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Abstract. This paper examines the structure of foreign direct investment (FDI) flows into Turkey and the Central and
Eastern European Countries (CEECs) as well as the other new members of the European Union (EU). Our study has two
main parts. Firstly, we investigate the key economic and political factors that have an impact on foreign investment, for
example, the macroeconomic performance, the production cost and the size of domestic market. Secondly, we explore the
relationship between FDI and trade flows for Turkey, the Czech Republic, Hungary and Poland using the Granger cau-

sality methodology.
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1. Introduction

Recently FDI has been increasingly considered as an
important incentive to the industrial growth and in-
ternational competitiveness for developing countries.
Actually, several studies show that ‘FDI triggers tech-
nology spillovers, assists human capital formation,
contributes to international trade integration, helps
create a more competitive business environment and
enhances enterprise development.’!

In order to reap these benefits, attracting FDI has
become a fierce competition among developing coun-
tries in last couple of decades. To be more compet-
itive in this race, countries started to re-structure their
political and economic policies by privatizing their public
sector establishments and adopting incentive regimes
through Investment Promotion Agencies.?

Multinational companies (MNCs) consider various
political and economic factors in the process of de-
ciding where to invest. First of all, foreign investors
prefer countries that have well-functioning market
economy and demand minimum bureaucratic obsta-
cles. They compare countries on the basis of their

respective pocket list for investment, which includes
various information from political and economic sta-
bility to taxes, incentives, investment location, logis-
tic costs, personnel costs, presence of skilled labour,
costs and condition of infrastructure for transporta-
tion, telecommunication and energy.

Obviously, a country may not be good enough in all
of the above mentioned factors, it may be very good
in one but below average in others. However, it is
the combination of all factors that shapes the final
decision of foreign investors. Turkey has always at-
tracted very low inflows of FDI relative to other
comparable countries. Several reasons for this low
performance can be listed as structural barriers, heavy
bureaucratic requirements, macroeconomic instabili-
ty, corruption, political instability and so on.

Competition between Turkey and the neighboring
countries have gained particular significance, follow-
ing the entry of countries in the Central and Eastern
Europe into the market after the 1990s. FDI have
increased substantially in the 1990s and developing
countries classified as Turkey’s competitors received
substantial shares of this growth. However, Turkey
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could not sustain the favorable position it reached in
the early 1990’s and lingered in attracting FDI.

Most CEECs joined the European Union EU in May
2004 and they experienced a notable success at at-
tracting FDI since they started membership negotia-
tions with the EU in 1998. Meanwhile, the EU de-
clared at the Brussels Summit in December 2004 that
Turkey fulfilled the Copenhagen criteria so that it
would start membership talks with the EU in Octo-
ber 2005. Consequently, a comparative study of FDI
in Turkey and the new members of the EU has be-
come even more appealing. Main motivation of this
work is to carry out such analysis by evaluating the
FDI performance of Turkey and CEECs.

The remainder of the paper is structured as follows.
Section 2 summarizes Turkey’s trade liberalization
experience in the 1980s and examines the historical
and the legal framework of FDI in Turkey. This sec-
tion also presents FDI performance of Turkey between
1970 and 2003. Comparison of foreign investment
in Turkey and the CEECs is given in Section 3. Sec-
tion 4 specifies an empirical model for a causality
analysis of the relationship between FDI and trade
flows in Turkey and the former “Visegrad” countries
(i.e. Poland, Hungary and the Czech Republic). Section
5 summarizes the main results and gives some sug-
gestions for future work.

2. Trade Liberalization and FDI Performance
of Turkey

2.1. Trade Liberalization in Turkey

During the 1929-1980 era, Turkish development strat-
egies have been dominated by import-substitution with
two short periods of relaxed trade controls in 1950—
53 and 1970-73 (Utkulu and Ozdemir, 2003). A rad-
ical change in Turkey’s export policy began in 19803,

necessitated by a poor economic performance in the
1970s. Although trade liberalization attempts in Tur-
key started at the beginning of 1950s, and continued
in 1958 and 1970, these attempts were generally un-
successful as they were only short-term solutions to
balance-of-payments and foreign exchange problems
(Baysan and Blitzer, 1991). What differed in 1980 the
government’s statement that, in addition to the usual
stabilization measures, it intended to liberalize the whole
economy more generally.* There were significant
alterations in Turkey’s trade and payments regime and
the overcome of these changes are given in Table 1
below.

Table 1 shows trend of some key foreign trade indi-
cators over the period between 1970 and 2003. It is
clear from Table 1 that there was a structural change
in Turkey’s foreign trade in terms of both volume and
commodity composition of trade flows. We can draw
four fundamental conclusions from Table 1:

a) There was a significant boost in Turkey’s exports
after the 1980s indicated by 16-fold increase in 24
years between 1980 and 2003. °

b) Imports had experienced even larger increase
particularly in the 1990s resulting in a big trade def-
icit over 20 Billion $ in 2003. ©

c) As a result of substantial increases in both exports
and imports, Turkey’s openness rate, defined as (ex-
ports + imports / GDP), went up from 15,8 in 1980
to 48.7 in 2003. This increase in openness rate indi-
cates that Turkey has become more vulnerable to
external shocks after the 1980s.

d) While manufactured goods constituted only 36 per
cent of total exports in 1980 their share rose to over
93 per cent in 2003. Therefore, it appears that there
has been a considerable change in commodity com-
position of Turkey’s exports after implementation of
the 1980 program.

