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PREFACE

This book presents a detailed analysis of the Turkish banking and financial markets. The
emphasis of the book is on the interrelations between competition and regulation. The
author's hope is to draw attention to the close relationship between the regulatory
environment and the nature of the competition in the banking and financial markets in
Turkey. Also, this book looks into various aspects of the banking and financial markets and
the authors discuss the relationships between regulatory environment and competition in the
industry.

Chapter 1 — In the banking industry, better institutions starts with the nature and
performance of the independent regulatory authority. In Turkey, the Banking Regulatory and
Supervisory Authority (BRSA) regulates and supervises the industry and is responsible over
the efficient and healthy working of the industry. This introductory chapter looks into the
relative position of the independent regulatory agency in the industry. The authors discuss
whether the agency should have broad powers and regulate potential risks more aggressively,
or act more passively by restraining itself. This chapter will also provide a ground for other
chapters which are more empirical in nature and address specific issues.

Chapter 2 — The transformation process of the Turkish economy from an import
substituting economy to export based economy initiated in 1980 was interrupted several times
by either external (in 1997/1998 and 2008) or internal crisis (in 1994 and 2000/2001). In each
case, the transformation plan was revised as required around its fundamentals, identified in
the Washington Consensus, to face the challenges. The recent global financial crises of 2008
provided the last testing ground for the political and economic flexibility of not only the
Turkish government but also other governments to face external as well as internal
instabilities. The Turkish response so far regarded as quite successful. The continuity of this
success, however, will largely be dependent on the Turkish government’s adjustment of the
structural transformation in line with the changes in the world economy.

Chapter 3 — The property rights issue is one of the most important institutional
differences between democratically developed and developing countries. In most of the cases,
the violation of the property rights results with rent-seeking activities. In this chapter, Katz
and Rosenberg’s budgetary variable model has been tested in a time series study for the
period of 1960 to 2002 to measure rent-seeking activities in Turkey.

Chapter 4 — The aim of this study is to discuss the structure, problems and regulation of
Turkish Banking System during the 2000s. In this context, this chapter first analyzes the
structural and cyclical reasons behind the Turkish financial crisis experience in 2000-2001.
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Secondly, the restructuring and regulation process of the Turkish Banking System in the post-
crisis period is examined. The impact of the stand-by arrangement with IMF on this process
and the degree of adaptation of the available legal framework to the international banking
principles (Basel 1 and Basel 2) will be especially clarified. Lastly, it is argued that the
decisive maintenance of this restructuring and regulation process up to 2010 is the main
reason why the Turkish Banking system was relatively unaffected from the global financial
crisis in 2008.

Chapter 5 — Banking sector has a complex and close interaction with other economic
units. Recent global financial crisis has once again shown that troubles in this sector have
repercussions on the whole economy. Between 1990 and 2000 there have been several
episodes of financial turmoil in Turkey. In fact the most severe financial crisis occurred
during November 2000 and February 2001 which clearly had profound effects on both
regulatory environment and market structure of the sector. Following this crisis, the structure
of the regulatory environment was altered in order to create an efficient and stable banking
sector. As a result of this regulatory change, the sector experienced a sharp change from
instability towards financial soundness. After the restructuring of the sector by means of
relevant regulatory and institutional set up, the main characteristics of the Turkish banking
system can be identified as rehabilitation, growth, foreign participation and financial stability.

Chapter 6 — The newly chartered domestic and foreign banks constituted about half of the
Turkish banking industry at the turn of the past century. This record number of new entries is
the by-products of deregulatory reforms launched in the 1980°s and onward. In this chapter,
the authors investigate the productivity performance of these new banks vis-a-vis that of old
banks in an era of financial deregulation in Turkey. Employing a non-stochastic inter-
temporal production frontier approach over a period of sixteen years, the authors found that
new banks are significantly superior to old banks in resource utilization. Apparently, not
hampered by a legacy of inefficiency from the past, new banks could operate nearer the
efficiency frontier. Moreover, new banks register faster productivity, technology and
efficiency growth than old banks. Equipped with better and newer technology, local partners
for foreign entries and holding affiliation for domestic entries appear to have helped these
young banks to overcome initial asymmetric information problems and demonstrate higher
performance. The authors’ overall results suggest that new entries, especially from more
advanced markets, could be instrumental in boosting resource allocation and utilization in
banking.

Chapter 7 — An examination of various financial crises experienced in different parts of
the world shows that, among the measures taken in terms of post-crisis restructuring,
establishing new deposit insurance schemes and empowering existing ones play a major part
in maintaining confidence and stability in financial systems. For example, the financial crisis
of the 1930s in the US was the catalyst that led to the establishment of Federal Deposit
Insurance Corporation (FDIC), and the savings and loan crisis of 1980s led to increased
authority vested in the FDIC to resolve the assets of failed institutions through the Resolution
and Trust Corporation (RTC). The authors observe similar developments in countries
including Japan, Korea and Russia after the Asian crisis of 1998. The recent global economic
crisis triggered international organizations including the International Association of Deposit
Insurers (IADI), the Bank for International Settlements (BIS) and the International Monetary
Fund (IMF) to work collaboratively and set internationally accepted best practices for deposit
insurance and bank resolution regimes. In Turkey, the Savings Deposit Insurance Fund
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(SDIF) acquired new mandates such as receivership after the economic crisis of 1994 and
became an independent agency with additional tools including the ones for the recovery of
bank assets after the banking crisis of 2001. This chapter will provide information about the
SDIF’s deposit insurance and resolution practices and the legal grounds associated with it.

Chapter 8 — Credit card markets are complicated structures where two different services,
payment services and credit services, are provided. The Turkish credit card market has
recently undergone two important regulations: one on payment services in November 2005
and the other on credit services in June 2006. As these two service markets have externalities
on each other, regulating one may have unintended consequences on the other. In this regard,
their chapter aims to shed light on the link between these two service markets by investigating
the revenues from each of them: the non-interest and interest revenues. Estimating the interest
and non-interest revenues of banks simultaneously in a 3SLS framework, the authors examine
the effects of the regulations on payment services and credit services. Their results indicate
that the regulations on payment services had no significant impact on banks’ revenues,
whereas the regulations on credit services affected the interest and non-interest revenues in
opposite directions. Reacting to stifled interest revenues, banks shifted their focus toward
non-interest revenues. Looking at the results, they suggest careful consideration of the
possible effects on all segments of a credit card market when a regulatory action is planned.
Moreover, from the response of revenues to changing prices in these two service markets, the
authors infer that the demand in the Turkish credit card market is inelastic.

Chapter 9 — The securities market in Turkey is supervised by the Capital Markets Board
of Turkey (CMBT). The principal statute governing the securities market is the Capital
Market Law No 2499. The subject of this law is to regulate and control the secure, transparent
and stable functioning of the capital market and to protect the rights and benefits of investors
with the purpose of ensuring an efficient and widespread participation by the public in the
development of the economy through investing savings in the securities market. This law
contains regulations with respect to company and shareholder disclosure obligations,
admission to listing and trading of listed securities, public tender offers and insider dealing,
among other things. CMBT monitors compliance with these regulations and aiming to
achieve international best practices, and encourage market-integrity through clear and self-
enforcing rules of the game while encouraging the game itself. Within the framework of
investor protection and moving the capital market forward and to be a major source of
medium and long term finance, laws and regulations assist the CMBT to perform its role in
maintaining market integrity and meeting fairness and transparency principles. The objective
of this chapter is to examine the current developments and their effect on changes in capital
market regulations and to provide conceptual understanding and in-depth knowledge of
securities laws and the regulatory framework concerning capital markets in Turkey.

Chapter 10 — This chapter calculates the efficiency and productivity of 63 Brokerage
Houses operating in Turkey by applying the well known methodology of Data Envelopment
Analysis to the most recent data available covering the period between 2000 and 2008. The
findings clearly depict the adverse impacts of both the domestic financial crisis of 2001 and
the global financial crisis of 2008 on the Turkish Brokerage Sector as very low efficiency
scores and declining productivity. The main sources of inefficiency and poor productivity
during the period, however, appear to be originated from managerial incompetency at
individual brokerage houses level, and dominance of banks at the financial sector level.
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Chapter 11 — Securities mutual funds, pension mutual funds, life insurance companies,
real estate investment trusts, venture capital investment trusts, securities investment trusts are
the types of institutional investors that have operations in Turkey. Mutual funds are
established in the form of open-end investment companies in Turkey. They do not have any
legal entity. They are operated in terms of the rules stated in the internal statute of the fund,
which includes general terms about management of the fund, custody of the assets, valuation
principles and conditions of investing in the fund. The ratio of the investment funds’ portfolio
size to GDP is an indicator of the development level of the institutional investor base in that
country. Although the ratio of the investment funds to GDP in Turkey has increased through
the years, it is considered to be low when compared with other countries. There are two major
classes of mutual funds in Turkey; fixed income and equity. Fixed income funds are the
leading group, constituting 2/3 of total assets. Equity mutual funds represent only 2.5% of
total assets. On the other hand, the private pension system that was introduced towards the
end of 2003 has been growing exponentially. It is required to make the investment fund
legislation coherent with European Union Directives and to provide the integration of
European fund market and Turkish funds. Investment trusts are closed-end investment
companies managing portfolios composed of capital market instruments, gold and other
precious metals. Three types of investment trusts operate in Turkey, namely; Securities
Investment Trusts, Real Estate Investment Trusts and Venture Capital Investment Trusts. As
of the end of 2009, 48% of Istanbul Stock Exchange companies’ shares which are open to
public are in the custody accounts of foreign institutional investors at The ISE Settlement and
Custody Bank Inc.



CONTRIBUTORS

G. Gulsun Akin
Bogazici University, Turkey

Ayhan Algiiner
Baskent University, Turkey

Ahmet Faruk Aysan
Bogazici University, Turkey

Necmiddin Bagdadioglu
Hacettepe University, Turkey

Ridvan Cabukel
Savings Deposit Insurance Fund of Turkey, Turkey

Tamer Cetin
Yildiz Technical University, Turkey

Dilek Demirbas
New Castle Business School, England

Safa Demirbas
TASIS, Turkey

Mehmet Resit Dinger
Turkish Court of Accounts, Turkey

Sanem Frisch
Savings Deposit Insurance Fund of Turkey, Turkey

Gultekin Gollu
University of Wisconsin, USA



Xii

Contributors

Lokman Gunduz
Central Bank of Republic of Turkey, Turkey

Ergiil Halisgelik
Republic of Turkey Prime Ministry Undersecretariat of Treasury, Turkey

Ihsan Isik
Rowan University, USA

Guray Kucukkocaoglu
Baskent University, Turkey

Cemal Kucuksozen
Capital Markets Board of Turkey, Turkey

Fuat Oguz
Baskent University, Turkey

Giilslin Yay
Yildiz Technical University, Turkey

Turan Yay
Yildiz Technical University, Turkey

Munur Yayla
Banking Regulatory Supervision Agency, Turkey

Ahmet Bur¢in Yereli
Hacettepe University, Turkey

Levent Yildiran
Bogazici University, Turkey



PART 1. INTRODUCTION: THE POLITICAL
ECONOMY OF TURKEY






In: Regulation and Competition in the Turkish Banking... ISBN: 978-1-61324-990-1
Editors: Tamer Cetin and Fuat Oguz © 2012 Nova Science Publishers, Inc.

