Lilien Index by Age and Gender (2015-2019).
Source: Authors’ own calculations with ILOSTAT (2020) data.

JZ( xrt)[ln( irt ) In( n ):|
zrtl n— (1)

where xirt is the number of people in labor underutili-
zation component i in period t in country r and Xrt is total
labor underutilization in period t in country r. The share of
labor underutilization component in total labor underutili-
zation is used as the weight. A higher index number indi-
cates that the reallocation is higher.

Figure 9 demonstrates the computed values of the Lilien
index by age and gender. For most of the countries in the
analysis, the levels of the Lilien index for the youth is higher
than those of adults as revealed by the concentration to the
left of the 45-degree line. In other words, reallocation be-
tween labor underutilization components is higher for the
young. This is apparent especially for the higher values of
the index. On the other hand, as is shown in the right panel
of the figure, European countries are generally concentrated
around 45-degree line indicating that reallocation between
the unemployed, potential labor force and time-related un-
deremployed is not different for women and men. Among
those countries, Ireland and Denmark have a prominently
high degree of reallocation.

3. ELASTICITY ANALYSES

There has been much literature on the relationship be-
tween unemployment and labor force participation. It is
widely accepted that unemployment tends to drive work-
ers out of labor force (Schwietzer and Smith, 1974). We
might expect that the greater the number of unemployed
people on the labor market, the higher the number of dis-
couraged workers and/or persons in underemployment.
The more remarkable question is how big an influence does
the change in unemployment have on hidden unemploy-
ment? To assess the sensitivity of hidden unemployment to
changes in unemployment, the elasticities of time-related
underemployment and potential labor force with respect to
unemployment are estimated by age and gender.

The estimation outcomes reported in Tables 3 and 4 are
obtained with the fixed effect estimation method, which
incorporates the time-invariant factors. All elasticity coeffi-
cients are positive and significant at 1 per cent.’> An elastici-
ty of less than one implies that as unemployment increases,
hidden unemployment components also increase but less
than proportionately. The results show that a 1 per cent in-
crease in unemployment will raise the potential labor force
by 0.45 per cent, and time-related underemployment by
0.67 per cent. Hence, the size of the unemployment does
have more significant implications for time-related under-
employment. The findings reveal that elasticity coefficients
for the potential labor force do not vary with age and/or

2 'The Lilien index originally measures the standard deviation of the sectoral growth rates of employment from period t-1 to period t. The index shows sectoral realloca-

tion or sectoral shifts (Lilien, 1982).

* The elasticities are computed with the data beloging to each gender and age group (e.g., elasticity of hidden unemployment of youth with respect to youth unemployment).
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Table 3. The Elasticity of the Potential Labor Force with respect to Unemployment

(1) ) 3) (4) (5)
Variables logpotential logpotential male logpotential female logpotential young logpotential _adult
logun_total ~ 0.455***
(0.0401)
logun_male 0.467***
(0.0381)
logun_female 0.463%+*
(0.0443)
logun_young 0.444***
(0.0500)
logun_adult 0.465**
(0.0383)
Constant 2.579*** 2.010%** 2.275%** 1.909*** 2.315%**
(0.239) (0.202) (0.230) (0.225) (0.217)

Source: Authors’ own calculations
Standard errors in parentheses
4 50,01, ** p<0.05, * p<0.1

Note: log refers to the natural logarithm.

Table 4. The Elasticity of the Time-related Underemployment with respect to Unemployment

3) (4) (5)

logfemale_tru logtru_young logtru_adult

1) )

Variables logtru_tot logmale_tru
logun_total 0.675***

(0.0869)
logun_male 0.745%¢*

(0.0834)

logun_female
logun_young
logun_adult
Constant 1.046** 0.174

(0.518) (0.443)

0.583***
(0.0944)
0.484%*
(0.0824)
0.701%*
(0.0867)
1,515+ 1.005%+ 0.900*
(0.491) (0.374) (0.492)

Source: Authors’ own calculations
Standard errors in parentheses
% p<0.01, ** p<0.05, * p<0.1

Note: log refers to the natural logarithm.

gender, suggesting that the potential labor force is almost
equally sensitive to unemployment regardless of age and
gender (Table 3). On the other hand, time-related under-
employed men are more sensitive to unemployment than
women. From the perspective of age groups, an increase in
the unemployed adults of 1 per cent will raise the time-re-
lated underemployed adults by 0.70 per cent, while the
corresponding elasticity coefficient for the young is 0.48.

In other words, time-related underemployed adults seem
more sensitive to unemployment than the young.

4. CONCLUSION

This study does focus on different labor underutiliza-
tion measures namely unemployment, potential labor force
and time-related underemployment in a comparative view
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of gender and age. Employing different indicators provid-
ed by ILO, the descriptive analysis part of the paper reveals
that labor underutilization indicators are gender-biased
especially for adults. Generally, male adults have relative-
ly less underutilization rates than female adults in many
countries. For the selected European countries, a broader
measure increases the number of countries experiencing a
comparably high gender gap in labor underutilization. As
we expand the indicator by including potential labor force
and time-related underemployment in addition to unem-
ployment, considerable variations across the countries ex-
ist as well. Besides, a serious youth labor underutilization
problem is strikingly observed.

In addition to labor underutilization indicators, shares
of each component in total underutilization are investigat-
ed in this study. The most obvious fact is that the share of
hidden unemployment in total labor underutilization is too
large to be ignored. In most of the countries, total shares
of the potential labor force and time-related underemploy-
ment is 50 and over per cent. Regarding the gender aspect
of the components, the share of time-related underemploy-
ment is larger for females while males have a larger unem-
ployment share than females.

Additionally, a negative relationship between unem-
ployment and time-related underemployment shares is
detected during the period 2006-2019. For the same peri-
od, the share of the potential labor force is quite stable. The
correlation between time-related underemployment and
unemployment is stronger than the correlation between
the potential labor force and unemployment as well. Mean-
while, the potential labor force and time-related underem-
ployment has a weak correlation. There exists a reallocation
among these components of labor underutilization and
most of the reallocation is between time-related under-
employment and unemployment. The Lilien index is cal-
culated to display the extent of reallocation between three
underutilization states. The index values point out a higher
reallocation between unemployed, potential labor force,
and time-related underemployed for the young. Moreover,
reallocation between labor underutilization components is
not gender-biased.