Table 1. Key Foreign Trade Indicators of Turkey, 1970-2003 (Billion $)

1970 1975 1980 1985 1990 1995 2000 2001 2002 2003
Exports 588 1,401 2,910 7,958 12,959 21,636 27,774 31,334 35,757  47.253
Imports 947 4,738 7,909 11,343 22,302 35707 54,502 41,399 51203  69.340
Trade

Volume 1,536 6,139 10,819 19301 35261 57,343 82277 72,733 86961  116.593
Trade Deficit 359 3,337 4,999 3385  -9342  —14,071 26,728 —10,065 15,445 —22.087
ExIm (%) 62,0 29,5 36,7 70,1 58,1 60,5 50,9 75,6 69,8 68,1
Ex/GDP ( %) 3,0 2,9 42 11,8 8,5 12,5 13,8 21,1 19,7 19,7
Im/GDP ( %) 49 9,9 11,5 16,9 14,6 20,7 27,1 27,9 28,3 28,9
Openness’ 8,0 12,9 15,8 28,8 23,1 33,3 41,0 49,0 48,0 48,7
Share of Man. ¢ | N.A. 36,0 75,3 79,0 88,2 91,2 91,5 93,1 93,4
Exports ( %)

Source: State Planning Organization of Turkey, Undersecretariat of Foreign Trade.
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Although there is a consensus on the success of the
Turkish experience in the post-1980 period, the driv-
ing forces behind it have remained a matter of de-
bate. Some studies have stressed Turkey’s liberal pro-
vision of export incentives. Others have concentrated
on the macroeconomic and import liberalisation poli-
cies that caused Turkey’s aggressive nominal exchange
rate policy to result in sustained real depreciation (see,
e.g., Anand ef al., 1990). However, Celasun and Rodrik
(1989) suggest that at most 30 % of the increase in
exports during the 1980s can be attributed to real
depreciation, and find little empirical support for any
effect of export incentives.

In sum, it seems that there have been major struc-
tural changes in Turkish economy over the liberali-
zation period after the 1980s. The structural trans-
formation in Turkey has particularly been an outcome
of steady growth of exports and even further increase
in imports that resulted in both escalating trade def-
icit and openness rate. Although the rise in trade deficit
and openness rate prepared the conditions for finan-
cial crisis in 1994 and 2001, the shift in Turkey’s ex-
ports from labour-intensive primary goods to capital-
intensive manufactured goods contributed significantly
to the competitiveness of Turkish industry. As Naru-
la and Wakelin (1998) and Alguacil et al. (2002) ar-
gue, there may be a link between FDI and composi-
tion of exports. Therefore, increasing trend of FDI
in Turkey can be considered an important factor in
explaining the shift in exports of manufactured goods
particularly after the 1990s.

2.2. Performance of FDI in Turkey

2.2.1. Historical and Legal Background of FDI
in Turkey

Beginning in the early 1950s, Turkish policy makers,
aware of the contribution of foreign capital to eco-
nomic development, have taken serious steps to en-
courage the inflow of foreign capital. However, there
was still a very skeptical approach on foreign capital
in Turkey especially in the 1960s and 1970s as a re-
sult of some historical developments dating back to
Ottoman Empire. There were many debates about the
issue in the press and in public and most of the stud-
ies during this period had a negative manner towards
foreign investment. Although the Law No. 6224 on
the Encouragement of Foreign Capital was designed
as a liberal law in 1954, it was implemented accu-
rately to promote foreign investment due the skepti-
cal approach. During this period a very small amount
of FDI entered into Turkey and its share was not
important in the Turkish economy.

However, developments in foreign investments accel-
erated along with the changes in the economic and
social structure in Turkey after the 1980s. The de-
regulation of interest rates, establishment of organ-
ized financial markets for money, foreign exchange
stocks and securities, liberalization of capital move-
ments and reforms in the banking sector are just same
of the major economic policy changes while one of
the major policy decisions was the adoption of liber-
al and flexible foreign investment practices. As a result
of the changes in the foreign investment legislation,
the investment climate was made more efficient and
suitable for potential investors.

The improvement of foreign investment environment
in Turkey was a priority item particularly in the 2000s
but it was interrupted by the political instability and
financial crisis. The new Law No. 4875 on foreign
direct investments, amending a number of other laws
related to the rights of foreign investors and some ar-
rangements downsizing the bureaucratic procedures
related with company formation, have finally been
passed by the Parliament and it came into force as
of 17 June 2003.7 Initiatives for further betterment
continued in the forms of works for the establishment
of an Investment Promotion Agency and reshaping
incentive mechanisms.

Some of the important features of the new law are
a broader definition of investors to include foreign na-
tionals, Turkish nationals resident abroad, foreign le-
gal entities and international organizations; freedom
to invest; internationally accepted FDI definition; na-
tional treatment; guarantee to transfer proceeds; key
expatriate personnel; protection against expropriation;
access to real estate and international dispute settle-
ment.

2.2.2. FDI Performance of Turkey

2.2.2.1. Trend of FDI Flows and Number of
Foreign Equity Companies

Aim of this section is to evaluate Turkey’s FDI per-
formance over the pre and post liberalization periods.
Figure 1 illustrates annual FDI inflows to Turkey
between 1970 and 2003. It is clear from the figure
that annual FDI inflow was very low in the 1970s and
the average annual inflow of FDI between 1970 and
1980 was only $50 million.® As Balasubramanyam
(1996) shows, this was far less than other compara-
ble countries, and FDI did not increase significantly
for most of the 1980s. It was only with a shift in Turkey
from a protectionist trade regime to export-oriented
economic liberalization in the mid-1980s that FDI in-
creased significantly.
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Fig 1. Trend of FDI inflows in Turkey between 1970-2003

Fig 1 also indicates that annual FDI inflows in Tur-
key reached $500 million and $1 billion in the 1990s
and 2000s, respectively. The year 2001 was an ex-
ception as Turkey’s FDI inflow reached $3.2 billion,
but more than half of this was accounted for by Tel-
ecom Italia and HSBC acquisitions.

However, if we consider the number of FDI compa-
nies in Turkey we see a different picture. It is clear

from Fig 2 that the number of foreign equity compa-
nies in Turkey has increased continuously since the
mid-1980s. Actually, while the number of new com-
panies with foreign equity was around 300 per year
between the mid-1980s and mid-1990s, this has in-
creased to almost 450 per year after 1995.