Chapter 1

INTRODUCTION TO THE TURKISH BANKING
AND FINANCIAL MARKETS

Tamer Cetin'* and Fuat Oguz*"

'Yildiz Technical University, Department of Economics, Istanbul, Turkey
*Baskent University, Department of Economics, Ankara, Turkey

ABSTRACT

This book presents a detailed analysis of the Turkish banking and financial markets.
The emphasis of the book is on the interrelations between competition and regulation. We
hope to draw attention to the close relationship between the regulatory environment and
the nature of the competition in the banking and financial markets in Turkey.

Banking sector in Turkey has faced a radical transformation for the last decade. The
2001 financial crisis was an opportunity to reform the industry and increase the
regulatory authority over banks in order to reduce possible banking crisis. Because of
post-2001 efforts by the regulatory authority, the banking industry fared relatively well
during the crisis of 2008. The sector was tightly regulated and watched by the regulator,
there was not any new entry and banks were relatively well-positioned against the risks.
Naturally, this safety net came with its own social costs. An oligopolistic market structure
created monopoly rents for banks and wealth transfers from consumer. The regulator’s
attitude was decisive in this framework.

This book looks into various aspects of the banking and financial markets and
discuss relationships between regulatory environment and competition in the industry.
Economists widely believe that better institutions provide better performance. A better
institutional framework ensures a credible commitment and reduces political transaction
costs of regulatory processes. This discourages rent seeking and encourages wealth-
enhancing profit seeking activity. The banking reform in Turkey aimed to establish a
better regulatory environment to reduce moral hazard problems in the industry. It also
intended to minimize the negative effects of another financial crisis. After the 2008
financial crisis, this policy seemed to be a prudent one. By reducing the level of

* teetin@yildiz.edu.tr.
** foguz@baskent.edu.tr.
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competition and transferring some of the risk to consumers, banks did well during and
after the financial meltdown.

In the banking industry, better institutions starts with the nature and performance of
the independent regulatory authority. In Turkey, the Banking Regulatory and Supervisory
Authority (BRSA) regulates and supervises the industry and is responsible over the
efficient and healthy working of the industry. This introductory chapter looks into the
relative position of the independent regulatory agency in the industry. We discuss
whether the agency should have broad powers and regulate potential risks more
aggressively, or act more passively by restraining itself. This chapter will also provide a
ground for other chapters which are more empirical in nature and address specific issues.

There are alternative methods of studying the relationship between banking
performance and regulatory power. First, an interpretive analysis of regulations may be
presented. Another is running empirical tests of key variables such as tightness of
regulation and efficiency in banking. A survey is also usually used in investigating the
link. In economies such as Turkey, institutional factors explain more than empirical
testing of variables. Institutional analysis provides a theoretical model to systematically
study the influence of regulatory governance, regulatory structure and banking
performance.

The major determinant of the efficiency of restrictions is the institutional structure.
In Turkey, for example, full deposit insurance through government ownership
encouraged banks and costumers to take excessive risks. In these cases, a strict regulation
and supervision of banks tend to improve overall performance. Alternatively, as an
example of intra-market regulation, the level of deposit insurance may be reduced.

There are complex interrelations among institutional factor. For example, BRSA
reacts to activities in the banking sector. Banking industry reacts to regulations.
Regulation is a dynamic process in which both sides change their position taking the
other side’s actions and reactions. So, there is a simultaneity problem that plagues any
empirical study. In a sense, it is a two-way street. Explanations can be made both ways:
from regulations to banking performance and from performance to regulations.

Economic reasons for banking regulation are well-known. There is a close
relationship between the effectiveness of regulation which may impose fewer restrictions
or enforce them loosely and performance. For example, a complete deposit insurance
which encourages greater risk-taking, forces regulators to control the market more
strictly. It is our belief that this is a fundamental problem in the Turkish banking market.
BRSA could not impose and/or enforce strict regulations even though there was full
deposit insurance in the industry. Lack of enforcement created an ideal environment for
banks to pass on risks to the state and eventually to the society. BRSA, being a risk-
averse institution, tends to stay on the safe side and does not allow new banks to enter the
industry. It strictly controls both entry and exit. Following the theory, we expect that this
attitude of BRSA increases inefficiency in the industry.

1. SHOULD THE REGULATORS HAVE BROAD
POWERS OVER THE INDUSTRY?

In the worldwide trend towards liberalization, it is usually assumed that less regulation is
better for banking industry. While there is widespread consensus on the existence of a bank
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regulator, the limits of the regulatory power is debated extensively. Following Barth et al.,
2004)" we summarize the advantages of broad power in the following way.

To begin with, monitoring banking industry effectively is very costly. The level of
transaction costs gives much leeway to banks to ignore regulations to the extent of the
magnitude of monitoring and information costs. In economics literature this can be related to
market failure arguments, assuming that it is something market cannot supply at efficient
levels. On the other hand, transaction costs are not some kind of failure from a new
institutionalist view (Furubotn and Richter, 2005).

In case of market failure, a powerful regulator may control the industry tightly and
implement widespread regulations to improve market environment. This view assumes that
transaction costs of regulation are lower than the costs of market failure. However, there are
not many studies that compare transaction costs of broad power and a narrowly defined
regulator. So, this argument begs empirical testing on the comparable costs of powerful
regulators.

Secondly, banking industry creates many informational asymmetries. For example,
consumers cannot easily get information about the health of banks. Nor they can easily
evaluate the information they obtain. The level of sophistication of information gives room
for maneuvering to banks. A powerful regulator may force banks to declare most information
by using efficient mechanisms.

Lastly, deposit insurance mechanisms allow banks to undertake more risk than they
would otherwise take. In order to offset this situation, regulators can strictly control banking
performance, to eliminate any risk. Alternatively, consumers may ignore the bank’s relative
strength and take more risk, under the assumption that deposit insurance will protect them in
the end.

Assuming that the regulator can ameliorate inefficiencies originating from excess risk-
taking on both sides, a powerful regulator may improve the efficiency of banking sector.

However, there are also some disadvantages of strong regulation. First, strong regulators
may use their power to extract and seek rents for themselves and their political allies. These
rents may be pecuniary in some cases. However, most of the time rents are non-pecuniary and
fits well with the public choice models of regulator as a middleman between the society and
special interest groups. In a rent-seeking society, regulation will be negatively correlated with
bank performance and efficiency. If there are not a well-defined parliamentary oversight or
other kind of political control, regulators will have more room for maximizing their own
goals rather than making decisions on the basis of efficiency.’

Secondly, powerful regulators need more information and better tools to monitor the
industry. However, there are both epistemological and practical problems to obtaining

! Barth, J. R., G. Caprio and R. Levine, 2004, ‘Bank regulation and supervision: what works best?’, Journal of
Financial Intermediation, 13 (2), 205-248.

2 Recent Turkish experience shows that BRSA was not very successful to control this risk. Banks abused the system
by defaulting and transferring their liabilities to the state.

3 A fundamental problem in Turkey is the lack of oversight over BRSA’s decisions. No institution checks whether
its decisions increases social welfare or not. This aspect of regulation allows BRSA to ignore a detailed
economic cost-benefit analysis of its decision. BRSA also does not consider full effects of its decisions. While
the effect on banks is measured in a rough manner, the effects on consumers, and society in general are not
quantitatively or qualitatively measured.
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information and using it. Banks can manipulate information very easily and abuse data in
many cases. It is very costly for the regulator to follow bank on many accounts.

Priorities of banks make the effects of regulatory power more complicated. BRSA may
give more emphasis to:

- competition in the industlry4

- consumer protection5

- reducing moral hazard problems because of misallocation of risks®
- strict monitoring of banking activity

- the extent of the market by widening or limiting bank activities.

- adapting to Basel-II requirements’

- or, following interest groups.®

Some of these objectives are legitimate and originates from the legal structure. Some
others are political. They may follow political preferences. Still, others are rent-based. They
provide for political support and/or economic benefit to regulator or industry. These goals
usually conflict with each other. For example, competition and consumer protection are two
basic objectives for any regulator. Turkish Banking Law gives BRSA the responsibility to
institutionalize competition and protect consumers. Measures taken to increase competition
not always protect consumers and vice versa.

A problem in the Turkish Banking system stems from the incentives that push
supervisors (sworn bank auditors) to seek jobs in banks. They see banks as possible future
career options.” This view influences their supervisory abilities. In Turkey, banks employ
former supervisors in their boards or managerial positions. This trend also supports the thesis
that interest group politics play some role in the process.

Barth et al. (2004: 235) find that increasing the level of restrictions move together with
crises. Similarly, more restriction comes with lower level of bank development. However,
they do not provide a clear-cut explanation on the nature of relationship. While, we expect
that regulators are ill-equipped with crises for a number of reasons, the direction of causality
requires more work. It is our expectation that causality works both ways. Powerful regulators

*In Turkey, competition does not take a high place in terms of priorities. BRSA prefers to limit the number of
banks in the industry, rather than allowing more banks and let them undertake their own risks. In a sense,
BRSA distributes risks from banks to consumers by making them pay higher prices.

> BRSA seems to be slow on imposing restrictions on banks to protect consumers. Regulations on credit cards,
Internet banking and pricing on banking services justify this view.

6 Empirical tests (e.g., Barth, 2004) tighter capital regulations and strict regulatory activity do not mitigate the risks
of generous deposit insurance on bank fragility. Interestingly, stronger property rights, rule of law and political
accountability play a substantial role.

! Currently, adopting Basel Il takes a prominent role in BRSA. This provides a ground for a more active official
supervision and regulates capital requirements more strictly. However, it is controversial whether Basel I will
improve bank performance in Turkey, since the experience of developed countries with an established
regulatory governance and Turkey differ to some extent.

8 Banks usually lobby politicians in order to push the regulator in their direction (Shleifer and Vishny, 1998). Under
these circumstances, regulators tend to see banks as their primary customers. They tend to introduce
regulations principally to satisfy the needs of banks rather then consumers. Since, customers do not have any
comparable lobbying power, they tend to be on the supplier side of wealth transfers.

? On this point see Wilson (1980). Sworn bank auditors can be seen as an example of careerists in Wilson’s
classification system.
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may not correctly find problems and cures for them. On the other hand, expected crises
provide more reasons to control.

Barth et al. (2004: 238) do not find a strong association between bank development and
performance and official supervisory power, including the quality of regulatory power. This is
understandable, because the stability of the rules of the game is more important than
behaviors of players. In this vein, they find a positive relationship between supervisory tenure
and bank performance, which reflects the effect of regulatory commitment on the industry.

Regulatory commitment affects banking performance more than whether BRSA has
broad or narrow control over the industry. It works by reducing transaction costs for both
banks and consumers and by closing doors to rent extraction activities. A measure of
regulatory commitment would support our thesis that a committed regulatory authority
encourages efficiency-enhancing policies in the market more than changing rules arbitrarily
and/or often. This is true for independence and supervisory powers as well. However, we
believe that accountability and commitment remain theoretically related to banking
performance.

Turkish banking industry has an oligopolistic structure with strictly limited entry and
exit. These restrictions make the banking sector more prone to crises. Banks fragility
increases with a regulator that aims to control the industry more strictly in order to eliminate
the negative consequences of recent crises. The Turkish experience is exemplary in this
connection. BRSA limits entry into the market and impose very strict restrictions on banks in
some respects.

In this respect, regulatory structure that increases commitment and sees regulations as a
contract between the state and players (both banks and consumers) may contribute positively
to banking performance and increase efficiency.