Furthermore, the elasticity of time-related underem-
ployment with respect to unemployment is greater than
that of the potential labor force. The elasticity analysis also
indicates that time-related underemployment for males
(adults) is more sensitive to unemployment than females
(the young). Besides, the potential labor force is almost
equally sensitive to unemployment regardless of age and
gender so that the elasticity is not age and gender-biased.

In a nutshell, this study shows that variations in labor
underutilization elements are considerably high and the
shares of these components differ by age and gender groups
across countries. These different underutilization patterns
of countries point out country-specific underutilization
problems. Therefore, it is worth considering gender, age

and country-specific aspects to track labor underutilization
and develop policies to combat the problem.
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ABSTRACT

Turkey is an important agent in MENA region, especially in the Eastern Mediterranean. Al-
though it does not have oil sources, Turkey is one of the developing countries of the region. It
has historical and cultural ties with all countries in the region. Libya, on the other hand, is a
country with significant oil reserves in the world and is dependent on foreign countries with
its limited industry and agriculture. Since the year 2011 civil unrest and war continue in this
country. While France, Egypt, Greece, Italy, GCA (Greek Cypriot Administration), United
Arab Emirates support the Libyan National Army, Turkey and Qatar support to the Nation
Reconciliation Government (GNA) at the West recognized by the United Nations. This situa-
tion is temporary and will change soon. It is inevitable to achieve order by reaching a consen-
sus in Libya soon.

The aim of this research is to evaluate possible development and economic activities in Lib-
ya, in the near future and defining the scope of maritime transport will be realized for this
purpose. Finally, assessing the sustainable cooperation areas in the maritime transportation
between Libya and Turkey.

This research starts analysing the political, economic, social, and military relations of the two
countries and as a result, identifying possible areas for a sustainable cooperation in the mari-
time transportation. Afterwards, the determined areas of cooperation will be examined sepa-
rately, and the results and proposals will be presented.

Cite this article as: Demirel, E. (2021). Cooperation between Turkey and Libya on Maritime
Transport. Yildiz Social Science Review, 7(2), 147-159.

6z

Tiirkiye MENA Bolgesinde ozellikle de Dogu Akdenizde 6nemli bir aktordiir. Petrol yataklarina
sahip olmamasina ragmen, bolgenin gelismis iilkelerinden birisidir. Bolge tilkeleri ile tarihsel ve
kiiltiirel baglar1 bulunmaktadir. Libya ise Diinyanin 6nemli petrol yataklarina sahip bir tilkedir;
kasith sanayisi ve tarimui ile diga bagimlidir. 2011 yilindan bu yana, i¢ huzursuzluk ve savas or-
tamu siiren bu iilkede, Fransa, Misir, Yunanistan, Italya, (Kibris Rum Yonetimi), Birlegik Arap
Emirlikleri iilkenin Dogusundaki Libya Ulusal Ordusuna, Tiirkiye ve Katar ise Birlesmis Milletler
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tarafindan taninan Batidaki Ulusal Mutabakat Hitkiimetine destek saglamaktadir. Bu durumun
sonsuza kadar devam etmesi beklenemez. Yakin bir gelecekte Libyada bir mutabakat saglanarak
stirdiirebilir bir diizenin saglanmasi gerekmektedir.

Bu aragtirmanin amaci, Libyadaki muhtemel gelismeleri ve yapilacak ekonomik faaliyetleri ve bu
amagla yapilacak deniz ulagtirmasinin kapsamini degerlendirerek; Tiirkiye ile Libya arasindaki
denizcilik konusunda stirdiiriilebilir isbirligi imkanlarini ortaya koymaktir.

Bu aragtirma iki iilkenin politik, ekonomik, sosyal, askeri iliskilerinin degerlendirilmesi ve bunun
sonucu olarak denizcilik alaninda siirdiiriilebilir isbirligi sahalarinin belirlenmesi ile baslayacaktur.
Bilahare belirlenen isbirligi sahalar1 ayr1 ayr1 irdelenerek bu alanda sonug ve 6neriler sunulacaktir.

Atif igin yazim sekli: Demirel, E. (2021). Cooperation between Turkey and Libya on Maritime
Transport. Yildiz Social Science Review, 7(2), 147-159.

1. INTRODUCTION

As result of the Civil War and Foreign Intervention in
Libya in 2011, damage and disorder from the war has been
considerable. There are frequent electric outages, little busi-
ness activity, and a loss in revenues from oil by 90%. A third
of the country’s population has fled to Tunisia as refugees.
Main source of the country, oil production has fallen from
1.6 million barrel per day to 900,000 in five years of war
and civil disturbance. Despite periodic economic and po-
litical crisis, a considerable emerge of economic activity is
expected reconstruction of urban areas and infrastructure
is expected soon (Abmdas & Demirel, 2018).

The most important economic aspect for Libya is in-
clusion in the international economy. To achieve that Libya
should establish a continuous shipping and open its ports
for operation in a short period. Shipping is one of the
most important forms of transportation for global trade.
The ports play an important and vital role in the maritime
transport chain because it represents the link between road
transport and maritime transport, in addition cannot be
global trade that have an affair in the absence of ports).

The development of global supply chains requires high
inland accessibility and efficient port operations. There is
a tendency towards logistics integration in the shipping
and port industry. The integration between ports and logis-
tics-related activities contributes to the development of the
concept of a “port-hinterland relationship” (Notteboom
and Rodrigue 2005).

Container an Ro-Ro terminals are nodes that link with
other inland transport modes such as highways, railways,
and inland waterway systems. The role of container termi-
nals is now evolving from a cargo handling point to a distri-
bution centre enhanced and became logistic bases. Hence,
container and Ro-Ro terminals have a significant role to
provide interface between the areas of production and con-
sumption.

1.1. Political Situation in Libya

Libya is a country with a long sea lane and a large part
of its land is a desert without suitable living conditions (Fig.
1). The country is surrounded by Chad, Niger, Algeria, Tu-

nisia, and Egypt. Libyan borders with other countries are
in the desert, and the control of border crossings is almost
impossible.

After the overthrown of Gaddafi government in 2011,
United Nations recognized the National Transitional
Council (NTC) [now called as Government of National Ac-
cord-NGA] at Tripoli as legal representative in Libya. Most
of the population refused the legality of NTC government
and The House of Representatives (HoR), elected in 2014
relocated to Tobruk. Second Libyan Civil War started at
2014. General Hafter led HoR take over the control of two-
thirds of Libya in a short period as NTC controls only a
small part of country including Tobruk and Tripoli. Two
governments in Libya; Tobruk based HoR. and LNA (Lib-
yan National Army) supported by Libyan House of Repre-
sentatives are now controlling Eastern and Central Libya.
HoR does not have a regular army but some militia groups
supported by only Turkey and Qatar. Political Situation in
Libya is shown in the Figure 1 extracted from Africa Center
for Strategic Studies (2020).