In sum, though FDI flows show FDI in Turkey to be
particularly static over the first decade of the liber-
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Fig 2. Total number of foreign capital firms in Turkey, 1980-2003
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alization period until the 1990s, when we look at the
number of companies with foreign capital we realise
that the total number of foreign equity companies has
noticeably increased after the mid-1980s reaching from
only 400 in 1985 to 5,300 and 6.500 in 2000 and 2003,
respectively.

2.2.2.2. Breakdown of FDI by sector and country

Table 2 shows the breakdown of FDI in Turkey by sectors
and sub-sectors over the period between 1980 and 2003.
It is clear from Table 3 that manufacturing and serv-
ices dominate FDI in Turkey and there has not been
much change in their share of total FDI over time. Table
3 shows the contribution of foreign capital in the total
capital of the foreign equity ventures for some select-
ed sectors giving us an exact indicator of the role of
joint ventures in FDI in Turkey.

Table 3 also indicates that among the 6,511 foreign
equity ventures, foreign capital accounted for about
60 % of the total. In other terms, FDI appears to
leverage an additional 40 % of domestic investment.
This shows the degree of joint ventures between foreign
owned and Turkish firms and the spillover effect of
FDI to Turkey’s economy. Tatoglu and Glaister (2000)
argue that up to half of all foreign equity ventures in
Turkey have been joint ventures.

Loewendahl and Ertugal Loewendahl (2001) monitor
FDI projects in Turkey in the first half of 2000 using
media searches and report that the most important
sector for projects is the information technology and
telecommunications (IT&T) sector, which attracted
about one-third of the projects they monitored. They
argue that their findings reflect the rapid growth of
new economy activities in Turkey, in particular mo-
bile telecommunications, e-business, Internet, and
banking.’ The next most important sectors in their study
were automotive and electronics.

As for the distribution of FDI according to home
countries, we can see from Table 4 that European
countries dominate FDI in Turkey. France, Nether-
lands and Germany appear to be the three major in-
vestor countries in Turkey in terms of approved in-
vestment.!? Total approved FDI by France and
Netherlands together amounted to almost $11 billion
between 1980 and 2002 accounting for about % 40
of total approved capital.

In sum, considering FDI capital flows alone it can be
argued that Turkey has under performed and was not
successful in attracting FDI over time. Several eco-
nomic, legal and political factors have played a ma-
jor role in this poor FDI performance in Turkey.

Table 2. Sectoral Breakdown of Authorized FDI in Turkey, 1980-2003, Million $

MANUFACTURING % | AGRICULTURE % | MINING | % | SERVICES %
1980 88,76 92 R 0 R 0 8,24 8
1981 246,54 73 0,86 0 0,98 0 89,13 26
1982 98,54 59 1,06 1 1,97 1 65,43 39
1983 88,93 87 0,03 0 0,02 0 13,76 13
1984 185,92 69 5,93 2 0,25 0 79,26 29
1985 142,89 61 6,37 3 4,26 2 80,97 35
1986 193,47 53 16,86 5 0,86 0 152,81 4
1987 293,91 45 13,00 2 1,25 0 347,08 53
1988 490,68 60 2735 3 5,62 1 296,87 36
1989 950,13 63 9,36 1 11,69 1 540,59 36
1990 1.214,06 65 65,56 4 47,19 3 534,49 29
1991 1.095,48 56 22,41 1 39,82 2 809,55 41
1992 1.274,28 70 33,59 2 18,96 1 493,13 27
1993 1.568,59 76 21,05 1 11,37 1 462,38 22
1994 1.107,29 75 28,27 2 6,20 0 335,85 23
1995 1.996,48 68 31,74 1 60,62 2 849,48 29
1996 640,59 17 64,10 2 8,54 0 3.122,74 81
1997 871,81 52 12,22 1 26,70 2 767,48 46
1998 1.017,29 62 5,75 0 13,73 1 609,67 37
1999 1.12322 66 16,19 1 6,76 0 553,40 33
2000 1.105,49 32 59,74 2 5,01 0 2.307,18 66
2001 1.244,59 46 134,38 5 29,11 1 1.317,20 48
2002 892,01 40 32,82 1 17,29 1 1.300,81 58
2003 710,65 59 7,73 1 124,18 10 365,43 30
Total 18.641,60 53 616,37 1,80 | 442,38 1,30 15.502,93 44

Source: Treasury of Turkey.
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Table 3. Sectoral distribution of foreign capital companies in Turkey”

Number of Firms

o . oo
% in total foreign capital % of foreign capital in total

Sector capital
Total Agriculture 151 3,63 94,65
Total Mining 101 0.49 80,08
Tot.al Manufacturing, 1.667 41,52 58,82
of which
Food Manufacturing 168 6,09 67,17
Beverage 5 0.19 93,38
Tobacco 14 1,85 92,63
Textiles 67 0,21 40,11
Garments 224 1,63 50,08
Plastics 82 0,88 70,51
Iron and steel 20 1,42 18,29
Electrical machinery 95 2,42 82,00
Electronics 120 1,82 56,94
Automotive 37 5,13 62,82
Automotive side industries 130 4,01 59,33
Total Energy 51 4,79 93,56
Total Services, 4.541 49,57 58,82
of which
Trade 2.470 6,51 75,51
Hotels 360 4,02 82,21
Construction 200 0,60 61,46
Social Services 269 4,98 79,79
Communication 45 9,35 46,64
Investment Finance 70 5,31 41,72
Banking and other Financial Services 37 10,56 54,11
TOTAL 6.511 100,00 60,81

Source: Treasury of Turkey. * As of June 2003.