The regulator must bind itself by its laws and should not change them abruptly at its
discretion. To this end, both the regulator and banks should provide accurate information
about their activities. Regulatory commitment encourage player in the market to turn to
market instead of the regulator in order to solve their problems. Opening the door to private
litigation increases efficiency in the industry.

Before delving into an analysis of BRSA and Turkish Banking industry, it will be
beneficial to discuss briefly the meaning and nature of regulatory commitment and its
significance for banking industry.

2. CREDIBLE COMMITMENT IN REGULATORY PROCESS

Regulatory reforms are usually presented as ways to improve quality and reduce prices.
This statement carries all the advantages of having a theoretical model, but none of the
divergences between theory and reality. Empirical literature shows that these twin goals of
high quality and low price may be rhetoric rather than reality. The institutional background,
including political preferences, usually plays against the predictions of the neo-classical
model. The interactions between politicians, regulators and market participants create a new
environment where the high quality/low price rhetoric hides more than it reveals.

The credibility of a regulatory framework is closely correlated with arbitrary
interventions to the system by the government, judiciary or bureaucracy. Three constraints
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limit the role of arbitrariness and increase the credibility of the reform: limited discretion of
the regulator, continuity of the regulatory system, and the existence of institutional restraints.

The lack of regulatory commitment may easily turn a reform into a failure, whereas the
success depends on the continuous perseverance on the commitment. Regulatory commitment
does not work in the same way in all environments. Institutional structure determines the
direction of the market. In most cases there may be a trade-off between flexibility and
commitment. While the costs of inflexibility may overweigh the benefits of commitment in
well-established markets, newly created market structures, as in the case of Turkey, may
require more weight on credible commitment as opposed to the costs of rigidity.

The regulatory reform must include mechanisms to restrain the discretion of executive
and legislation so that the legal structure remains intact. Establishing an independent
regulatory authority is the usual remedy for credible commitment. Limited empirical work
shows that having an independent regulator increases efficiency and output in the generation
market.

Regulatory commitment plays a crucial role as a signal toward establishing a competitive
structure in the market. In the absence of institutional restraints, and a continuous regulatory
system, limits on the discretionary power become the pivotal market signal on the direction of
the market. As in the case of the Turkish banking reform, negative signals on the discretion of
regulator and government may institutionalize costs of transition. Short-term political
preferences may transform into deficiencies of the institutional background of the industry.

Regulation imposes new rules of game and new incentives. It changes both the
institutional setting and behavioral patterns. However, the rate of change depends on many
factors, including market participants’ resistance, judicial constraints and so on. In Turkey,
the resistance to the reform was strong and forced the government to take the lead in the
market, which promoted the spirit of the pre-reform times.

An important proposition of the institutional analysis of regulation is that regulatory
incentives work only if regulatory governance is working. The recent administrative
intervention aims to push for regulatory incentives without institutionalizing regulatory
governance. The evidence from other countries shows that it is very hard to establish
regulatory commitment by increasing executive discretion.

A fundamental problem in Turkey, which is also related to restricted entry, stems from
the implicit bailout by the state for fragile banks.

3. POLITICS AND BANKING REGULATION

Politicians exert a powerful influence over regulatory institutions. Banking is no
exception. Regulatory commitment can be seen as a tool to keep politicians away from the
industry. In countries, regulatory commitment more or less established

a) Information is easily accessible and public. This increases trust in the industry.

b) Government banks cannot be used by politicians and special interest groups easily.
Regulatory authorities have rules to restrict this clearly.

¢) Bank entry and exit is relatively easy. Regulators do not protect incumbents at the
cost of consumers and loss of efficiency in the industry.
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d) Regulatory body does not increase transaction costs so it can reduce them for specific
groups later. This may take the form of excessive regulation in some cases and
exceptions for some banks. Or banks may use the regulators to act collectively. In
most countries, banks cannot act together, which is against competition laws.
Regulations are efficient means of collective action and reduce transaction costs of
rent-seeking.

The influence of politics over regulation may bring non-governmental regulation to the
fore. From our perspective, banking regulations can be seen as a contract between the state
(including BRSA) and market participants. This increases regulatory commitment in the
industry and restricts governmental opportunism.

4. TRANSITION TO REGULATORY STATE IN THE TURKISH
BANKING AND FINANCIAL MARKETS

During the 1990s the main issues regarding economic conditions are structure of banks,
which put them in a position to supply funds to meet public debt and excessive public
spending. In addition to that, politic risk which was realized as a result of coalition
government policies increased the cost of capital, influence direction of capital flow to
developing countries and shortened the maturity of available capital.

On the other hand, when considering the political power on supervisory authority in
privatization of public banks and issuing new banking licenses, it is noticed that the basic
criteria, “fit and proper owner” has not been assessed properly'’. As majority of bankers
perform activities in the field of industry and commerce, bank funds were transferred to group
companies and economically ineffective projects. Besides, by investing in to banking industry
some of the media industry owners became a banker and created a pressure on politicians and
bureaucrats.

While banking regulation and supervision power was given directly to a minister and
bureaucrats appointed by him until 1999, this power and personal relationship was abolished
by foundation of Banking Regulation and Supervision Agency (BRSA). During the period
after this major change took place, regulation supervision power was executed by BRSA
considering current economic conditions. Banking industry restructuring program was
perceived as a transition period in disciplining banking industry.

Changes in regulatory environment, known as “fit and proper”, corporate management,
loan restrictions, activity field of banks, capital adequacy, financial responsibilities and
penalties set for bank owners may be viewed as a restriction in savings deposit insurance.
Such changes commenced especially after the foundation of BRSA and continued within the
context of restructuring program. By the Bank Act 4389 introduced in 1999 and with
secondary arrangements several changes were made. Bank Act 5411, dated November 2005
and regulations made with respect to the new law involves regulations which are suitable to

' Majority of banks failed before the period 1990-2001 are the banks which were privatized or issued licenses
during the 1990s.
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EU norms and international standards. Supervisory board of an independent organization
plays a key role in introducing effective regulations in a short period of time'".

In this regard, the book consists of 3 parts. Part I includes an introduction the political
economy of Turkey in order to understand the general structure and the ongoing
transformation process of the Turkish economy. The focus of Part II is on the Turkish
banking system. The part is designed to scrutinize the effect of the first-term deregulation
experience in the market, the market developments in the last decade, concentration and the
current market structure, regulations and experience in the deposit insurance and resolution
processes, and the effects of the credit card regulation on the market. Lastly, Part I1I analyzes
regulation of the financial markets. In this context, the analysis includes efficiency and
productivity of the brokerage houses, institutional investors, and regulation of the Turkish
capital markets.

4.1. The Political Economy of Turkey

Part I consist of 3 chapters. Chapter 1 by Cetin and Oguz constructs introduction of the
book. In this chapter, Cetin and Oguz mention the importance of transition to the regulatory
state in the banking and financial markets during the process of economic change in Turkey,
and the role and context of the book.

In Chapter 2, Bagdadioglu and Halisgelik overview the transformation process of the
Turkish economy from an import substituting economy to export based economy initiated in
1980 was interrupted several times by either external (in 1997/1998 and 2008) or internal
crisis (in 1994 and 2000/2001). In each case, the transformation plan was revised as required
around its fundamentals, identified in the Washington Consensus, to face the challenges. The
recent global financial crises of 2008 provided the last testing ground for the political and
economic flexibility of not only the Turkish government but also other governments to face
external as well as internal instabilities. The Turkish response so far regarded as quite
successful. The continuity of this success, however, will largely be dependent on the Turkish
government’s adjustment of the structural transformation in line with the changes in the world
economy.

According to Bagdadioglu and Haliscelik, considering Turkey’s promising political and
economic flexibility in response to the recent global economic challenge, the projected
recovery of the Turkish economy is expected. The speed and depth of recovery, however, will
largely be determined by not only the Turkish commitment to the transformation process, but
also the improvements in the World economy.

In Chapter 3, Demirbas and Demirbas analyze the property rights issue is one of the most
important institutional differences between democratically developed and developing
countries. In most of the cases, the violation of the property rights results with rent-seeking
activities. In this chapter, Katz and Rosenberg’s budgetary variable model has been tested in a
time series study for the period of 1960 to 2002 to measure rent-seeking activities in Turkey.
Demirbas and Demirbas found that there is a cointegrating relationship exists between

"'In this context, regulation arrangement quickness can be viewed as effectiveness of banking regulation. However,
one must think about how to reflect this to an article. In particular, it is crucial to make a decision that will
keep in pace with quick changes in banking industry and developments in international arena.
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variables, by which mean that there is a long-run relationship between budgetary rent-
seeking, GNP per capita and Government Size. They also found that independent variables
help to explain rent-seeking activities in Turkey during the period 1960-2002. In addition to
these cointegrated relationships, it is showed that adjustments are made towards restoring the
long-run relationship between rent-seeking and other variables. Part I concludes this chapter.

4.2. Transition to Regulatory State in the Turkish Banking System

Part II consists of five chapters that focus on the general structure transition to regulatory
state in the Turkish banking system. In chapter 4, Yay and Yay aim to discuss the structure,
problems and regulation of Turkish Banking System during the 2000s. In this context, this
chapter first analyzes the macroeconomic environment in the 1990s as the structural and
cyclical reasons behind the Turkish financial crisis experience in 2000-2001. Secondly, Yay
and Yay examine the restructuring and regulation process of the Turkish Banking System in
the post-crisis period. The impact of the stand-by arrangement with IMF on this process and
the degree of adaptation of the available legal framework to the international banking
principles (Basel 1 and Basel 2) is especially clarified. Thirdly, they argued that the decisive
maintenance of this restructuring and regulation process up to 2010 is the main reason why
the Turkish Banking system was relatively unaffected from the global financial crisis in 2008.
In the end, the chapter concludes a detailed analysis of the latest situation of the sector in the
face of the crisis.

In Chapter 5 of Part II, Yayla analyzes the market structure of the last-term banking
system by measuring concentration ratio of the market with a comparison between the pre-
2000 term and the post-2000 term. In this chapter, the regulatory transformation in the
Turkish banking system is summarized, and apart from the traditional approaches,
concentration (market structure) in the banking sector is considered simultaneously in terms
of assets, loans, and deposits. In order to analyze market structure more comprehensively,
dominance, disparity and dynamic indexes are applied in addition to traditional static
measures.

The chapter finds, parallel to the regulatory phase, concentration in the relevant markets
shows decreasing trend in the period of 1995-1999 and increasing tendency between 2000
and 2010. However, net interest margins (intermediation costs) which can be seen as the
relevant prices in the sector have declined through the analyzed periods. Thus, the chapter
concludes that the new regulatory framework constitutes a strong ground for stability and fair
competition.

In Chapter 6, Isik and Gunduz measure the performance of the first-term deregulation
experience in the Turkish banking system. The newly chartered domestic and foreign banks
constituted about half of the Turkish banking industry at the turn of the past century. This
record number of new entries is the by-products of deregulatory reforms launched in the
1980’°s and onward. In this context, Isik and Gunduz investigate the productivity performance
of these new banks vis-a-vis that of old banks in an era of financial deregulation in Turkey.
Employing a non-stochastic inter-temporal production frontier approach over a period of
sixteen years, they found that new banks are significantly superior to old banks in resource
utilization. Apparently, not hampered by a legacy of inefficiency from the past, new banks
could operate nearer the efficiency frontier. Moreover, new banks register faster productivity,
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technology and efficiency growth than old banks. Equipped with better and newer
technology, local partners for foreign entries and holding affiliation for domestic entries
appear to have helped these young banks to overcome initial asymmetric information
problems and demonstrate higher performance. Their findings suggest that new entries,
especially from more advanced markets, could be instrumental in boosting resource allocation
and utilization in banking.