Libya is an important country having oil reserves and
all respective parties are looking for stabilization in Lib-
ya without military operation unless needed. Libya’s east-
ern-based military leader Khalifa Haftar said his Libyan
National Army (LNA) was accepting a “popular mandate”
to rule the country, apparently brushing aside civilian au-

I ©1998, Encyclopmdials

Figure 1. Libya and Neighbourhoods (Source: Encyclopae-
dia Britannica, 1998).
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thorities nominally governing eastern Libya (Defense web,
2020). Two third of the country is under the control of LNA
and military power is rather strong comparing with GNA.
The LNA have overt support of Western countries in the
diplomatic arena (Fig. 2).

1.2. Powers/Actors Politics on Libya

Since Gaddafi took power, oil has been the main re-
source in the hands of the leader of the newly proclaimed
Libyan Arab Republic. The triumph of the 1969 revolution
marked a paradigm shift, moving the new government to
use its oil income to boost redistributive measures among
the population, generating a new model of economic and
social development for the country. According to analysts,
among the measures of “economic sovereignty” which
drove Gaddafi’s policies were the nationalization of vari-
ous Western oil companies. Throughout Gaddafi’s tenure,
ambitious social programs were launched in the areas of
education, health, housing, public works and subsidies for
electricity and basic foodstuffs. These policies led to a sub-
stantial improvement in the living conditions of Libyans,
from being one of the poorest countries in Africa in 1969
to being the continent’s leader in its Human Development
Index in 2011 (Telesur, 2015).

United Nations Development Programme (2010) con-
sidered Libya a high-development country in the Middle
East and North Africa. This translated status meant a lit-
eracy rate of 88.4 percent, a life expectancy of 74.5 years,
gender equality, among several other positive indicators.

France is effectively using the Libyan conflict to keep
making a profit, even if this means that its weapons are used
to further the violence Although France denies taking sides
in the conflict (Open Democracy-2020). Although France
denies taking sides in the conflict, French President Em-
manuel Macron was the first Western leader to invite Gen-
eral Haftar to Europe for peace talks, and France launched
air strikes in support of his forces in February 2019. They
targeted Chadian opposition forces fighting against the
LNA in the south (BBC, 2020). Khadafy has been a strong
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Libya’s Civil War - June 2020
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Figure 2. Political Situation in Libya as of June 2020 (Source:
Africa Center for Strategic Studies, 2020).

threat for France controlled Central Africa after Libya has
started an offensive in Chad. France is happy with a Libya
without Khadafy and a weaken Libya which cannot involve
their area of interest. It is French policy to get involved
in all conflict areas in the world and looking for probably
military sales to Libya as it was in 1980s. Haftar’s army has
received financial and military support from Egypt, Saudi
Arabia, and the United Arab Emirates (UAE). However, an-
other nation that has also been propping up Haftar’s forces
is France. Being a member of the UN Security Council, this
support is somewhat controversial as France’s official posi-
tion is in support of the UN-backed GNA, rather than the
opposing side. But Macron’s administration sells weapons
to Egypt, Saudi Arabia, and the UAE, and likely does not
want to lose them as customers.

NATO quickly retreated leaving Libyans to piece their
country back together (Open Democracy-2020). Though
the United States helped lead the North Atlantic Treaty Or-
ganization (NATO) coalition that brought down Qaddafi in
2011, it no longer has a presence in Libya and has played a
limited role in the current conflict. The United States offi-
cially supports the GNA but has not provided it with mili-
tary support in its battle against the LNA. The primary U.S.
concerns in the region are counterterrorism-related, and
the United States has conducted joint air strikes with the
GNA against Libya’s Islamist groups (Council on Foreign
Relations, 2021). US is the main actor in Libya. relations
between US and pro-Hafter is not a secret and now anti-US
Gaddafi era is over. Only problem is Libya to defeat the Is-
lamist groups and riot tribes in the South. Many. US poli-
ticians believe that America led power projection to Libya
was a mistake and it should not be repeated. So, US prefer
not a direct involvement at that stage but providing support
to Haftar to establish stabilization, having the support of al-
lied countries.

Due to Russia’s preference for a finite LNA offensive and
uncertainties about Haftar’s leadership capabilities, Moscow
has maintained a diplomatic backchannel with the GNA.
As Haftar’s offensive continued, Russia maintained positive
relations with the LNA through PMC deployments, which
are reportedly financed by Saudi Arabia, and stepped up its
arbitration role in Libya (RUSI, 2021). It is then evident that
Russia, which has increased its presence in Libya especially
in recent years, aims not so much to realize its economic
and security interests there as to become a player with a
voting right in a geopolitical competition that runs both
between global and regional forces in the Mediterranean
region (INSAMER; 2020). Russia’s political aim is to stop
US direct intervention to Libya and become a key player.
Russia declared that Russia would provide support to LNA
if the intervention will be conducted under UN umbrella
but not NATO.

Italian foreign policy always interested in dynamics of
cooperation and conflict in key geographical regions such
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as the Mediterranean and Middle East, Asia, Eurasia, Africa
and the Americas (Altunisik, 2020). The country’s interests
in the fate of Libya are huge and compare to no other Euro-
pean country, from dependence on Libyan hydrocarbons,
to migration, to terrorism. How successful Italy has been at
protecting these interests, or safeguarding Libya’s political
transition, is less certain (ECFR, 2020). Before 2011 Italians
got important projects in Libya and they want to continue
them as well as they assume that Libya is the nearest and
most feasible oil source for them. Although Italians are in a
position to follow EU policy for Libya, they do not want a
direct involvement which may create a negative impact for
future relations with Libya. Before 2011.

Federal Germany focuses on preventing refugees from
reaching Europe, and Libya gains importance for Germa-
ny within the framework of this policy. Berlin’s interest in
Libya is that this country, which is very rich in oil and natu-
ral gas resources and geographically close to Europe, is one
of the important alternatives in Germany’s energy supply
(SETA; 2020). Standing out as the leader of the EU in times
of crisis, Germany should also play a leadership role in solv-
ing the Libyan crisis, which has become a conflict area for
EU countries such as France, Italy, and Greece. Otherwise,
the deepening of this crisis may cause greater damage to
the EU integration, which is already experiencing serious
problems.