Table 4. Breakdown of Authorised FDI According to Home Countries in Turkey, million $

1980-

1991-

Country 1990 1995 1996 1997 1998 1999 2000 2001 2002 TOTAL
F 1.045,6 15574 23703 103,9 135,5 146,7 33,7 137,7 134,0 5.665,0
rance
Netherlands 3224 1485,9 338,6 206,3 352,0 234,5 1.381,3 635,4 379,2 5.336,0
Germany 696,4 1159,8 226,4 281,5 329,8 407,3 636,8 3193 271,9 4.329.4
UsS 770,5 1296,4 179,4 174,4 297,2 2925 291,3 316,0 310,7 3.928,7
UK 8774 519,4 164,8 122,2 44,43 88,4 98,1 506,5 247,6 2.669,1
Switzerland 799,6 830,7 156,8 50,2 101,5 50,8 35,2 86,1 149,3 2.260,6
Italy 214,0 982,1 43,2 124,5 128,6 95,2 17,8 33,6 243,5 1.882,8
Japan 363,3 738,0 21,1 126,6 17,5 13,8 150,7 258,6 128,7 1.818,6
Others 582,1 265,1 74,8 297,6 40,4 198,1 62,1 71,3 82,7 1.674,6

Source: Treasury of Turkey.

According to Turkish Foreign Investors Association
(FIS), the key elements behind Turkey’s ability to attract
FDI are: the longstanding political instability which also
resulted in the price instability, the heavy bureaucratic
obstacles to company establishment, the difficulties
in obtaining short-term working permits, the high level
of taxes, the complexity of custom transaction, tax
and subsidy system, the problems related to intellec-
tual property rights and finally, the lack of agencies
for investment promotion!!.
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Once we take into account the number of foreign eq-
uity companies, joint ventures, and new forms of in-
vestment, it becomes clear that foreign companies are
making an important and growing contribution to the
competitiveness of the Turkish economy. According to
OECD (1999), foreign affiliates account for about 20 %
of total research and development (R&D) expenditure
in Turkey and for over 70 % of patent applications to
the European Patent Office which is higher than any
other country in the OECD except Iceland.
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3. Comparison of Turkey with 10 new
members of the EU

3.1. General Remarks

Following decision of the EU at the Brussels Sum-
mit in December 2004 on starting accession negotia-
tions with Turkey at the beginning of October 2005,
a comparative analysis of FDI attractiveness of Tur-
key and the CEECs'? together with the other 5 new
members of the EU has become even more appeal-
ing.!? As Bevan and Estrin (2004) suggest announce-
ments on EU proposals have an important impact on
FDI for the potential member countries.!* Consider-
ing that fact, the aim of this section is to compare
the FDI attractiveness of Turkey with that of the 10
new members of EU as well as the two potential
members namely, Bulgaria and Romania. We shall
analyze Turkey and the other countries in terms of
inward and outward FDI flows as well as FDI stock
in the following sections.

Although there is a vast literature on the structure and
the determinants of FDI in the CEECs (see for ex-
ample, Carstensen and Toubal (2004); Bevan and Es-
trin (2004); Buch et al. (2003); Alessandrini (2000);
Altomonte (2000); and Resmini (2000 and 2002), the
number of comparative studies covering Turkey and
the 10 new EU members is very limited.!> Altomonte
and Guagliano (2003), for example, construct a panel
of more than 3500 European multinationals that have
invested in Central and Eastern Europe and the Med-
iterranean countries including Turkey over the 1990-

1997 period. They find that Central and Eastern Eu-
rope displays a greater potential in the attraction of FDI
flows when compared to the Mediterranean region.

3.2. Comparison of inward and outward FDI
flows and FDI stock in Turkey and the others

Trends of FDI inflows, FDI stock and FDI outflows
in Turkey and the other countries are given in Tables
5, 6 and 7, respectively. Considering FDI inflows first,
we can see from Table 5 that the main three com-
petitors of Turkey are the Czech Republic, Hungary
and Poland and that the gap between Turkey and its
competitors has grown particularly after the start of
the three competitor countries’ accession talks with
EU in 1998.'® Carstensen and Toubal (2004) argue
that Hungary and the Czech Republic followed a policy
of fast privatization and exhibited a sound political and
legal system, therefore, their FDI performance was
exceptionally well.

It appears that the South Eastern European countries,
such as Bulgaria and Romania, lag far behind the
Central European countries, for instance the Czech
Republic, Hungary and Poland, in attracting foreign
capital. Carstensen and Toubal (2004) argue that this
difference cannot be entirely explained by traditional
FDI determinants because transition-specific factors
play a key role in the investment decision of multi-
national company as they mirror the actual condition
of the transition process, the overall policy stance, or
even future prospects.

Table 5. Comparison of Turkey with Romania, Bulgaria and the 10 new members of the EU in terms
of FDI inflows between 1992 and 2003, million $

1992-1997" 1998 1999 2000 2001 2002 2003
Cyprus 150 264 685 804 652 614 830
Czech R. 1304 3700 6310 4984 5639 8483 2583
Estonia 180 581 305 387 542 284 891
Hungary 2924 3828 3312 2764 3936 2845 2470
Latvia 229 357 347 411 163 384 360
Lithuania 108 926 486 379 446 732 179
Malta 126 267 822 622 281 —428? 380
Poland 2889 6365 7270 9341 5713 4131 4225
Slovakia 235 707 428 1925 1584 4123 571
Slovenia 166 218 106 137 369 1606 181
Romania 402 2031 1041 1037 1157 1144 1566
Bulgaria 149 537 819 1002 813 905 1419
Turkey 750 940 783 982 3,266 1,038 575

Source: UNCTAD World Investment Report 2004. ! Annual average. 2FDI flows are a source, not a use, of corporate finance, which makes
them different from fixed investment flows conceptually. FDI flows are the sum of equity, reinvested earnings and loans remitted from the
parent firm and related firms abroad to an affiliate in which it controls an ownership share above a certain threshold. Therefore, an increase

(decrease) in FDI stock indicates positive (negative) net FDI flows.
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It can be also concluded from Table 5 that rapid in-
crease of FDI inflows has slowed down noticeably
in the Czech Republic, Lithuania, Slovakia, Slovenia
and Turkey in 2003. However, Turkish Foreign Inves-
tors Association (FIS) expects FDI inflows in Tur-
key to reach $2,5 billion at the end of 2004. Their
prediction for FDI inflows excluding privatization in
2005 is $4 billion.