In Chapter 7, Cabukel and Frisch focus on regulation and experience in the deposit
insurance and resolution processes in Turkey. This chapter provides information about the
SDIF’s (the Savings Deposit Insurance Fund) deposit insurance and resolution practices and
the legal grounds associated with it. In Turkey, the SDIF acquired new mandates such as
receivership after the economic crisis of 1994 and became an independent agency with
additional tools including the ones for the recovery of bank assets after the banking crisis of
2001. Cabukel and Frisch observe similar developments in countries including Japan, Korea
and Russia after the Asian crisis of 1998. The recent global economic crisis triggered
international organizations including the International Association of Deposit Insurers (IADI),
the Bank for International Settlements (BIS) and the International Monetary Fund (IMF) to
work collaboratively and set internationally accepted best practices for deposit insurance and
bank resolution regimes.

The chapter concludes that the SDIF played a particularly important role by restructuring
the banking system and resolving non-performing assets of failed banks during the 2001
crisis. During this period, banks that had franchise value and could be effective in terms of
their credit channels were brought back into the system by PandAs and bank sales. During the
institutional development of SDIF, experienced personnel who worked in failed banks and
worked effectively during resolutions became its permanent employees.

In chapter 8, Akin, Aysan, Gollu, and Yildiran analyze the effects of regulation in the
Turkish credit card market on payment services and credit services. The Turkish credit card
market has recently undergone two important regulations: one on payment services in
November 2005 and the other on credit services in June 2006. They aim to shed light on the
link between these two service markets by investigating the revenues from each of them: the
non-interest and interest revenues. The chapter begins with a brief account of the Turkish
credit card market. The next section explains the data and methodology used in the analysis.
The chapter presents the results and concludes with comments of the findings.

They find that the regulations on payment services had no significant impact on banks’
revenues, whereas the regulations on credit services affected the interest and non-interest
revenues in opposite directions. Reacting to stifled interest revenues, banks shifted their focus
toward non-interest revenues. The chapter suggests careful consideration of the possible
effects on all segments of a credit card market when a regulatory action is planned. Moreover,
from the response of revenues to changing prices in these two service markets, it infers that
the demand in the Turkish credit card market is inelastic.

4.3. Regulation of Financial Markets in Turkey

Part III focuses on regulation of financial markets in Turkey and consists of three
chapters. The first chapter of Part III, Chapter 9 by Kucukkocaoglu and Kucuksozen
discusses the institutional structure of regulation in the Turkish capital markets. The chapter
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purposes to examine the current developments and their effect on changes in capital market
regulations and to provide conceptual understanding and in-depth knowledge of securities
laws and the regulatory framework concerning capital markets in Turkey. The securities
market in Turkey is supervised by the Capital Markets Board of Turkey (CMBT). The
principal statute governing the securities market is the Capital Market Law No 2499. The
subject of this law is to regulate and control the secure, transparent and stable functioning of
the capital market and to protect the rights and benefits of investors with the purpose of
ensuring an efficient and widespread participation by the public in the development of the
economy through investing savings in the securities market. This law contains regulations
with respect to company and sharecholder disclosure obligations, admission to listing and
trading of listed securities, public tender offers and insider dealing, among other things.
CMBT monitors compliance with these regulations and aiming to achieve international best
practices, and encourage market-integrity through clear and self-enforcing rules of the game
while encouraging the game itself.

Within the framework of investor protection and moving the capital market forward and
to be a major source of medium and long term finance, laws and regulations assist the CMBT
to perform its role in maintaining market integrity and meeting fairness and transparency
principles. According to Kucukkocaoglu and Kucuksozen, all of these increasing efforts by
these regulators and agencies aiming to enhance the existing corporate governance and
investor relations practices in a risk-focused effort to achieve further transparency and
supervision in the markets make Turkish capital markets more appealing for further
investments while supporting Turkey’s endeavor to realize its full potential as a significant
capital markets player in the world.

In Chapter 10, Bagdadioglu, Dinger, and Yereli measure efficiency and productivity of
the brokerage houses in Turkey. This chapter measures the efficiency and productivity of 63
Brokerage Houses operating in Turkey by applying the well known methodology of Data
Envelopment Analysis to the most recent data available covering the period between 2000
and 2008. With such as analysis, the chapter aims to provide a valuable opportunity to
observe the state of BHs after one of the worst internal financial crisis hit the Turkish
economy in 2001 and just before the global financial crisis of 2008 started to show its full
impact on the Turkish economy.

The findings of the chapter clearly depict the adverse impacts of both the domestic
financial crisis of 2001 and the global financial crisis of 2008 on the Turkish Brokerage
Sector as very low efficiency scores and declining productivity. The main sources of
inefficiency and poor productivity during the period, however, appear to be originated from
managerial incompetency at individual brokerage houses level, and dominance of banks at the
financial sector level.

In the end, in Chapter 11, Algiiner considers institutional investors in Turkey. The types
of institutional investors that have operations in Turkey are securities mutual funds, pension
mutual funds, life insurance companies, real estate investment trusts, venture capital
investment trusts, securities investment trusts. Mutual funds are established in the form of
open-end investment companies in Turkey. They do not have any legal entity. They are
operated in terms of the rules stated in the internal statute of the fund, which includes general
terms about management of the fund, custody of the assets, valuation principles and
conditions of investing in the fund. The ratio of the investment funds’ portfolio size to GDP is
an indicator of the development level of the institutional investor base in that country.
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Although the ratio of the investment funds to GDP in Turkey has increased through the years,
it is considered to be low when compared with other countries. There are two major classes of
mutual funds in Turkey; fixed income and equity. Fixed income funds are the leading group,
constituting 2/3 of total assets. Equity mutual funds represent only 2.5% of total assets. On
the other hand, the private pension system that was introduced towards the end of 2003 has
been growing exponentially. It is required to make the investment fund legislation coherent
with European Union Directives and to provide the integration of European fund market and
Turkish funds. Investment trusts are closed-end investment companies managing portfolios
composed of capital market instruments, gold and other precious metals. Three types of
investment trusts operate in Turkey, namely; Securities Investment Trusts, Real Estate
Investment Trusts and Venture Capital Investment Trusts. As of the end of 2009, 48% of
Istanbul Stock Exchange companies’ shares which are open to public are in the custody
accounts of foreign institutional investors at The ISE Settlement and Custody Bank Inc.
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ABSTRACT

The transformation process of the Turkish economy from an import substituting
economy to export based economy initiated in 1980 was interrupted several times by
either external (in 1997/1998 and 2008) or internal crisis (in 1994 and 2000/2001). In
each case, the transformation plan was revised as required around its fundamentals,
identified in the Washington Consensus, to face the challenges. The recent global
financial crises of 2008 provided the last testing ground for the political and economic
flexibility of not only the Turkish government but also other governments to face external
as well as internal instabilities. The Turkish response so far regarded as quite successful.
The continuity of this success, however, will largely be dependent on the Turkish
government’s adjustment of the structural transformation in line with the changes in the
world economy.

INTRODUCTION

This chapter overviews the ongoing transformation process of the Turkish economy from
import substituting to market based economy initiated with the announcement of the
Stabilization Program in 24 January 1980. The Stabilization Program was designed, and
revised as needed, in line with the Washington Consensus supported by major international
financial institutions, such as, the World Bank (WB) and the International Monetary Fund
(IMF).

The Washington Consensus recommended market guided solutions to the external
government deficits of developing countries caused largely by excessive rise in price of
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imported oil and accelerating international interest rates during the 1970s. To attract foreign
financial resources many countries, including Turkey, introduced comprehensive economic
reforms involving various blends of ten policy measures intended for trade liberalization,
competitive exchange rates, market based interest rates, stimulus of inward foreign direct
investment, deregulation, fiscal discipline, tax reform, redirection of public spending from
indiscriminate subsidies to growth enhancing areas (education, health and infrastructure),
privatization of state economic enterprises, and security of property rights (Williamson,
1989).

These measures, though implemented at different levels and paces by many countries,
globalized economic relations, and made countries more vulnerable to the spillover effects of
economic crises (Kaul and Concei¢do, 2006). Notably the impacts of the Asian and the
Russian financial crises of the late 1990s (Radelet, et al., 1998, Chiodo and Owyang, 2002),
and more recently the United States’s (US) financial crisis of 2008 quickly spread over
trading blocks (IMF, 2009). The exposure of many countries to economic crises regardless of
their development stages however led many to question the validity of the Washington
Consensus, which was subsequently replaced by the Seoul Development Consensus agreed
by the G20 group of nations in November 2010. Based on similar fundamentals, the new
Consensus aimed at adjustment of the deficiencies of the Washington Consensus.

The economic transformation process pursued in line with the fundamentals of the
Washington Consensus produced mixed results in Turkey. In the early 1980s, Turkey
experienced relatively high growth levels, low inflation rates and healthy balance of
payments. However, particularly after the switch from closed foreign exchange regime to
open foreign exchange regime in 1989, growth performance deteriorated, inflation rates risen,
and high public sector deficit started to characterize the Turkish economy, which then became
more dependent on short-term capital inflows called "hot money” to balance the consequent
current account deficit. As becoming more open to external forces accompanying with
insufficient economic policies implemented, Turkey faced four major economic crises, two
internal in 1994 and November 2000/February 2001 and two external in 1997/1998 and 2008,
respectively. The former crises, particularly the one in February 2001, had devastating
impacts on the Turkish economy, led to the announcement of the Transition Program to the
Strong Economy in May 2001. Owing to the economic measures taken as part this program
and the economic adjustments implemented for the accession process to the European Union
(EU) initiated in 2005, unlike many countries, Turkey managed the external crisis of 2008
reasonably well. These measures strengthened the financial sector, but the real sector stayed
problematic since the exports of the Turkish economy based on imported raw and
intermediate goods and materials.

In the light of these developments, the transformation process of the Turkish economy is
reviewed in two main sections. The following section evaluates the progress of the
transformation process until the global financial crisis of 2008 spread from the US. The
second section extends the evaluation to cover the Turkish response to the recent US led
financial crisis. The chapter ends with an overall assessment of the transformation process
and the envisaged prospect of Turkish economy.
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1. PROGRESS UNTIL THE 2008 GLOBAL
FINANCIAL CRISIS

The price shocks of two major oil crises and inconsistent monetary and fiscal policies
pursued to cope with these shocks during the 1970s created significant problems in balance of
payments, production, inflation and external debt in Turkey (Krueger, 1995). The
stabilization program of 1980, financially and technically supported by the IMF and the WB,
aimed to cure these problems by transforming the Turkish economy from import substituting
economy into export oriented economy. Five successive structural adjustment loans were
extended to Turkey to ease the economic transformation during the first years of the
Stabilization Program (Onis and Kirkpatrick, 1985), and as shown later, the stand-by
agreements were available whenever needed.'?

The support of the IMF and the WB was conditional on steps taken on liberalization of
Turkish product, exchange, capital and labor markets. These conditions were met at various
degrees due to the internal resistance to the shift to the expert oriented growth strategy and the
negative consequences of aforementioned financial crises. Accordingly until now the
Stabilization Program of 1980 has been revised as needed to complete the process of opening
the Turkish markets to foreign competition by abolishing barriers on imports and introducing
regulatory processes in financial and real sectors. The structural reforms undertaken by
Turkey in line with the Washington Consensus and the key achievements are summarized in
Table 1.