In terms of Libya, the military and intelligence assis-
tance that Turkey provided to the GNA led to a reversal of
the military balance and a rethinking of the political cal-
culations of all actors involved in the Libyan crisis. Egypt’s
decision-makers realized that there is a need for a new ap-
proach to deal with the Libyan conflict in order to prevent
Turkey from expanding its influence over the GNA (Arab
World, 2021). Sisi wants to stop Muslim Brothers settle-
ment in stern Libya which is the biggest threat for his gov-
ernment. Egypt is the strongest supporter of Haftar.

Britain’s Secretary of State for the Middle East, James
Cleverly, stated that her country stands by the legitimate
Government of National Consensus (GNA) recognized
by the United Nations (UN) in Libya (Egypt Independent,
2021).

Turkey and Qatar support GNA at the West. Turkey
claims that GNA is the legal government recognized by UN
as it fights against UN recognized Assad’s government in
Syria. Turkey also accused by many countries providing
military support to Muslim Brother which is the enemy
for Egypt as well as Jihadist Islam organization in the West
(Arab World, 2021).

Turkey’s military assistance to the Government of Na-
tional Accord (GNA) has enabled the Tripoli-based govern-
ment to turn the tide of the civil war and capture territory
held by the Libyan National Army (LNA) forces command-

ed by Khalifa Haftar, who has received covert support from
France in addition to substantial support from Egypt and
the United Arab Emirates (UAE). Following the Courbet
incident', France’s foreign minister Jean-Yves Le Drian con-
demned Turkey’s “growing military support” claiming it to
be “in direct violation of the United Nations embargo.

Since April 2019, the United Nations-recognized and
Tripoli-based Government of National Accord (GNA),
supported by armed groups in western Libya nominally
under its control, has been embroiled in an armed conflict
with the rival Interim Government based in eastern Lib-
ya, which is affiliated with the armed group Libyan Arab
Armed Forces (LAAF) [LNA] under the command of Gen-
eral Khalifa Haftar (Human Right Watch, 2021). On Oc-
tober 23, conflict parties signed a country-wide ceasefire
agreement in Geneva.

Migrants, asylum seekers, and refugees in Libya—in-
cluding thousands intercepted at sea while trying to reach
Europe and returned by the European Union-supported
Libyan Coast Guard—faced arbitrary detention, during
which many experienced ill-treatment, sexual assault,
forced labour, and extortion by groups under the GNA In-
terior Ministry, members of armed groups, smugglers, and
traffickers.

For the last decade, external sponsors and non-state
actors have pursued conflicting interests in Libya, turning
the initial civil war into a protracted conflict with no end
in sight. However, recent events suggest that the country is
once again on Washington’s radar. Given the wide-ranging
regional security risks posed by the situation, the Biden ad-
ministration is likely to become involved in some capacity
(Fasanotti, 2021).

The UN Security Council has authorized international
monitors to watch over a nearly six-month-old cease-fire
agreement in Libya as the country heads toward December
elections after a decade of fighting and upheaval (Egypt In-
dependent, 2021).

If we make estimation for the future of Libya, there is
a huge coalition supporting Hafter who also had a regular
army commanded by ex-Libyan officers. The GNA support-
ed by only Turkey and Qatar cannot stand against Haftar’s
forces for a long duration.

1.3. Turkish Energy Policy and Libya

Turkish Ministry of Energy and Natural Sources (ETKB,
2017) explains that Turkish energy policy has three distinct
components. These components are procurement diversifi-
cation, securing sufficient reserve; instrument to elevate its
geopolitical importance, and to a lesser extent, means. Yil-
maz (2018) explains Turkish energy policy as follows: (1) en-
abling the country to diversify its suppliers and thus secure
its energy reserves at home; (2) using as a ‘transit country’

! The French frigate Courbet patrols the eastern Mediterranean as part of Operation Sea Guardian under NATO mandate. On June 9, the day before the incident, the
French frigate was ordered to inspect a Turkish freighter, the Cerkin, suspected of arms smuggling.
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position as leverage against its rivals, enabling it to maximize
national interests and being a emerging regional power.

Turkey is a petroleum and natural gas poor country. So,
energy policies. Has always been priority for Turkish econ-
omy and foreign policy. Turkey has established a vision (Po-
litical Vision 2023) which aims to be a global player a pow-
erful mediator for peace and stability in the Middle East
which portrays Turkey as a rising global player, a power-
ful mediator. Energy policy is an essential element which
shapes the foreign policy. AK Parti (2012) states that the
Turkish government openly associates the country’s politi-
cal and economic stability with its regional energy-related
interests and intends to be in a constant dialogue with all of
its neighbours in this regard.

Turkish government strives to integrate the country into
the energy and transportation networks already established
in the Middle East by presenting itself as a trade hub for the
resources flowing through the Caspian Sea, the Black Sea,
and the Mediterranean (MFA 2013). To secure energy de-
mand of the country Turkey is trying to reduce 70 percent
energy import dependency, diversifying energy sources
(ETKB, 2017).

There were many projects handled by Turkish contrac-
tor and Libya was the most suitable oil producing country
before 2011. Nowadays Turkey tries to get some contractor
works from GNA government. But, if LNA takes over the
overall control of Libya, Turkey may have many problems
to establish economic and political links with Libya due to
its pro-GNA policy.

1.4. Libyan Economy

The petroleum and natural resources are the main ele-
ment of Libyan economy. According to World Bank (2020a)
oil production decrease around 0.4 million barrels per day
(bpd) or the fourth of potential”

Budget deficiency is still a problem. Deficit was 7.3 per-
cent of GDP in 2020 and 1.4 percent expected in 2022 as
economic growth still goes down. Libyan economy contin-
ued to suffer from the disordered political conflict and sub-
sequently worsening financial situation and GDP is halved
comparing with 2011 (World Bank, 2020a). In this situa-
tion, it is unlikely to make investment for reconstruction of
damaged infrastructure in Libya.