Development of FDI stock in Turkey and the others
over the period between 1980 and 2003 is given in
Table 6. It appears that the Czech Republic, Hunga-
ry, Poland and Turkey are rival countries not only in
terms of FDI inflows but also FDI stock. Consistent
with the increase in FDI inflows, most countries (e.g.
Romania, the Czech Republic, Hungary and particu-
larly Poland) have recently experienced substantial
increases in their FDI stock after the year 2000.

When we examine FDI outflows, we can see from
Table 7 that the overall extent of FDI outflows from
the countries we consider has been under $1 billion
by far with the only exception of Hungary in 2003.
The low level of FDI outflow may simply be a result
of the deficient national capital formation in the CEECs
that recently started to implement liberal economic
policies only after the 1990s. Relatively higher level
of FDI outflows from Turkey and Cyprus is consist-
ent with that explanation.

3.3. Comparison of Macroeconomic
Performance in Turkey and the Others

In order to shed some light on the sources of differ-
ences in FDI performance presented in section 3, this
section aims to examine the factors that influence the

Table 6. Comparison of Turkey with Romania, Bulgaria and the 10 new members of the EU in terms of FDI stock” between
1980 and 2003, million $

1980 1985 1990 1995 2000 2002 2003
Cyprus 173 502 859 1.293 3.591 4.856 5.686
Czech R. N.A. N.A. 1.363 7.350 21.644 38.450 41.033
Estonia N.A. N.A. N.A. 688 2.645 4.226 6.511
Hungary N.A. 49 569 11.304 22.870 35.890 42915
Latvia N.A. N.A. N.A. 615 2.084 2.751 3.320
Lithuania N.A. N.A. N.A. 352 2.334 3.981 4.960
Malta 156 286 465 562 2.374 2.110 2.490
Poland N.A. N.A. 109 7.843 35.227 47.900 52.125
Slovakia N.A. N.A. 81 810 3.738 7.800 10.248
Slovenia N.A. N.A. 594 1.763 2.894 4.109 4.290
Romania N.A. N.A. N.A. 821 6.480 8.873 12.693
Bulgaria N.A. N.A. 112 445 2.257 3.662 5.082
Turkey 8. 845 9.253 11.194 14.977 19.209 17.621 18.196

Source: UNCTAD World Investment Report 2004. * FDI stock = FDI equity + FDI reinvested earnings + FDI loans = fixed assets + non-

fixed assets — (non-FDI equity + non-FDI loans).

Table 7. Comparison of Turkey with Romania, Bulgaria and the 10 new members of the EU in terms
of FDI outflows between 1992 and 2003, million $

1992-1997" 1998 1999 2000 2001 2002 2003
Cyprus 24 69 146 202 218 299 345
Czech R. 74 125 90 43 165 206 232
Estonia 32 6 83 63 200 132 148
Hungary 96 319 250 620 368 275 1.581
Latvia -21 54 17 10 12 8 32
Lithuania 9 4 9 4 7 18 37
Malta 6 15 45 26 24 —4 24
Poland 33 316 31 17 -90 230 386
Slovakia 39 147 -371 21 35 5 22
Slovenia 2 -5 48 66 144 93 304
Romania N.A. -9 16 -11 -17 16 56
Bulgaria -9 N.A. 17 3 10 28 22
Turkey 100 367 645 870 497 175 499

Source: UNCTAD World Investment Report 2004. ! Annual average.
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macroeconomic performance (GDP growth, GDP per
capita and price stability), the labour cost (wages) and
the size of home market (total population) of the
countries we consider. We also present an overall
evaluation of the FDI attractiveness of Turkey and
the other countries.

To study macroeconomic performance, we first focus
on the current GDP!7, the GDP growth and the GDP
per capita. In terms of the current GDP, Poland and
Turkey appear to be the countries with the highest cur-
rent GDP over $200 billion (See Table 8)!'%. They are
followed by the Czech Republic, Hungary and Roma-
nia which have a current GDP under $100 billion.

However, when we consider not the size but the
growth of income, we see a different picture. Table 8
also shows that Latvia and Estonia have the highest
average annual GDP growth over the 5 years between
1999 and 2003. Turkey also appears to be one of the
fastest growing economies but, due to the earthquake
in1999 and the financial crisis of 2001, the trend of
GDP growth in Turkey has been rather unstable.

Concerning the GDP per capita, it is clear from Ta-
ble 8 that although Turkey and Poland have the big-
gest income, GDP per capita in these countries is rather
lower than the others because of their relatively large
population (see Table 9). Cyprus and Slovenia are the
countries with the highest income per capita while
Romania and Bulgaria are the ones with lowest in-
come.

When we consider the price stability, which is also
used as a proxy for political stability, we can see from
Table 9 that almost all countries, excluding Romania

and Turkey!®, managed to keep their inflation rates
under 10 per cent over time. Although this level of
inflation is still relatively higher than the overall av-
erage of the EU, which is about 2.5 per cent, all
countries in Table 9 appear to be successful at re-
ducing their inflation rates in recent years.

Another important aspect of comparing the countries
in our sample is the cost of production which may
be an important factor in FDI decisions of foreign firms.
Table 9 shows that Cyprus and Slovenia are the coun-
tries with the highest monthly wages above a thou-
sand . Assessment of relation between the FDI in-
flows and the labour cost raises crucial issues in studies
of determinants of FDI and theoretically a negative
relation is expected between the two factors?’. How-
ever, a comparison of the FDI inflows (see Table 5)
and the labour cost (see Table 9) indicates that al-
though some countries have a relatively low produc-
tion cost (e.g. Romania and Bulgaria), they may still
remain behind the others in attracting FDI inflows.