The early results of macroeconomic performance of the transformation process were not
satisfactory due to dominance of inefficient public sector and serious structural problems in
many sectors, particularly in banking. As can be seen from Table 2, compared with large
deficits in balance of payments, insufficient production levels, accelerating inflation and
mounting levels of external debt experienced during the 1970s (Krueger, 1995), Turkey
showed a promising macroeconomic performance only with growth rate and balance of
payment. Nevertheless, the growth performance was unstable, and the current account and
budget deficits, the high and unsustainable public sector debt, and the high and volatile
inflation rates remained as problematic areas of the Turkish economy leading to the internal
financial crises of 1994 and 2000/2001, respectively.

The political uncertainties also contributed to the occurrence of internal financial crises.
The frequently changing coalition governments until 2002, and corresponding lack of
transparency and accountability in public sector activities produced adverse economic
consequences and interrupted the implementation of the Stabilization Programs. Evidently,
towards the end of the 1980s, the growth performance declined and the inflation rate started
to increase, affecting both the real sector in the form of decrease in growth and employment,
and the financial sector in the form of unreliable banking and other financial sectors, foreign
exchange and stock markets.

"2 Since became a member in 1947, Turkey signed 19 stand-by agreements (first in 1961 and last in 2005) with the
IMF, of those four were after 1990.
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Table 1. Principles of the Washington Consensus, Structural Reforms
and Key Achievements of Turkey

Principles of the
Washington Consensus

Structural Reforms™

Key Achievements of
Turkey™

e Fiscal discipline

e Redirection of
public spending
priorities from
subsidies to
education, health
and infrastructure

e Tax reform —
broadening the tax
base and cutting
marginal tax rates

e  Unified and
competitive
exchange rates

e Secure property
rights

e Deregulation —
abolition of
regulations that
impede market
entry or restrict
competition

e Trade
liberalization —
liberalization of
imports and any
trade protection

e  Privatization of
state enterprises;

e Elimination of
barriers to direct
foreign investment

e Financial
liberalization-
interest rates that
are market
determined and
positive in real
terms

1. Public Sector Reforms
e  Public Financial
Management and
Control Law
e  Public Procurement
Law
e Code of Ethical
Conduct for Civil
Servants
e Law on Freedom and
Information for Citizens
2. Structural Fiscal Reforms
e  Administrative Social
Security Reform
Tax Reforms
. Financial Sector Reform

w

A new Banking Law

e A new Insurance Law

e A new Mortgage Law
and development of
Mortgage market

e  Strengthening the
Private Banks

e State Bank Reform

4. Increasing the Role of

Private Sector in the

Economy

e  Opening the Keys
Markets to Competition
and Regulation by
Independent Agencies

e Improving Investment
Environment

e  Accelerating
Privatization.

e High, less volatile,
private sector led,
and productivity
driven growth

e Progress in real
income convergence

e  Substantial
disinflation

e  Transformation in the
employment
structure

e Remarkable fiscal
consolidation

e More resilient public
debt composition

e  Strong financial
sector

e Competitive
investment
environment

e Boosted privatization
implementations

e  Strong foreign direct
investment inflows

e Enhanced trade and
financial integration

e Implementation of
comprehensive
structural reforms

Source: Todaro and Smith (2009: 551-552), ~ Undersecretary of Treasury (2008: 3, 29).
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Table 2. Main Macroeconomic Indicators, 1980-2001

1980 1985 1990 1993 1994 1999 | 2000 | 2001

GNP (Billion $) 73,1 68,0 152,4 181,0 130,5 186,3 | 201,4 | 144,0
GNP Per Capital (Current $) 1.589 1.353 2.714 | 3.042 2.153 | 2.811 | 2.987 | 2.102
Growth Rate (%) -2,8 43 9,4 8,1 -6,1 -6,1 6,3 -9,5
Unemployment Rate (%) 8,3 7,3 8,2 7,7 8,1 7,6 6,6 8,4
Inflation Rate (%, CPI) 115,6 | 45,0 60,3 66,1 106,3 | 64,9 54,9 54,4

A) Domestic Debt Stock (% of GNP) | 13,60 | 19,70 | 14,40 | 17,90 20,60 | 29,30 | 29,00 | 69,20
B) External Debt Stock (% of GNP) 19,34 | 38,09 | 32,59 | 37,45 48,29 | 41,66 | 44,69 | 57,74
Public Sector Debt (% of GNP, A+B) | 32,94 | 57,79 | 46,99 | 5535 68,89 | 70,96 | 73,69 | 126,94

Budget Balance (% of GNP) -3,1 2,3 -3,0 -6,7 -3,9 -11,7 | -10,6 | -16,5
Primary Deficit (Surplus) (% GNP) -2,5 -0,3 0,5 -0,8 3,8 2,0 5,7 6,8
Current Account Balance (% GNP) -4,7 -2,4 -1,7 -3,6 2,0 -0,7 -4,9 2,4
Current Account Balance (Billion $) -3,4 -1,4 -2,6 -6,4 2,6 -1,3 -9,8 3,4
FDI Inflows (Billion $) 0,035 | 0,099 | 0,684 | 0,746 0,636 | 0,813 | 1,71 3.29
Central Bank Foreign Exchange 1,1 1,0 6,07 6,28 7,07 23,18 | 19,63 | 18,74

Reserves (End of the Year-Billion $)
Sources: Compiled from various tables published by the Undersecreteriat of Treasury, the Central
Bank, the State Planning Organization, the Undersecreteriat of Foreign Trade, the Turkstat, and the
Ministry of Finance.

The instability of economic growth was, and still is, largely caused by the requirement of
imported raw and intermediate goods and materials for the new export led growth strategy,
which necessitated constant inflow of foreign capital. The removal of selective credit policies,
free determination of interest rates on deposits and credits, and liberalization of foreign
exchange transactions, higher interest rate on domestic assets and lower depreciation rates
attracted the required foreign capital inflow, but usually in the form of short term “hot
money” (BRSA, 2002). However, the rapid increases in short-term foreign capital inflows
and outflows accompanied with high public sector deficits, high domestic interest rates, and
low exchange rate prepared the base for the first major internal financial crisis of Turkey
occurred in April 1994 (TUSIAD, 1995).

To ease the difficulties arised as a result of the financial crisis of 1994, Turkey
immediately renewed the Stabilization Program on 05 April 1994. This program was
supported by the IMF with the 16™ stand-by agreement applied during the period of 08 July
1994-26 September 1995. The program aimed to complete the ongoing structural reforms,
and thus, stabilize the Turkish economy at a lower inflation rate, higher export level and
lesser budget deficit. However, the success of this program stayed limited due to lack of
political commitment and economic slowdown occurred in the second half of 1998, this time
caused by the external financial crises of Asia and Russia (Kantarci and Karacan, 2008).
Consequently, the Turkish economy experienced a period of contraction in the form of
negative economic growth (-6.1%), high inflation rate (65%) and budget deficit (-11,7%) at
the end of the 1999 (see Table 2).

To stabilize the economy, Turkey set off another three-year program covering the period
between 1999 and 2002 supported by the 17th stand-by agreement signed with the IMF. Yet,
this program was interrupted as well, due to two interrelated internal financial crises the
Turkish economy experienced in November 2000 and February 2001, respectively. The crises
were ignited largely by liquidity, interest rate and foreign exchange problems in banking
sector. As was the case in the financial crisis of 1994, before the crisis a large amount of
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short-term foreign capital inflow and during the crises large-scale capital outflow occurred
resulting in decline in output and growth of Turkish economy (Celasun, 2002, Ercel, 2006).
During the financial crises of November 2000 and February 2001, as a result of the exchange
rate, interest rate and liquidity risks, the banking sector faced significant losses leading the
transfer of as many as 22 private and public banks to the Savings Deposit Insurance Fund
(SDIF).

The Banking Regulation and Supervision Agency (BRSA) prepared the “Banking Sector
Restructuring Program” in May 2001. The program was mainly based on restructuring of
public banks, resolution of banks taken over by the SDIF, rehabilitation and strengthening of
private banking system by increasing capital adequacy criteria, adding their profit to capital,
strengthening of surveillance and supervision frame and the increase of competition and
efficiency in the banking sector and other measures to strengthen the financial sector as a
whole (BRSA, 2002).

Accordingly, the capital structure of public banks was strengthened during the
implementation period of the program. The state banks were restructured on operational scale
by bringing professional management style and by reducing number of branches and
employees to more rational levels. Moreover, the Treasury issued government securities to
compensate the accumulated duty losses which deteriorated the financial structure of public
banks. The Treasury also made new regulations to improve the financial status of banks by
preventing the public banks from making new duty losses. The banks transferred to the SDIF
were resolved by various ways like merger, sales or direct liquidation in quite short time
period. The re-structuring of 22 banks costed $53.6 billion, but at the expense of increasing
the public debt (BRSA, 2010).

These crises made the structural fragilities of the Turkish economy more apparent,
making the design of another extensive restructuring program inevitable. Hence, the
Transition Program to the Strong Economy was announced. The program was supported by
the 18™ stand-by agreement signed with the IMF. The approved amount was SDR12,82
billion (about US$16 billion) covering the period between 04 February 2002 and 03 February
2005 (Uygur, 2010, IMF, 2010a). The aim of the 18" stand-by arrangement was not only to
decrease high public debt burden, but also to strengthen the fragile structure of banks against
any potential future economic crisis (Toprak, 2010). This was to be done by fiscal adjustment,
disinflation under the planned inflation targeting framework, and structural reforms such as
completing banking sector restructuring, intensifying public sector reform, and strengthening
the private sector's role in the economy. The key elements of the program involved the
continuation of the floating exchange rate regime to limit the potential for speculative attacks,
the reform and strengthening of the financial system to make banks less vulnerable to
withdrawal of funds, and to boost confidence in domestic financial assets, and the expenditure
and tax reforms to help sustain the fiscal adjustment needed in the medium term to ensure
debt sustainability (IMF, 2010b).

Meanwhile, as mentioned before, the measures taken with the prospect of membership to
the EU also helped the improvement of Turkish economy. Turkey prepared the Pre-Accession
Economic Program in line with the EU procedures following the acquirement of candidate
statute at the Helsinki summit in December 1999. The negotiations with the EU were
officially started after the European Council announced that Turkey sufficiently fulfilled the
Copenhagen Criteria on 3 October 2005. While the Copenhagen criteria described the EU full
membership principles, the Maastricht criteria defined the economic performance criteria and
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the necessary conditions that the EU member states must meet to qualify for the Economic
and Monetary Union. To ensure economic and social transformation during the EU
membership process, as well, Turkey adjusted the length of its Ninth Development Plan,
extending it from five-year period to seven-year period covering 2007-2013 period to
coincide with the period of EU financial programming (Halisgelik, 2009).