Libya is the nearest petroleum exporter for Europe. It is
strongly believed that all parties which have interest in Lib-
ya will take action to establish order an facilitate economic
activities in this country. Abmdas and Demirel (2018) states
that “Despite periodic economic and political crisis, a con-
siderable emerge of economic activity is expected in the
near future in particular reconstruction of urban areas and
infrastructure is expected soon”

1.5. Economic Situation of Turkey
At the beginning of 2000s, the Turkish economy had
a good performance and GDP grew, unemployment rate

is reduced. After 2008 foreign debts have increased and
mistakes in foreign policy started to effect economic rela-
tions. Turkey still has not recovered after the 2008 crisis.
The spending of the budget on unnecessarily expensive
projects and tender frauds made the economy difficult to
manage. There is a serious problem in the repayment of ap-
proximately $ 600 billion foreign debt. While TL constantly
depreciated, interests increased, and investments almost
stopped. There is no foreign exchange reserve in the Cen-
tral Bank, and it has even decreased to minus $ 120 billion.
World Bank (2020b) assessment for Turkey is as follows; in
the past few years, growing economic vulnerabilities and a
more challenging external environment have threatened to
undermine those achievements”

Turkey’s status declined from Partly Free to Not Free
due to a deeply flawed constitutional referendum that cen-
tralized power in the presidency (Freedom House, 2019).
Termination of political and economic reforms, political
conflicts among US, EU, and Russia, uprising of autocratic
governance after 2016 Turkey’s slip out of both democratic
and legal norms, continuously increasing budget deficien-
cy cast a shadow on Turkey’s reliability. Consequently, this
situation seriously affected the foreign investments. Turkish
involvement in conflicts in the Middle East has also created
a negative impact on relations between Turkey and its allies.
The COVID-19 pandemic also negatively affected produc-
tion, export, and import.

The overall macroeconomic indicators are more vul-
nerable and uncertain, given rising inflation and unem-
ployment, contracting investment, elevated corporate and
financial sector vulnerabilities, and patchy implementa-
tion of corrective policy actions and reforms (World Bank,
2020b). Unfortunately, there is no attempt to recover eco-
nomic collapse unless new economic policies are adopted.

2. RESEARCH AND RESULTS

Currently, Turkey and Libya are faced with serious eco-
nomic problems and needs. Libya’s priority is now rapid
reconstruction its damaged infrastructure. Turkey is look-
ing for increase of exports to gain foreign currency which
is vital for its production. Cooperation between these two
countries could be a good solution.

Turkey has one of the largest construction industries in
the world. The country has 44 contracting companies build-
ing the largest volume of projects across the world outside
their home country “Top 250 international contractors list,
2019” (ENR, 2020), Turkish construction companies would
benefit from some more positive global developments, in-
cluding the normalisation of its bilateral ties with Russia
and a significant increase in demand from new potential
markets, such as sub-Saharan Africa.

It is stated that the number of receivables of Turkish
companies in return for their works in Libya is 4.5 billion
dollars. It is not known exactly when the receivables will be
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collected. Companies do great harm. companies doing busi-
ness in Libya, Turkey intensity is engaged in the construc-
tion industry. There are also those who have hotel invest-
ments. Currently 180 Turkish companies doing business in
Libya. TML Construction, Tasyapi, Emergence, Giiris, Ko-
lin, Cengiz, GAP, Ozaltin, Nurol and paperclips as the lead-
ing contracting companies operated in Libya. According to
sector officials, only a few companies continue to operate in
Libya by reducing their operations (Emlak Kulisi- 2015). In
the contracting sector, Turks and secondly Italians have the
great portion, and joint projects with many countries such
as PRC, Brazil, Russia, Indonesia, South Korea, USA, Malta.
are in progress (Turkish Ministry of Commerce, 2020).

Turkish strategic relationship and cooperation with
Libya over the coming decades should be holistic to help
with reaching lasting peace as well as institution and state
building. Help can also cover construction across all sec-
tors including security services reform, energy, transport,
healthcare, housing, and infrastructure (Insight Turkey,
2020). However, during the Civil War, Turkish support to
GNA may cause a serious problem between the relations.
It is likely that the NLA will be dominant party and assume
overall control of Libya in the near future Realignment of
Turkish policy in Libya is required.

2.1. Turkey’s Politics in the Eastern Mediterranean

Turkey is an important factor in MENA (Middle East
and Northern Africa) region, especially in the Eastern
Mediterranean. Turkey has economic, historical, and cul-
tural ties with all countries in this region. Libya, on the
other hand, is a country with significant oil reserves in the
world and is dependent on foreign countries with its limit-
ed industry and agriculture.

This conflict is no longer just a Libyan affair. There are
many other key players now involved, and all with their
own interests and motivations (Open Democracy, 2021).
The civil unrest and war started in 2011 and continues in
Libya. While France, Egypt, Greece, Italy, Cyprus (Greek
Cypriot Administration), United Arab Emirates support
the GNA government at the West, Turkey, Qatar and in a
limited way the United States provide support to the Libyan
National Army recognized by the United Nations. This situ-
ation cannot be expected to continue forever. It is inevitable
to achieve order by reaching a consensus in Libya soon with
the involvement of international community. Once peace is
established, the reconstruction of Libya will start immedi-
ately. The reconstruction of economic and military facilities
which are approximately destroyed in the civil war is to re-
quire the transportation of thousands of tons of materials,
especially for construction work materials to Libya by sea.

The LNA launched an assault on Tripoli in April 2019
and today controls large swaths of Libya’s east and south.
Haftar claimed military rule over eastern parts of the coun-
try in April 2020 (CFR, 2020). Opposition fighters (GNA)
are still only loosely organized under the aegis of the Na-

tional Liberation Army (NLA) and are a diverse assortment
of forces with low tactical capacity to fight a full-scale war.
Turkey has made military intervention against the NLA in
Libya which probably will be the winner party concern-
ing tactical situation. Additionally, it could not find any
ally in the region. This will create dangerous political and
economic results when Turkey starts to establish ties with
unified Libya.

Turkey and Libya (UN recognized GNA side) have
signed a Security and Military Cooperation MOU (Mem-
orandum of Understanding) on 27 November 2019 cover-
ing establishment of Rapid Response Force, establishment
of ‘Defence and Security Cooperation Office, Education,
counselling, support will be given materials and planning,
Allocation of Land, sea and air vehicles, weapons, training
bases, Joint exercises, intelligence sharing, “peacekeeping”
operations, Military equipment donation, sold or rental
(KAS, 2020).