Total population is a frequently employed proxy for
market size. Meyer (1998), Barell and Holland (2000);
Holland and Pain (1998) find FDI to be significantly
and positively influenced by the size of domestic market.
However, Carstensen and Toubal (2004) argue that
the effect of market size on FDI inflows in CEECs
must be treated carefully because FDI inflows coin-
cided with a period of recession up to 1995, which
has been associated with the transition to a market
economy (Kornai 1994, 1995; Lavigne, 1999; Roland,
2000). Therefore, a perverse but spurious relationship
between FDI and market size would result from us-
ing the actual output of the host country. Consistent

Table 8. Comparison of Turkey with Romania, Bulgaria and the 10 new members of the EU in terms
of macroeconomic performance

2003 Current GDP GDP Growth Current GDP per capita
Billion US $§ Annual % Thousand US $

1999 | 2000 | 2001 | 2002 | 2003 | 1999 | 2000 | 2001 | 2002 | 2003 | 1999 | 2000 | 2001 | 2002] 2003
Cyprus 92 88 91 101 113] 5 5 4 2 4 | 12220 12,460 12,320 N.A NA
CzechR. | 549 514 571 695 854| 0 3 3 2 3 5120 5250 5260 5,490 6,740
Estonia 51 51 56 65 83| -1 7 6 6 5 3,540 3,790 3,930 4,190 4,960
Hungary | 48,0 46,6 518 649 88| 4 5 4 4 3 4480 4,660 4,780 5240 6,330
Latvia 66 71 76 84 96 3 7 8 6 7 2,570 2,940 3,260 3,490 4,070
Lithuania | 10,8 11,3 12,0 140 182 ] -2 4 6 7 7 2910 3,170 3,400 3,730 4,490
Malta 36 35 36 38 NA| 4 6 -1 2 NAJ| 9270 9300 9280 9260 N.A
Poland 1644 1665 1857 1913 2095| 5 4 4 1 4 4320 4,440 4570 4,670 5270
Slovakia | 203 202 208 241 31,8 1 2 4 4 4 3,900 3,860 3,830 4,050 4,920
Slovenia | 200 189 195 219 262 | 5 5 3 3 2 | 10,010 10260 10,110 10,200 11,830
Romania | 35,5 37,0 40,1 457 603 -1 1 5 4 8 1,580 1,680 1,720 1,920 2,310
Bulgaria | 129 126 135 155 198 | 2 5 4 5 4 1,450 1,590 1,680 1,790 2,130
Turkey 183.8 1992 1452 1838 2379| -5 7 -7 8 6 2,800 2980 2420 2,510 2,790

Source; World Bank (2004) World Development Indicators.
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Table 9. Comparison of Turkey with Romania, Bulgaria and the 10 new members of the EU in terms
of inflation, wages and population

Inflation Monthly Wages* Total Population

Country GDP Deflator, Annual % Hundred € Million

1999 | 2000 | 2001 | 2002 | 2003 | 1998 | 1999 2000 | 2001 | 2002 | 1999 | 2000 | 2001 [2002] 2003
Cyprus 2 4 3 3 4 |1376.5 1410.8 15229 1573.6 1676.5| 0,75 0,75 0,76 0,76 0,77
Czech R. 3 1 6 3 3 | 4697 4912 5500 6141 7241 | 102 102 102 102 102
Estonia 4 7 5 4 3 | 3574 3759 4187 4655 5174 13 1,3 13 13 13
Hungary 8 10 9 9 8 | 481.1 5109 5591 6214 NA | 100 100 10,1 10,1 10,1
Latvia 5 5 3 2 -1 | 2684 2957 3419 3505 3596 | 23 2,3 23 23 23
Lithuania | -1 1 -0 -0 1 | 3006 3367 3945 NA NA | 35 35 34 34 34
Malta 3 1 6 1 NA| NA NA NA NA NAJ| 038 039 039 039 039
Poland 6 7 1 2 1 | 5529 5853 657.0 766.1 7580 | 386 386 386 382 381
Slovakia 6 8 4 4 3 | 3985 378.1 4267 4490 NA | 53 53 53 53 53
Slovenia 7 11 9 8 1 | 1198.4 1257.6 1194.1 12402 NA | 19 1,9 19 1,9 19
Romania | 48 46 38 24 23 | 1952 1804 221.4 2438 2512 | 224 224 224 223 222
Bulgaria 4 7 7 4 2 | NA  NA 1923 2020 2072 | 82 8,1 79 78 18
Turkey 56 50 55 44 21 | NA NA NA NA NA | 662 674 685 696 707

Source; World Bank (2004), World Development Indicators for inflation and total population. Eurostat for monthly wages.

* NACE Rev.1, Total industry, excluding construction.

with the findings of most studies on determinants of
FDI, it is clear from Table 9 that the leading CEECs
in attracting FDI (e.g. the Czech Republic, Hungary
and Poland) are the ones with a large population.
Table 9 also indicates that Romania and Turkey have
not made use of their large population in attracting
foreign capital so far.

Empirical studies examining motivations of foreign firms
investing in Turkey find market-seeking factors to be
the dominant incentive. From surveys of 93 foreign
firms in Turkey, Erdilek (1982) and Demirbag et al.
(1995) find out that meeting domestic demand are the
key reasons for investing. In a more recent survey
of 98 foreign firms Tatoglu and Glaister (2000), ar-
gue that the most important strategic motives for FDI

in Turkey are to gain access to new markets and to
enable faster market access and that market size and
the growth rate of the economy to be key location
factors influencing foreign investment in Turkey.

Recent levels of production cost are examined fur-
ther in Table 10 by comparing the minimum wages
in 2003 and 2004 as well as the minimum wages
according to Purchasing Power Parity?! (P.P.P) in 2003.
Similar to the monthly wages in Table 9, it appears
that the levels of minimum wages and wages according
to Purchasing Power Parity in Romania and Bulgar-
ia are lower than the other and that the Czech Re-
public, Hungary and Poland have a rather equivalent
minimum wage structure of around € 200.