Table 3. The Strategy of the Ninth Development Plan (2007-2013)

Economic and Social Targets of the Ninth Development Plan (2007-2013)

Development Axes

Increasing 1) Making Macroeconomic Stability Permanent

Competitiveness 2) Improving the Business Environment

3) Reducing the Informal Economy

4) Improving the Financial System

5) Improving the Energy and Transportation Infrastructure

6) Protecting the Environment and Improving the Urban
Infrastructure

7) Improving R&D and Innovativeness

8) Disseminating Information and Communication Technologies

9) Improving Efficiency of the Agricultural Structure

10) Ensuring the Shift to High Value-Added Production Structure
in Industry and Services

Increasing 1) Improving the Labor Market

Employment 2) Increasing the Sensitivity of Education to Labor Demand

3) Developing Active Labor Policies

Strengthening Human | 1) Enhancing the Educational System

Development and 2) Making the Health System Effective
Social Solidarity 3) Improving Income Distribution, Social Inclusion and Fight
Against Poverty

4) Increasing Effectiveness of the Social Security System
5) Protecting and Improving Culture and Strengthening Social

Dialogue
Ensuring Regional 1) Making Regional Development Policy Effective at the Central
Development Level

2) Ensuring Development Based on Local Dynamics and
Internal Potential

3) Increasing Institutional Capacity at the Local Level

4) Ensuring Development in the Rural Areas

Increasing Quality and | 1) Rationalizing Powers and Responsibilities Between

Effectiveness in Public Institutions

Services 2) Increasing Policy Making and Implementation Capacity

3) Developing Human Resources in Public Sector

4) Ensuring the Dissemination and Effectiveness of e-
Government Applications

5) Improving the Justice System

6) Making Security Services Effective

Source: SPO (2006: 13).
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Table 4. Main Macro Economic Indicators, 2002-2010

Macro Economic 2002 2003 2004 2005 2006 2007 2008 2009 | 2010
Indicator
GDP (Billion $) 230,49 | 304,90 | 390,39 | 481,5 | 526,43 | 648,63 742,09 | 616 -

0 75
GDP Per Capital 3,492 4,559 5,764 7,021 7,583 9,234 10,440 | 8,578 | 10,04
(Current $) 33
Growth Rate % 6,2 53 9,4 8,4 6,9 4,7 0,7 -4,7 6,8°
Unemployment Rate | 10,3 10,5 10,8 10,6 10,2 10,3 11,0 14,0 11,2°
%
Inflation Rate % 45,0 25,3 10,6 8,2 9,6 8,8 10,4 6,3 6,4'
(CPD)
A) Domestic Debt 42,8 42,7 40,2 37,7 332 30,3 28,9 34,6 -
Stock % of GDP
B) External Debt 26,5 19.4 16,5 134 12,3 9,3 11,1 11,7 -
Stock % of GDP
Public Sector Debt 69,2 62,2 56,6 51,1 45,5 39,6 40,0 46,3 -
% of GDP (A+B)
Budget Deficit % of | 11,47 8,84 5,21 1,06 0,61 1,63 1,83 5,54 3,60*
GDP
Primary Deficit 3,2 4.8 55 5,0 4,6 3,1 1,7 L1 -
(Surplus) % GDP
Current Account -0,3 -2,5 -3,7 -4.6 -6.1 -5.9 -5.7 -2.3 5,4°
Balance % GDP
Current Account -0,6 -1,5 -14,4 -22,1 -32,1 -38,2 -41,9 -143 | -
Balance (Billion $) 41,6
Total Capital 6,9 6,4 20,1 37,6 48,5 48,3 443 3,8 38,1°
Inflows (Billion $)
-FDI Inflows 1,1 1,7 2,8 10,0 20,2 22,0 18,3 83 6,3
(Billion §)
-External Borrowing 1,9 2,3 7,7 12,5 17,1 28,7 27,0 -12,3 -4,7
of NonBank Private
Sector (net)
-Other (net) 39 3,1 9,7 15,1 11,2 -2,5 -0,9 7.8 36,5
Central Bank 26,73 33,64 36,01 50,52 | 60,85 71,26 70,08 69,63 | 80,70
Foreign Exchange !
Reserves (End of the
Year-Billion $)

Sources: Undersecreteriat of Treasury, Central Bank, State Planning Organization, Undersecreteriat of
Foreign Trade, Turkstat, Ministry of Finance. 1-As of 31-12-2010, 2- As of October 2010, 3-
Estimation , 4- 2010 Jan-November.

The Ninth Development Plan was prepared within the framework of the Long Term
Strategy (2001-2023) by the Government of that time with the vision of Turkey becoming ...
a country of information society, growing in stability, sharing more equitably, globally
competitive and fully completed her coherence with the European Union” (SPO, 2006). The
necessary documents in the EU accession process, such as the Pre-Accession Economic
Program and the Strategic Coherence Framework as well as other national and regional plans
and programs, primarily the Medium Term Program and sectoral and institutional strategy
documents were defined accordingly to the Ninth Development Plan. Table 3 shows the
development axes and targets identified to achieve the Plan’s vision.

Despite that there was not any sign of a new economic crisis at that time, Turkey
developed another comprehensive three-year macroeconomic and financial program
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supported by the IMF with the 19th stand-by arrangement in May 2005, totaling SDR6.66
billion (approximately US$10 billion). The three-year program aimed to establish the
conditions for sustainable growth, facilitating union towards the EU economies and an
orderly exit from the IMF support. The sustainable growth was expected to be attained by
reducing the current account deficit to more sustainable levels so that the economy become
more resistant to short-term macroeconomic challenges; retaining the floating exchange rate,
preserving central bank independence, and adopting formal inflation targeting to bring
inflation closer to the EU levels; making the government debt position more sustainable
through continued sizable primary surpluses; lowering Turkey’s vulnerability to balance of
payment shocks by restoring its net foreign exchange reserve position; maintaining financial
sector stability by further improving the supervisory and regulatory framework, accelerating
asset recovery and restructuring state banks; and finally, implementing a structural reform
agenda that enhances Turkey’s growth prospects, lowers unemployment, and improves the
investment climate (IMF, 2005).

The considerable improvements the Turkish economy displayed after the crisis of 2001
can be seen from Table 4. The Turkish economy grew by 4.5% annually during the period of
2002-2009, while high unemployment rate and current account deficit remained as major
problems. During this period, the Turkish economy significantly improved as a result of
successful structural reforms in critical sectors, particularly in banking, telecommunication
and energy; public sector reform such as privatization to minimize state involvement in the
economy; financial sector reform such as establishment of regulatory and supervisory
authorities and policies to improve the functions and independence of Central Bank together
with fiscal and monetary policy measures. The accession process to the EU provided an
anchor for the continuation of the reform process (Halisgelik, 2009).

This successful implementation of stabilization policies and economic programs
accompanied with the political stability obtained since 2002 subsequently resulted in one of
the longest-uninterrupted growth in the Turkish economic history (BRSA, 2010). As
illustrated in Table 2, Table 4, and Figure 1, despite the severe financial crises experienced in
the years of 1994, 2000 and 2001 costing as much as one third of national income, the
Turkish economy had a relatively sound growth performance. Furthermore, after a long
period with high inflation rates, Turkey experienced significantly low inflation rates. The
average inflation was 62.7% between 1983-1994 and 71.6% between 1994-2001, to reduce
nearly to single digits of inflation since 2004. Unfortunately, this positive trend was
interrupted by the global financial crisis originated from the US housing market crash in the
second half of 2007, to which the Turkish response is accounted for in the following section.

2. TURKISH RESPONSE TO THE GLOBAL FINANCIAL CRISIS

The global financial crisis of 2008, spread from the US because of the decline in asset
prices and domestic demand in developed markets, led the world economies to enter a period
of contraction in 2009. The public debt and budget deficit figures of many countries became
one of the major concerns creating severe sources of risks against fiscal balances. As the
effects of financial crisis deepened both domestic and foreign demand diminished making
these problems more severe and risky for not only developed countries but also developing
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countries. Consequently, the financial crisis turned very quickly into an economic crisis and
affected the whole world in a very short period of time (UT, 2010).

Having strong trade and financial ties with the world economy, Turkey was affected by
the global economic crisis negatively, as well. The impact of the crisis spread over through
three main channels: the finance channel owing to deteriorating external financing position of
private companies, the trade channel due to declining export, and finally, the expectations
channel because of decreasing consumer and real sector confidence (RT, 2010). However, as
a result of the measures taken for the financial sector in terms of restructuring and
strengthening banks after 2001 crisis, the impacts of global crisis on the Turkish banking
sector was quite limited. Turkey did not even need to transfer resource to the banking sector.
Therefore, contrary to many countries, in Turkey the global financial crisis showed its first
impacts on the reel sector instead of financial sector, as decline in growth rate and increase in
unemployment.

Turkey introduced various economic policies, programs and stimulus packages including
various monetary and fiscal policy measures to mitigate the adverse impacts of the global
financial crisis and to accelerate the exit from the crisis particularly through promoting
internal demand (CBRT, 2009). These initiatives were organized under eight main headings,
namely, measures and incentives for increasing domestic demand, tax and other incentives for
increasing employment, tax and premium support and other incentives for increasing capital
inflow and investments, credit and guarantee support for production and export, financial
supports and other measures such as regulation for using credit and credit cards, liquidity
support for the banking sector, and incentives for research and development (UT, 2009).

The recent outcomes of the economic policies, programs and fiscal stimulus packages
implemented during 2008-2009 and recovery period of 2010 in Turkey are summarized below
using the set of indicators prepared by the Undersecretariat of Treasury about different areas
of the Turkish Economy (UT, 2011).

 allolindal, b

Source: UT (2011: 12).

Figure 1. GDP Growth Rates (%, YoY).
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As seen from Figure 1, the Turkish economy grew impressively with an annual rate of
5.9% between 2002 and 2008. However, its export-oriented economy and high rate of
unemployment accompanied with diminishing external demand made Turkey to feel the
impacts of the current economic crisis on the real sector considerably. The crisis caused a
sharp decrease in the fourth quarter growth rate of GDP in 2008 (-7,0%) after an increase in
27 quarters in row since 2001.

The decline continued until the last quarter of 2009, but, the first and second quarterly
growth rates in 2009 were much worse than the previous quarter. The growth rate of GDP in
2009 decreased to -14,6% in the first quarter, -7,6% in the second quarter and -2,7% in the
third quarter, respectively, while the economy started to grow again by 6% in the last quarter
of 2009. As a result, the yearly average growth rate at the end of 2009 become negative (-
4,7%) for the first time since the financial crises of 2001. The growth continued during 2010
due to favorable expectations about the Turkish economy and improvement in the external
demand and internal demand. The first quarter growth rate of GDP in 2010 increased to
11,7%, which then started to decline in the second quarter to 10,3%, and in the third quarter
to 5,5%. As a result of this trend, the growth rate increased to 8,9% in the first 9 months of
2010 and expected to continue to increase in the last quarter of 2010 (UT, 2010).

High unemployment level characterizes the Turkish economy, where almost half of the
labor force employed in the service sector while a quarter in the agriculture sector, since even
during the periods in which the Turkish economy experienced growth (see Figure 1), the
unemployment rate stayed over 10% (see Figure 2). As a result of the crisis of 2008 the
unemployment rate increased to 13.6% in 2008. However as the recovery of the Turkish
economy picked up in 2010, the unemployment rate started to decrease to became 11,2% as
of October 2010.

Another characteristic of the Turkish economy the high inflation rate was on average
62,7% and 71,6% during 1983-1994 and 1995-2001, respectively. However after a long
period with these high inflation rates, Turkey experienced outstandingly low inflation rates
during the last decade (12,5%), and achieved almost single digit inflation since 2004. The
downward trend of inflation continued, however, it has become harder for the Turkish
authorities to get further lower inflation rates.