Greece has taken very careful steps on the Libyan con-
flict. Greek government has never involved in any interven-
tion against any parties in Libya. This approach will assist
to Greece when she establishes good relations with new
formation in Libya. Iseri and Bartan (2019) makes an as-
sessment “Contrary to Turkish policy, Greece tries to estab-
lish an alliance with all respective parties related to Eastern
Mediterranean conflicts and problems”

Because of the policies implemented by Turkey, there
are serious problems in political relations with all Arab
countries except Qatar (Baskan, 2019) This situation ad-
versely affects not only political but also economic relations
with these countries. Turkish current policy may create se-
rious problems in the future in terms of Turkish - Libyan
relations. Libya is an important source of oil and Turkey
have economic relations that started many years ago, espe-
cially in terms of construction works. Our current policies
will hardly hinder the re-development of future economic
relations.

Nevertheless, Turkey could be amenable to change its
course in Libya if it sees an opportunity to address the
driving factors for its intervention through political and
diplomatic efforts. Eljarh (2020) suggests that “These in-
clude securing allies in the next unity government, receiv-
ing guarantees regarding its exclusive economic zone with
Libya, reactivating billions of dollars in contracts, and es-
tablishing a direct dialogue channel with Egypt. Likewise,
better engagement from Europe in relation to Turkey’s con-
cerns in the Eastern Mediterranean may also result in An-
kara changing its course in Libya.

2.2. Restoration Requirement of Libya

Libya provides country’s income from oil exporting.
Currently, the urgent need of Libya is to rapidly repair seri-
ously destroyed oil production facilities and to increase oil
production. El Wardany (2020) assesses that “If oil exports
are increased, the priority activities will be repairing heavily
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damaged infrastructure facilities and rebuilding unusable
dwellings because of heavy air bombing and civil war”.

As a result of its political system, the possibility of mak-
ing large investments in Libya is only the government’s mo-
nopoly. Currently, there are no large-scale renovation and
renewal infrastructure projects planned by both existing
governments in Libya. The revenues are mostly used for to
meet the immediate needs of the population such as emer-
gency aid to the people in need, execution of municipal
services, repair of destroyed roads repairs and emergency
repairs to make some facilities operational.

Now airport and port development have priority to
keep the Libya connected to the global economy. The ports
have a significant role to connect the links between con-
sumption and production centres. The reconstruction and
rehabilitation projects need construction material and
machinery. Libya has not sufficient industrial facilities to
produce construction material and equipment. (Abmdas,
2017). So, these materials and equipment will be procured
from abroad, may be from Turkey. Transfer of all these ma-
terials will reach the ports by maritime transportation and
then to construction sites by land transportation. This gives
priority to rehabilitation of port and land transportation
infrastructure.

The sea transportation is necessary to carry civil con-
struction material and equipment from abroad. The con-
tainer ships, Ro-Ro ships, and solid bulk carriers would be
the best carriers for these kinds of material.

2.3. Libyan Economy

It is very difficult to collect reliable economic data due
to the lack of order in Libya and the existence of two sep-
arate governments. For this reason, in this section, infor-
mation obtained from different sources has been analysed
comparatively.

The Libyan economy has recently been hit by four over-
lapping shocks: an intensifying conflict that suffocates eco-
nomic activity, the closure of oil fields that puts the coun-
try’s major income-generating activity largely on hold,
decreasing oil prices that reduce income from oil produc-
tion in surviving fields, and the COVID-19 pandemic (with
3,438 confirmed cases and 73 deaths as of August 2020),
which threatens to further suppress the economy. A politi-

Table 1. Turkish- Libyan Commercial Activities

cal resolution in Libya is needed to implement the required
reforms for a private sector driven growth and jobs genera-
tion (World Bank, 2020a).

The economic impact was already felt in 2019 as real
GDP growth slowed sharply to 2.5%, down from what
seemed a promising steady recovery during 2017-18, with
a record growth performance of 20.8% on average. As mil-
itary confrontations escalated, oil production decreased
from 1.2 million bpd in December 2019 bpd to 0.1 mil-
lion bpd in April 2020, choking the lifeline of the economy
(World Bank, 2020a).

Libya is expected to produce a daily average of only 0.17
million barrels in 2020, which is less than one seventh of last
year’s production. As a result, GDP is expected to shrink by
41% this year. The adopted budget for 2020 partially reflects
this dire situation, with a large, forecasted deficit, the high-
est in recent years. Likewise, the current account is expect-
ed to run astronomic deficits in 2020 (World Bank, 2020a).

Turkish- Libyan Commercial Activities are resumed in
the Table 1.

Some details one import and export between Turkey
and Libya are as follows:

Main export products of Turkey: Furniture, textile, jew-
ellery, carpet, drug, cement

Main import products: Gold, Petroleum and Chemical
products, scrap metals

Tourism: Number of Libyan citizens visiting Turkey:
99.395 (2017), 188.312 (2018)

The following figures shows Economic Indicators of
Libya in 2017. (Turkish Embassy in Libya, 2018) (Table 2).

The main commercial partners:

Imports: Italy (15.1%), Spain, France, China (12.3%),
Turkey (7.1%), South Korea (5.1%), Tunis (4.7%)

Exports: Italy (17.7%), France (13.1%), Germany (11.9%),
Netherland (8.5%), Switzerland (6.1%), Spain (6.0%)

Main export products: Petroleum and Chemical products

Main import products: Machineries, Electrical and Elec-
tronic products, foods

In order to sustain the Libyan economy;, it is essential to
raise oil production to pre-2011 levels and to restore pro-
duction and survival facilities that were almost completely
destroyed during the war. For this purpose, damaged oil

Year Export (Billion USD) Import (Billion USD) Volume Balance (Billion USD)
2014 2.060 0.249 2.309 1.811
2015 1.420 0.196 1.616 1.224
2016 0.906 0.161 1.067 0.745
2017 0.880 0.248 1.128 0.632
2018 1.498 0.367 1.865 1.131
2019 1.963 0.478 2,441 1,485

Source: Izmir Chamber of Commerce, (2019) based on TUIK.