Table 10. Comparison of Turkey with Romania, Bulgaria and the 10 new members
of the EU in terms of minimum wages

2003 Minimum Wages

2003 Minimum wages

2004 Minimum Wages

€ € (P.P.P)* €
Cyprus N.A. N.A. N.A.
Czech R. 197 405 212
Estonia 138 265 159
Hungary 191 363 209
Latvia 107 247 122
Lithuania 125 280 145
Malta 537 809 549
Poland 180 386 180
Slovakia 134 293 152
Slovenia 444 660 466
Romania 66 170 69
Bulgaria 57 195 61
Turkey 184 375 245

Source: Eurostat. * Wages according to Purchasing Power Parity.
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Obviously not only the cost of production but also the
quality of labour is an important factor for foreign in-
vestment. Loewendahl and Ertugal Loewendahl (2001)
examined the quality of labour in 47 countries. They
conclude that Turkey’s ranking is above all countries
in their sample and that only Hungary and Ireland are
close to matching Turkey’s labour quality.

4. Causality relationships between FDI,
exports and imports for Turkey, the Czech
Republic, Hungary and Poland

4.1. Theoretical discussion on relation
between FDI and trade

In this section we focus on the causal relationship be-
tween FDI and exports, and FDI and imports, which
could run in either direction. With regard to exports,
initially, firms trade in the foreign market, and after
learning more about the economic, social, political and
ruling conditions of their trading partners they may
establish a subsidiary in the host country (Liu ef al.,
2001) or they may embark on joint ventures with lo-
cal enterprises. This implies FDI inflows, and, after
some period, MNCs may start to export (UNCTAD,
1996; Rob and Vettas, 2003). The role of MNCs in
expanding exports in 15 host countries derives from
the additional capital, new technology and better
management and marketing strategies that they can
bring with them (UNCTAD, 2002). Thus, there may
be a bi-directional causal link: exports stimulate FDI
and FDI promotes exports.

Similarly, there are two possible bi-directional links
between FDI and imports. First, if imports are evi-
dence that a market exists for a commodity, FDI might
be attracted to the host country to produce that product
locally. In other words, a rise in imports in the host
country justifies investment and production by MNCs;
thus, imports stimulate FDI inflows. Second, as soon
as MNCs establish in the host country, they import
certain types of supplies (basic components and in-
termediate goods produced by the headquarters) to
satisfy the quality standards required by the interna-
tional market; therefore, FDI inflows increase the de-
mand for imports.

4.2. Methodology

We use the Granger causality methodology to test for
the relationship between FDI inflows and exports, and
FDI inflows and imports®2. In a bivariate framework,
the variable x is said to cause the variable y in the
Granger sense if the forecast for y improves when

lagged variables for x are taken into account in the
equation, ceteris paribus (Charemza and Deadman,
1997). In other words, the standard Granger causal-
ity procedure is based on past changes in one varia-
ble explaining actual changes in another variable.
Testing causality, in the Granger sense, involves us-
ing an F-test (or Wald test). The appropriate formu-
lation of a Granger-type test of causality (which must
be applied to stationary series) is:

X =Byt B Xyt tB X+

J
6, FDI , + ...+ 8 FDI  +y, (1)
FDI =8+ FDI  +..+& FDI  +
Vi Xt ty Xty (2)
M =¢,+¢, M, +...+¢;M  +
a, Fbl , + ...+ 0o, FDI; + O, (3)
FDI =y, +, FDI , + ...+, FDI ;+
EM T HEM+T, 4)
j=12,..,N,

where X is exports, FDI is foreign direct investment
inflows, M is imports; pt, V¢, Ot, and T¢ are error terms
with zero mean. In equation (1), the null hypothesis
‘FDI does not Granger cause X  (8,=

= Gj = 0) is tested using a standard F-test (Wald test).
It is rejected if the 6_ are jointly significantly differ-
ent from zero. Similarly, in equation (2) the null hy-
pothesis ‘X does not Granger cause FDI’ (y, =...=
Y, = 0) is rejected if the y, are jointly significantly dif-
ferent from zero. The same procedure applies for
equations (3) and (4).

Considering the ARDL model developed in 1997 an
error correction model for each of the four equations
is derived:

r

Ay, = A+

i=1

By Ay, + ; BaAx, + TR, + €,(5
1

where p,_, is the lagged error correction term obtained
from the residuals in each equation (equations 1 to
4) and ¢t is the random disturbance term. From equation
(5) the null hypothesis that ‘x does not Granger cause
y” would be rejected if the lagged coefficients of the
Bxi’s are jointly significantly different from zero, us-
ing a standard F-test (Wald test).

In case of cointegration between x and y, changes in
one variable towards its long run equilibrium value may
be a result of variations in the other variable. As well,
the causality between x and y could be identified if the
error term (P, ;) is statistically significant.

193



Levent Kosekahyaoglu

Notice that the Granger test results only indicate that
the changes in x must come before the changes in y
(Murkherjee et al., 1998). A statistically significant
coefficienc on p_, (1) shows how the short run
coefficients of the endogenous variable adjust towards
the long run equilibrium in reaction to changes in the
exogenous variables.

In order to obtain consistent results derived from the
Granger causality procedure two steps are followed.
The first step is to test the order of integration of the
variables. The second step is to carry out the Granger
causality tests.

4.3. Empirical Analysis

The tests are carried out on annual data. The data
source is the UNCTAD World Investment Report

(2004) for FDI inflows and the United Nations COM-
TRADE Data for exports and imports. All variables
are in real terms and are expressed in US dollars.
Before we apply the Granger causality tests outlined
in the previous section, it is necessary to determine
the order of integration of the variables. The ADF
test is used for this purpose.