Although the crisis of 2008 affected the Turkish economy adversely, it had some positive
consequences on current account balance and foreign debt stock. As seen in Figure 4 both
imports and export figures declined during the crises. The trade figures in 2009 and 2010
were still below the pre-crisis year of 2008.

Since imports declined faster than exports, the current account deficit decreased
significantly and thus facilitated the finance of deficit during the years of crisis. However, the
large current account deficits become problem again in 2010 as the growth increased. The
aforementioned high rates of growth increased the demand for imports considerably and led
to deterioration in the current account balance of Turkey. This ascertains the positive
correlation between growth rate and import, so correlation with current account. Today the
current account deficit and its financing with “hot money” seems to be one of the most
important structural problems for the Turkish economy (see Figure 5).

Evidently, as seen in the Table 4 above, the share of foreign direct investment and
external borrowing of non-bank private sector increased during the 2004-2008 period to
finance current account deficit. This capital inflow was financing trade and investment
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activities. As seen in Figure 6, the share of these in total capital inflows decreased during the
2009-2010 period.

Meanwhile in terms of the prospect of EU membership, although many of member states
of EU did not meet the Maastricht criteria for along time, Turkey succeeded to meet the
requirements before the global crisis thanks to the recent fiscal policy implementations
reflected themselves on the balances of the general government sector and declining debt
figures. The general government deficit/GDP ratio was less than 3% during the period of
2005-2008.
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Figure 4. Foreign Trade, in billions of US dollars.

However, with the global crisis the public finance performance in Turkey deteriorated
(see Figure 7). While the tax revenues were realized well below the projected budget
forecasts because of the contraction in growth and tax cuts to support the real sector, the
expenditures increased due to the fiscal stimulus measures introduced to mitigate the negative
effects of the global financial crisis by increasing domestic demand. So, the budget deficit,
debt burden and the Treasury debt rolling ratio increased more than projected. As a result of
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the effects of current crisis in 2009, the general government deficit/GDP ratio realized as
%6,7, which was above the requirement of the Maastricht criteria of 3% (SPO, 2009, and UT,
2010)
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Figure 5. Current Account Deficit/GDP Ratio (%).
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On the other hand, despite the adverse impacts of the global crisis of 2008 on the public
finance performance and the debt figure, Turkey managed to keep the EU-defined public
sector gross debt stock to GDP ratio below the level stated in the Maastricht Criteria. As seen
in Figure 8, this ratio was decreasing during the 2001-2008 period and it was below the 60%
threshold since 2004. The developments in the budget balance, decrease in the tax revenue,
and the contraction in the economy caused an increase in the EU-defined general government
nominal debt stock to GDP ratio. Although this ratio increased to 39.5% in 2008, and 45.5%
in 2009, the public debt stock/GDP ratio stayed below the 60% threshold, better than in many
EU member states.
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Figure 8. Public Sector Gross Debt Stock (EU Defined, % of GDP).
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CONCLUSION

During the transformation process initiated in 1980, the dimensions of macroeconomic
indicators and the size of the Turkish economy changed remarkably. Turkey became a more
diversified economy, integrated with European and World markets through trade and
financial channels. As expected, accompanied with political uncertainties derived from
frequently changing coalition governments and applied inappropriate economic policies, these
channels made the Turkish economy more vulnerable to the impact of external influences. As
illustrated in the previous section, Turkey seems to be facing the first shock waves of the last
external test of economic transformation reasonably well.

Accordingly, as seen in Figure 9, in the Medium Term Program (2011-2013), the
envisaged growth of Turkish economy (6,8%) worth $730 billion in 2010, making Turkey
one of the fastest growing states in Europe and World. This economic growth is expected to
continue, though at a lower rate, at 4,5%, 5,0% and 5,5% in these three years, respectively,
reaching approximately $913 billion at the end of 2013. Meanwhile, the decline in the
inflation rate is also expected to carry on, diminishing to 4,9% at the end of 2013.

Nevertheless, the unemployment rate and current account deficit are likely to remain as
major structural problems of the Turkish economy in the foreseeable future. The
unemployment rate is estimated to remain high around 14% until the end of 2012 (EC, 2010).
Besides, the high risk derived from large current account deficits of foreign trade transactions
is anticipated to continue as the growth rate increases (5,2%, estimate for 2013). The
government deficit/GDP ratio is also projected to have similar trend as current account
deficit. The estimate for 2010 (-4%) is higher than the Maastricht criteria of -3%, but it is
projected to decline in the following three years, settling at -1,1% at the end of 2013.

As a result, considering Turkey’s promising political and economic flexibility in response
to the recent global economic challenge, the projected recovery of the Turkish economy is
expected. The speed and depth of recovery, however, will largely be determined by not only
the Turkish commitment to the transformation process, but also the improvements in the
World economy.
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Figure 9. Main Macroeconomic and Fiscal Targets of Medium Term Program (2011-2013).
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ABSTRACT

The property rights issue is one of the most important institutional differences
between democratically developed and developing countries. In most of the cases, the
violation of the property rights results with rent-seeking activities. In this chapter, Katz
and Rosenberg’s budgetary variable model has been tested in a time series study for the
period of 1960 to 2002 to measure rent-seeking activities in Turkey. It is found that there
is a cointegrating relationship exists between variables, by which mean that there is a

long-run relationship between budgetary rent-seeking (Rt ), GNP per capita (GNPC! )

and Government Size (GY! ). It is also found that independent variables help to explain
rent-seeking activities in Turkey during the period 1960-2002. In addition to these
cointegrated relationships, it is showed that adjustments are made towards restoring the
long-run relationship between rent-seeking and other variables.
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1. INTRODUCTION

In the Keynesian view of the economy it was accepted that governments generally play
an important role in stimulating economic activity by operating their functions appropriately
and effectively. In particular, the main functions of government in both developed and
developing countries are expected to be maintaining public services, influencing attitudes,
shaping economic institutions, influencing the distribution of income, influencing the use of
resources, controlling the quantity of money, controlling economic fluctuations, ensuring full
employment and influencing the level of investment.

Many developing countries are in a vicious circle of low living standards (low per capita
national income, unequal distribution of national income, poverty, poor health and education
opportunities); low levels of productivity; high population growth rates; high unemployment;
high foreign debts; underdeveloped industries; high dependency on agriculture etc. (Thirwall,
1989). In addition to these common characteristics, developing countries also suffer because
of weak economic and political institutions; such as unprotected property rights, absence of a
constitutional framework and undeveloped government that cannot carry out its functions
properly.

It is widely accepted that governments, in general, play an important role in stimulating
economic activity by operating their functions appropriately and effectively. In particular, the
main functions of government in both developed and developing countries are expected to be;
maintaining public services, influencing attitudes, shaping economic institutions, influencing
the distribution of income, influencing the use of resources, controlling the quantity of
money, controlling economic fluctuations, ensuring full employment and influencing the level
of investment.

There are no doubt we all need government to protect us, to secure my rights from
violation and to provide public goods that cannot be well provided through ordinary market
processes. The ability of governments to use their monopoly of legitimate forces is central to
the fulfillment of those tasks. However, this monopoly power may be used for other purposes.
Governments in developing countries may do things for bad reasons that are essentially
corrupt, e.g. giving favors to their supporters. Therefore, governments may fail either because
they do too little, or because they do too much. In many developing countries, the degree of
economic power of governments dominates their political power, since they find it difficulty
to isolate the economic role of the state from its political, social and military roles.

If governments do the right things economic growth and political stability might be
achieved. Nevertheless, if they do too little or too much or the wrong things, growth and
stability are retarded. For instance, protectionism in trade in many developing countries is still
seen as one of the main functions of a dominant state’’. This point led Hayek (1944) and
many other liberal economists to argue that an extension of state ownership or the forms of
the state involvement in the economy necessarily gave rise to a totalitarian, repressive
political system.

Indeed, in many developing countries, governments fail to maintain equality, promote the
exploitation of one class by another and neglect public services. At the same time, they may
put in place excessive controls (by regulations) and end up with over spending. More
importantly, rather than protecting rights from violation, governments use their power as an

13 Economically, politically and socially dominant state.
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instrument of violation of property rights as much of the literature on rent-seeking notes. As it
is known, if capital formation is one of the conditions of economic growth, the existence of a
law of property is one of the conditions of capital formation. With the concept of property it is
meant that the legal right to exclude other people from using a particular resource. In order to
secure property rights it is necessary for governments to protect public property from private
abuse and it is necessary to protect private property from public abuse and private abuse.
Nevertheless, governments in developing countries often use their authority and their
confiscatory power to provide privileges desired by particular politically-influential people at
public expense (Tullock, 1993). In other words, if governments cannot or do not want to
protect the property rights of the public for the favor of some privileged groups, rent-seeking
increases.

According to Tullock (1967), undesirable rent-seeking occurs in the case of unwilling
uncompensated transfers. On the same line, McNutt (1996:164) emphasized that “when I
interpret rent-seeking activity as an abridgement of property rights, then traditional rent-
seeking is undesirable if the individual or society is inadequately compensated for the transfer
of resources that takes place”. If these uncompensated groups are investors whose property
rights are not protected and whose welfare losses are uncovered, capital is discouraged and
this deepens the vicious circle of poverty of developing countries.

Although these unprotected property rights issues seem to be mainly a problem of
developing countries, it actually affects both groups of countries but to a different degree. It is
certainly true that rent-seeking is everywhere, but at different levels. In the public choice
approach, it is considered that a theory of property rights is a very important issue and
requires a complete theory of ‘the state’. As an extension of this idea it is also considered that
property rights, the state structure and rent-seeking activities are closely interrelated with each
other. For this reason, in order to reduce rent-seeking, Tullock (1993) suggests several
political reforms that might improve violated property rights. These are; qualified majority
voting, greater use of referenda, a balanced budget, limits on the size and the extent of
government, and better constitutional enforcement. In the light of the property rights issue, it
is considered that if rent-seeking is the violation of property rights, it can be interesting to
associate and compare rent-seeking with different institutional settings in a country.

According to Katz and Rosenberg (1989:140), “developed economies with established
hierarchies tend to be less wasteful than less developed economies, which are typically still
trying to find their political and social identity by shifts in the relative power of pressure
groups”. Katz and Rosenberg (1989: 140) stated that, “strong property rights reduce rent-
seeking activities”. It is important to mention here that understanding rent-seeking activities
in many developing countries and especially in Turkey is the key to deal with property rights
problems.

In order to examine the institutional issue in Turkey in the context of rent-seeking, we
undertook a time series study. When we carry out a time series study we should consider
cointegration analysis to deal with the long term relationships between variables.
Cointegration analysis confronts spurious regression, attempting to identify conditions under
which the regression relationship is not spurious. The problem of spurious regression occurs
because most economic time series are non-stationary. A stochastic process is said to be
stationary, if the mean, variance and covariance of a series remain constant over time. If one
or more of the conditions are not satisfied, the process is non-stationary (Charemza and
Deadman, 1997).
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This chapter is organized as follows. In section 2 rent-seeking in developing countries
will be examined. In section 3, rent-seeking variable and key assumptions will be looked at
and in section 4 the methodology and the estimation techniques will be explained. Then, in
section 5 the findings will be presented and the study will be concluded in section 6.