154

Yildiz Social Science Review, Vol. 7, No. 2, pp. 147-159, 2021

Table 2. Fact and Figures of Libya’s Economy

GDP 105.6 billion USD
Population: 6.700.000
Inflation: 12.5 %

Export (FOB): 13.8 billion USD

Real GDP increase: 3%

GNP per capita: 7.970 USD
Unemployment: 17.7%
Import (CIF): 9.2 Billion USD

Source: Turkish Embassy in Libya, 2018.

transfer lines and port facilities must be repaired swiftly, and
the damaged transportation network and social facilities
must be put into operation in order to sustain normal life in
the country. Unfortunately, Libya’s technical infrastructure
and manpower are not available for these repairs. This situ-
ation requires Libya to cooperate with other countries and
get foreign technical and financial support. The countries
that have done business in Libya before are already making
plans for taking priority for construction work to be done
in Libya. In this context, Turkey’s need to make serious
preparation to get contractor works in Libya. The most im-
portant factor delaying the start of contracting works is that
the order in the country has not been established yet. In the
future, countries aiming to do business in Libya should be
very careful about the policies they follow in Libya prob-
lem and avoid practices that will create hostility. Given the
extreme volatility and unpredictability surrounding the de-
terminants of economic trends, it is not sensible to produce
forecasts beyond the immediate horizon.

2.4. Ports of Libya

All infrastructure projects are funded and operated by
Libyan government due to lack of private companies. Lib-
ya, government having rich petroleum and natural gas re-
serves, can afford renewal and repair of its highly damaged
ports even road and air transportation systems. But Libyan
government needs technical support from the other coun-
tries to achieve such great works (Abmdas, 2018).

With the increasing use of containers, worldwide, most
container ports, regardless of whether self-automatic or auto-
matic, utilize dock holder cranes of various sorts and details
to manage seaward activities. Also, completely mechanized
holder ports utilize AGVs (Automatic Guided Vehicles) to
transport compartments from ocean to capacity yard and the
other way around. The compartment is then stacked in the
capacity yard utilizing RMG (Rail mounted gantry) crane or
RTG (Rubber tyred gantry), contingent upon the affirmed
gear. Inside self-loader holder ports, SC (Ship Crane) are uti-
lized to transport and store compartments.

Port information is extracted from Maritime Database
(2019). Libya has 7 combined ports (Container, General
Cargo (GC), Dry Bulk & Ro-Ro), 9 liquid bulk terminals
(petroleum- petrochemical and chemical cargo terminals)”,
3 dry bulk ports (GC, Bulk, Small GC and Industrial ore
) and 1 multipurpose terminal (petroleum, other liquids,
GC, dry bulk, Ro-Ro terminal . There is no further data
about the operational status of these ports. The positions

of multipurpose and energy (Petroleum) ports are shown
in the Figure 3.

In Libya there is no sufficient cargo handling equipment
in any of the Libyan ports. Conventional payload dealing
with gear keeps on being utilized by every single Libyan
port to deal with containers, other than Qasr - Ahmed port.
Where the port of Qasr Ahmed has two specialized quality
control cranes and two RTG, due to the shortcomings of
this container handling equipment caused some limitations
on its recent capacity (Abmdas, 2018). A significant part of
the ports in Libya have been seriously damaged. There is an
opportunity to turn their renewal and repair activities into
an opportunity. While doing this, it will be suitable to ben-
efit from the following concepts while reconstructing and
renovating the port infrastructure.

It is strongly believed that Libya will start port develop-
ment projects as soon as stability is established. This proj-
ects mainly will be port construction to enhance the capac-
ity and improvement of cargo handling equipment.

Ports are changing and now becoming Logistic Indus-
trial Zone (LIZ) providing more opportunities beyond
a classical ports capabilities. Francello (2016) proposes
that “LIZ should provide integrated logistics services, Val-
ue-added logistics services and sufficient IT infrastructure”

Container terminals are nodes that link with other in-
land transport modes such as highways, railways, and in-
land waterway systems (Lun et al. 2008). The role of con-
tainer terminals has been evolving from a cargo handling
point to a distribution centre with physical infrastructure
serving as transport hubs in the container supply chain (Al-
motairi and Lumsden 2009). Hence, container terminals
function as an interface between the areas of production
and consumption servicing the players in shipping and
transport-related areas (Ugboma et al. 2009). In container
transport, a container terminal is a vital part of the trans-
port infrastructure (Bichou et al. 2007).

With the outbreak of the war in Libya, western compa-
nies doing port development work here, but they could not
complete their work. Italian contractors abandoned the 8
billion USD worth Benghazi port project and left the coun-
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try. This situation negatively affected the Western perspec-
tive of Libyans (Abmdas, 2018).

Turkish contractors are ready and willing to complete
their unfinished projects in the country and take new proj-
ects if their rights are protected (Yapi.com.tr, 2020). Turk-
ish contractors have an experiment to achieve construction
works in Libya in the past 50 years. Turkey having 196 port
and terminals, has achieved port development for 30 years
and there are well-experienced 20 port construction com-
panies in Turkey. The cooperation on this field would be
beneficial for both countries.

2.5. Shipping Features of Turkey about Libya

In order to integrate Libya to global economy, mari-
time transportation is essential. The suitable transportation
method will be container and Ro-Ro (Roll on-Roll off)
ships and solid bulk carriers. Turkey has a sufficient both
on container, Ro-Ro, and bulk transportation capacity.
Turkish owned ships are registered convenient flag and this
situation protect shipping companies refrain any sanction
against Turkey. There is condense maritime traffic in the
Mediterranean.

The Figure 4 shows Ro-Ro and container lines in the
Mediterranean. The Grimaldi, MSC and Moby are the big-
gest Ro-Ro operators in the Mediterranean. Only Grimaldi
operates between Greece and Libya.

The following information is extracted from IMEAK
DTO Maritime Sector report (2019). This is the latest re-
port in hand.

Turkey has an important container and Ro-Ro trans-
port capacity in the Mediterranean. Turkey based Ro-Ro
companies operate between the following lines: Pendik-Tri-
este (Italy), Yalova-Sete (France), Mersin Trieste as well as
Patras (Greece) and Bari (Italy) are frequented places for
Pendik-Trieste line. The large capacity Ro-Ro operators in
Turkey are DFDS and DFDS, which started operations in
20109, has a significant Ro-Ro transportation capacity with
15 ships registered in Turkish International flag. ULUSOY

Figure 4. Ro-Ro and Container Lines in the Mediterranean
(Dark-container, Light- Ro-Ro) (Source: Ro-Ro Lines in the
Mediterranean, 2020).

is the second Ro-Ro company operates between Cesme and
Trieste.

ARKAS has both container handling and transportation
with 126.500 TEUs capacity as well as it is the biggest and
container maker and container handling operator. ARKAS
operates in the Mediterranean, Black Sea, North and West
Africa. Likewise, there are around 10 shipping companies
specialized in bulk cargo.