2. RENT-SEEKING IN DEVELOPING COUNTRIES

After World War II many colonized countries began to achieve their independence and
chose statism as their development path. This approach to economic development emphasized
the role of state control. However, economic planning became highly politicized and,
therefore, rent-seeking intensified. Unfortunately, many of the new constitutions in these
newly independent countries were not designed to respond effectively to demand by the
people for greater levels of economic and political participation and for structures which
reflected domestic realities, needs, customs etc. In addition, since their institutional
frameworks were also developed on the basis on state coercion and not on the institutions of
popular participation, the choice of statism put significant amounts of resources into the hands
of the bureaucrats and the military, allowing them to manipulate policy outcomes to benefit
themselves. On many occasions such as trade protection, control of the economy by the state
has encouraged and facilitated bureaucratic corruption, nepotism, political violence and
increased the level and the extent of rent-seeking in these countries (Mbaku, 1992).

Increasing political violence and high rent-seeking in many developing countries took the
attention of some public choice scholars to understand their political structure and to seek
solutions to stop such extreme rent-seeking activities. For that reason, in the mid-1970s, a
new political economy started to be applied to politics in developing countries. Public policy
is examined from the new political economy perspective with particular reference to the
state’s role in resource allocation in those countries, on the basis of the behaviour of state
regulators and interest groups seeking government favours. Such favors include access to
import and other licenses, commodities sold at government-controlled prices, subsidized
housing, government scholarships for advanced training abroad, etc. As is known, the type of
behavior most often associated with interest groups in these heavily regulated economies is
rent-seeking (Mbaku, 1994).

Initial applications of rent-seeking to the developing countries were carried out by
Krueger (1974) and Bhagwati (1982)". According to Meier (1991), in applying the new
political economy to developing countries, the economic role of the state has to be specified
very carefully to know whether the state is autonomous (having its own objectives), or merely
passive (responding to the demands of various interests or classes in society).

Findlay (1991) grouped the types of states in the developing countries as traditional
monarchies (Saudi Arabia, Morocco, Jordan etc.), traditional dictatorships (Cuba, Paraguay,
Haiti etc.), authoritarian states with on the right wing: (Turkey, Egypt, Brazil, Argentina etc.),
and on the left: (China, Vietnam, North Korea etc.); the democratic states of Sri Lanka,
Venezuela, Costa Rica, Jamaica etc. Findlay stated that most under developed countries today
are ruled by military juntas or are one-party dictatorships, and the state tends to dominate civil

' Although some of the early rent-seeking studies were considered without political content the quantitative
restriction or tariff was simply imposed exogenously.
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society. He believes that if the new political economy is applied to developing countries, we
can highlight some of the most important problems such as corruption, trade restrictions,
import substitution policies, resource allocation, and dependence on foreign capital.

Tullock also stated that the majority of the world’s population is ruled by autocracies.
Moreover, he predicted that “since 1914, on the whole, democracy has become a less
significant form of government and dictatorship more important” (Tullock, 1987:1). Since
most autocratic systems are in developing countries, the property rights issue in those
countries gain in importance.

Grindle (1991: 42) researched “the applicability of new political economy to conditions
in developing countries”. He suggested that “new political economy is not applicable to the
dynamics of policy making in developing countries when it takes a society-centered
approach™"’. However, “it might be more applicable when this society-centered approach is
replaced with a more state-centered perspective™'®. In this way, Grindle analyzed lobbying by
interest groups, the actions of policy makers and the activities of bureaucrats. He considered
that although the interaction of individualistic rent-seeking bureaucrats and individualistic
rent-seeking citizens does not explain the most critical aspects of the politics of policy
implementation in developing countries, it still provides crucial information on corruption,
nepotism, bribery between bureaucrats and private businessmen.

On the applicability of the new political economy to conditions in developing countries,
Ranis (1991) also analyzed and concluded that he is quite skeptical of the relevance of the
new political economy to developing countries on the existence of autonomous states. For
him, the new political economy will not be enough to explain the whole structure in
developing countries since it also consists of customs, traditional institutions, religion etc.

Bagchi (1993: 1729) claimed that “we have to redefine the concept of rent-seeking and its
application in order to denigrate all government intervention and virtually to abolish the
domain of politics in the developing countries”. According to him, in most developing
countries, the biggest groups of rent-earners are still landlords and rich farmers. The effect of
landlordism has to be taken into account, and incentives under this system in developing
countries have to be examined.

Brough and Kimenyi 1986, Kimenyi 1989, 1987, Mbaku 1991a, 1991b, 1992, 1994,
Mbaku and Paul 1989, Anderson 1988 and others have concentrated mainly on African
countries, in which dictatorships and military coups are both the most common types of rent-
seeking. By examining these non-democratic countries either historically or analytically,
these writers intended to analyze interest groups and their rent-seeking creation from the
public choice perspective. They concluded that the civil and military bureaucrats are the most
dominant rent-seeking interest groups in those countries, and bureaucratic corruption and
political violence are also the most common rent-seeking activities.

1t is based on assumptions about interest mobilisation and government response to lobbying activities.
' It is based on political elites who are actively engaged in maximising their political power or on rent-seeking
bureaucrats.
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3. RENT-SEEKING VARIABLE AND ASSUMPTIONS

For our estimation, we use a variable for rent-seeking the way Katz and Rosenberg
considered. According to Katz and Rosenberg (1989), government transfers generate waste
and lower actual national income'’, whilst not necessarily changing the accounting of national
income'®. Thus, they offered a method for measuring the waste due to rent-seeking which
results from the government’s budget. Their measure of rent-seeking was related to changes
in government spending rather than only changes in government transfers alone. Katz and
Rosenberg (1989:138) claimed that “to the extent government spending uses up some real
resources, any rent-seeking in that category is unlikely to be equal to 100 percent of spending.
Yet that is what we are forced to assume by the data available” Therefore, Katz and
Rosenberg stressed that they may have overestimated rent-seeking when the changes in
government spending are considered. In order to capture the total change in the proportional

allocation of government spending for different purposes, they use a measure, R‘f , which is
the measure of total budget related rent-seeking and equals the sum of marginal changes in
property rights. To do that, Katz and Rosenberg divided the budget into nine categories
including; Health, Defense, Education, Social Security and Welfare, Housing, Other
Community and Services, Economic Services, Other Purposes. In addition, they took the
changes in each of the nine categories between period (t-1) and (t) as a proxy for rent-
seeking. With this study they intended to fill a gap in the literature by examining the
macroeconomic effects of rent-seeking, since many studies have dealt mostly with rent-
seeking effects of microeconomic government intervention such as government’s
microeconomic policy or regulation.

Katz and Rosenberg’s estimates of rent-seeking induced by the government budget were
based on two assumptions. First, it is assumed that every inter-period change in government
budget shares arose from rent-seeking activities by special interest groups. This assumption
stems from the idea that interest groups lobby government officials. Since government
officials would like to stay in the office, they increase their budget to transfer more to interest
groups in order to satisfy their demands. Rent-seeking battles take place at the margin in order
to alter the structure of property rights over the budget and governments are lobbied in return
of benefits. Hence, any change in the proportional composition of total government spending
was assumed to be indicative of a waste of resources resulting from rent-seeking. In other
words it is assumed that these changes occur from transfers for special interest groups to
maximum their benefits. This assumption views government spending as self-serving by the
government rather than as an altruistic response to the needs of the public.

Katz and Rosenberg’s second assumption was that the aggregate net benefit from this
special rent-seeking is zero; that is resources are expended until the marginal benefit from
budgetary allocations is equal to marginal cost. Thus, the activities of special interest groups
in pursuit of rents are a pure waste of national resources.

1 . . . . .

"It is considered that scarce resources are wasted, since they are used by economic acents to obtain monopoly
power and not used in productivity increasing activities.

8 Indeed, even the composition of accounting national income might remain unchanged.
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4. METHODOLOGY: COINTEGRATION TEST
AND ERROR CORRECTION

The concept of cointegration was first used by Granger in 1981. Cointegration is the
statistical implication of the existence of a long-run relationship between economic variables
(Thomas, 1993). The main idea behind cointegration is that if, in the long-run, two or more
series move closely together, even though the series themselves are trended, the difference
between them is constant. It is possible to regard these series as defining a long-run
equilibrium relationship, for the difference between them is stationary (Hall and Henry,
1989).

Charemza and Deadman (1997: 144) defined cointegration as:

Time series  and V¢ are said to be cointegrated of order d, b where d > b > 0 written
as;

Yo Vi ~CI(d,b), (1)
If:

1. both series are integrated ' of order d,

2. There exists a linear combination of these variables, say X 1 &y ., which is
integrated of order d-b

According to this definition, [#1°%2] is called a cointegrating vector. Cointegrating

coefficients, which constitute the cointegrating vector, can be identified with parameters in
the long-run relationship between the variables. In the case of cointegration, if these variables
are cointegrated, they cannot move too far away from each other. In contrast, a lack of
cointegration suggests that such variables have no long-run relationship (Dickey et al., 1991,
Eagle and Boo, 1987).

The order of integration of the variables is one very important topic related to
cointegration. In the literature, much of the theory of cointegration has been developed for the
cases where all series are integrated of order one, that is I(1). It must be stressed that if
variables in a long run relationship are of different orders of integration and the order of
integration of a dependent variable is lower than the highest order of integration of the
explanatory variables, there must be at least two explanatory variables integrated of this
highest order if the necessary conditions for stationary of the error term are to be met.

There are three notions behind cointegration to be mentioned here: spurious correlation,
stationary > time series and error correction modeling (ECM). According to Granger and
Newbold (1974), spurious regressions are typically characterized by a very low Durbin-

' Integration is the representation of a process as a sum of past shocks. A process is said to be integrated of order d
((I(d)) if after differencing d times the resulting process is stationary (denoted 1(0)).

2 Stationarity of a series implies that graphs of a realisation of a time series over two equal-length time intervals
should exhibit similar statistical characteristics. Stationary series have a tendency to return to their original
value after a random shock; the mean and the variance of such a series do not change with the passage of time.
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Watson statistic.”' If there is a high degree of correlation between two variables, it does not
automatically imply the existence of a casual relationship between the variables concerned

(Holden and Thomson, 1992). For example, a high R ? may only indicate correlated trends
and a not true economic relationship (Miller, 1991). To remedy this problem, the
cointegration technique and error correction modeling are recommended (Bahmani-Oskooee
and Alse, 1993).

The most common used cointegration technique is the Engle-Granger’s cointegration and
error correction modeling which involves two stages. The first stage determines the orders of
integration for each of the variables; that is, differences each series successively until
stationary series emerge, then attempts to estimate cointegrating regressions by ordinary least
squares, by using variables with the same order of integration. The second stage if there is a
cointegrating relationship between the variables, constructs the error correction representation
of the model.

Since standard regression analysis requires that data series be stationary, the first step is
to identify the order of integration of each of the variables. Therefore, the unit root test will be
applied. Although there are several tests for the presence of unit roots in time series data, the
standard testing procedure for determining the order of integration of a time series is the
Augmented Dickey-Fuller (ADF) test (Dickey and Fuller, 1979, 1981, Maddala, ).

5. TIME SERIES MODELS AND TEST RESULTS
FOR THE PERIOD OF 1960-2002

5.1. Time Series Models and Data

In order to analyze Turkey’s case in more detail, we carried out a time series analysis in
which government size and a few dummy variables are added to the equation. Our main
hypothesis is that the smaller the government size and the higher GNP per capita are (it means
that resources are directed to productive areas rather than employing more staff or interest
group activities), then the less rent-seeking there will be in the economy, since smaller
government will waste of resources less and invest resources for welfare enhancing activities.
Turkey is very interesting country from the viewpoint of institutional economy. The Turkish
state can be classified as a ‘stro