In Libya, Tripoli Port is planned to be closed for car-
go transportation and used only for cruise ships, and cargo
transportation is planned to be shifted to the newly built
Zaviye Port. In this context Turkey upon the request of Lib-
ya, will launch a new operation in the region. A new freight
forwarding port will be built in Libya in the region. The
Ministry of Environment and Urbanization started to col-
lect applications from companies interested in the project.
(Denizcilik Dergisi, 2021).

76.3 percent of the Turkish owned ships are registered
into the convenient flags (UNCTAD, 2020) and this situ-
ation facilitates operation of these ships to Libya if Liby-
an prospective government applies any sanction against
Turkey. In this respect, Turkey may an important role in
maritime transportation. Turkish shipping companies have
a great chance to get maximum benefit from sea transpor-
tation for reconstruction of Libya.

2.6. Future Prospects

Libya, which is an important oil producer, and It is not
expected that the current uncertainty situation will con-
tinue for a long period. If this uncertainty continues, the
internal conflict will continue, and it will be much more
difficult to maintain order in the country. In this case, it is
inevitable for other countries to be included in the solu-
tion process. However, it is a fact that Russia will not allow
the initiation of an operation under the umbrella of the
United Nations. It is very difficult to carry out an operation
under the umbrella of NATO or the European Union due
to the different and even conflicting political approach-
es of the members. Considering the new conjuncture of
the world, a military intervention in Libya does not seem
possible. The countries led by Germany are searching for
a soft policy solution to this conflict and this approach is
getting stronger.

The LNA is stronger than the GNA in terms of the size
of the area it controls, its more organized military structure
and the economic resources it controls as well increasing
number of countries providing political support. Although
the GNA seems to be the legitimate government by the UN,
foreign powers now cooperate with the LNA and treat both
sides as representatives of the country. In the light of the
political and military situation, it does not seem possible
for the LNA to gain full control over Libya with its current
armed force, unless it receives military assistance from for-
eign powers. It is assessed that it is very difficult for the LNA
to conduct a second attack for this purpose.
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Many countries are in search of economic opportuni-
ties in Libya, which has a large oil income, and waiting for
establishment of order in Libya as soon as possible. There
are many tenders required for the reconstruction of the in-
frastructure of the country, which has suffered a great deal
of damage, and these have whetted the appetite of the coun-
tries.

Turkey is a country that specializes in construction
works and produces all kinds of construction materials.
Turkish contractors have done business in Libya for more
than 50 years and they are familiar with the conditions of
this country. Turkish construction companies are attempt-
ing to get a tender in the region under GNA control. Es-
pecially the construction of damaged harbours and roads
comes to the fore.

The materials to be used in the restoration process in
Libya are construction materials and they must be procured
from outside to the country that does not have the capacity
to produce them. The most suitable mode for transporting
this material is by sea. Considering the character of the
goods to be transported to this region, suitable vehicles are
Ro-Ro, Container, and bulk cargo ships. Turkey is a country
experienced in all three types of transport and has suitable
vehicles. The fact that the vast majority of Turkish ships
are registered in convenient flag countries which. Having
convenient flags will allow Turkish ships to avoid political
restrictions and sanctions that may arise in the future.

However, considering the future interests of Turkey,
which still maintains relations with only one side, it would
be appropriate to open communication channels with the
other side. For this purpose, it is also recommended to use
commercial channels instead of only political channels.

3. CONCLUSION

While France, Italy, Germany, Saudi Arabia, UAE, and
Egypt follow a pro-Haftar policy, Turkey and Qatar follow
a pro-GNA policy. Libya policy implemented by Russia is
constantly changing and trying to maintain relations with
both parties. United States refrains to take part one side of
the conflict. Russia’s Libya policy is built on preventing the
US from establishing a control mechanism over Libya. Brit-
ain tries to stay out of this conflict. It can be assumed that
Haftar is better off in terms of political support.

The geography (land) controlled by Haftar is wider
comparing with other party. Most of the oil sources are un-
der the control of Haftar. Compared to GNA, Haftar has a
more organized and powerful armed force. In this case, it is
evaluated that Haftar can take control of Libya in the future
unless there is a change in the policy and occurrence of un-
expected interventions.

All Western countries even Russia are making plans to
benefit from reconstruction of Libya. Existing Turkish for-
eign policy will create serious problems to establish fair re-
lations with Libya. This will also hamper establishment eco-

nomic relations with Libya which may be very important
for assist to handy capped Turkish economy. The establish-
ment of a unified government will be the realistic solution
for Libya. All foreign actors who have intervened in Libya,
must work constructively for a single government.

Civil war and unrest continue in Libya. While this situa-
tion damaging the economy, people cannot see their future.
It is imperative that civil war and public warfare be estab-
lished as soon as possible, and economic activity should
settle again.

The most important economic aspect for Libya is inte-
gration in the international economy. To achieve that Libya
should establish a continuous shipping and open its ports
for operation in a short period. To achieve this, the ports
must be rebuilt and started to serve. With this speed, the
needs of the people can be transported to consumption
points by road. The main element of the Libyan economy
is oil production facilities and ports primarily need main-
tenance and repair.

Realignment of Turkish policy in Libya may be possible
concerning future economic opportunities in Libya. This
policy ensures that relations with the next unified govern-
ments in Libya. In order for such a policy to be implement-
ed, it will be appropriate deployment of commercial actors
as well as diplomatic relations.

Turkish contractors have an experiment to achieve con-
struction works in Libya in the past 40 years. Turkey having
196 port and terminals, has achieved port development for
30 years and there are well-experienced 20 port construc-
tion companies in Turkey. The cooperation on this field
would be beneficial for both countries.

Libyan urgent need now is the rapid repair of the cities
and facilities destroyed by the war. This will require a very
extensive construction activity. Libyan construction mate-
rial production is very limited, and these materials will be
imported by the sea. For this, the suitable sea transportation
method will be container and Ro-Ro and solid bulk. Turkey
has a sufficient container, Ro-Ro, and bulk transportation
capacity. Turkish owned ships are registered convenient flag
and this situation protect shipping companies refrain any
sanction against Turkey.

Likewise, Turkey has a vast experience in the construc-
tion material production capacity. When considering the
geopolitical impacts, Turkey has an advantageous position
to provide both construction products and transportation.
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