Table 11 (part A) reports the ADF (one lag) test for
the log levels of the variables and first differences
under the assumption of a constant and (part B) un-
der the assumption of a constant and deterministic time
trend. The ADF test results for unit roots confirm that
all variables are integrated of order one in levels but
integrated of order zero in first differences at the 5
per cent level of significance.??

The next step is to test for the causal relationships
between FDI inflows, exports and imports. Table 12

Table 11. Unit root tests for stationarity

THE CZECH REPUBLIC

PART A
with Constant Only,
sample period 1992-2004

PART B
with Constant and Time Trend,
sample period 1970-2004

Variables Log Level' Differences’ Log Level® Differences”
FDI —0.46 521 —0.67 5417
X ~1.26 -6.05" —0.19 -6.59"
M ~1.59 —5.37" —3.96" —5.50"
HUNGARY
PART A PART B
with Constant Only, with Constant and Time Trend,
sample period 1986-2004 sample period 1992-2004
Variables Log Level' Differences' Log Level® Differences’
FDI -0.13 ~10.82° -1.08 -10.95
X —0.94 —6.65" -2.13 -6.79"
M —0.76 —9.46" —0.63 -8.91"
POLAND
PART A PART B
with Constant Only, with Constant and Time Trend,
sample period 1980-2004 sample period 1986-2004
Variables Log Level' Differences’ Log Level® Differences’
FDI ~1.16 -5.52" —0.67 —6.78"
X -1.57 ~12.76° -3.42" -12.19"
M —0.29 —9.94" -0.73 ~10.52"
TURKEY
PART A PART B
with Constant Only, with Constant and Time Trend,
sample period 1970-2004 sample period 1980-2004
Variables Log Level' Differences' Log Level® Differences’
FDI -1,65 —4,08% -3,32 —4,00*
X -0,69 —13,33* -3,77* —14,72*
M —0,34 —4,20* 2,14 —4,35%

Notes: !The critical value for rejection of hypothesis of a unit root is -3.00. >The critical value for rejection of hypothesis of a unit root is

—3.60. The asterisk (*) denotes significance at the 5 per cent level.
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Table 12. Granger Causality Tests for FDI, Exports and Imports

Direction of

Null Hypothesis F-Statistic Probability Causality
CZECK REPUBLIC
(1992-2004)
1. FDI does not Granger Cause EX 0.91918 0.44852: FDI & X
EX does not Granger Cause FDI 0.61756 0.57032
2. FDI does not Granger Cause IM 135.662 0.32652i FDI & M
IM does not Granger Cause FDI 0.26414 0.77635
HUNGARY
(1986-2004)
1. FDI does not Granger Cause EX 0.19527 0.82518i FDI © X
EX does not Granger Cause FDI 0.96385 0.40908
2. FDI does not Granger Cause IM 0.03034 0.97019: FDI @ M
IM does not Granger Cause FDI 0.63681 0.54595
POLAND
(1980-2004)
1. FDI does not Granger Cause EX 128.114 0.00035;* X — FDI
EX does not Granger Cause FDI 145.431 0.02597
2. FDI does not Granger Cause IM 283.084 0.08532: FDI @ M
IM does not Granger Cause FDI 339.819 0.05597
TURKEY
(1970-2004) _
1. FDI does not Granger Cause EX 491.438 0.01482" FDI — X
EX does not Granger Cause FDI 117.274 0.00020
2. FDI does not Granger Cause IM 215.434 0.13482 FDI = M
198.325 0.00431

IM does not Granger Cause FDI

Note: The asterisk (*) and double asterisk (**) denote significance at the 5 and 10 per cent level, respectively.

shows the results, which point to some patterns for
the Granger causal links between FDI inflows, ex-
ports and imports in Turkey and the other three coun-
tries. We can draw the following conclusions from
Table 12.

a. Our results suggest a bi-directional Granger cau-
sality relationship between FDI and foreign trade
(FDI & X and FDI « M) in the Czech Republic and
Hungary over the period 1992-2004 and 19862004,
respectively?*. This finding is consistent with fact that
following the process of transition from socialism to
capitalism and the integration into the world econo-
my and the European Union in the early nineties, both
foreign trade and capital flows have constantly in-
creased in the Czech Republic and Hungary?®.

As EBRD 2002 discuss, FDI in transition economies
may facilitate growth, promote technical innovation,
and accelerate enterprise restructuring also provid-
ing capital account relief. In addition, Mayhew (1998)
argue prospective EU membership may be an impor-
tant determinant of FDI for the CEECs. Some other
factors such as, political stability (Jun and Singh, 1996)
and the form of privatization, capital market devel-
opment and the state of the legal framework (Bren-
ton et al. (1999) and Meyer (1998) have also been

considered as important determinants of FDI in tran-
sition economies.

b. It appears that the relationship between FDI and
foreign trade in Poland is quite different than that of
the Czech Republic and Hungary. Our results sug-
gest a unidirectional Granger causality between FDI
and exports running from exports to FDI (X — FDI)
and a bi-directional Granger causality relationship be-
tween FDI and imports (FDI « M) in Poland over
the period 1980-2004.

The most basic reason for this difference may be the
different time periods we considered in our analysis
due to data unavailability. The time episode for Po-
land (1980-2004) includes the period before transi-
tion process. However, there may be some other
factors. As Dries and Swinnen (2004) argue, Poland
is the largest of the transition countries and Poland
is unique among the countries in that it had a mixed
institutional structure, particularly in agriculture, un-
der the Communist regime.

c. There is evidence of unidirectional Granger causality
between exports and FDI in Turkey and the direction
of causality runs from FDI to exports (FDI - X) sug-
gesting that FDI inflows encourage exports.?® This result
is supported by our previous descriptive analysis in
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Section 2, where we have shown that Turkey expe-
rienced a notable increase in exports after the imple-
mentation of the 1980 liberalization program (see Tab-
le 1)?7. However, FDI flows to Turkey have been still
under $1 billion over the two decades in post liberal-
ization period and there was no evidence of any up-
ward trend in FDI until the 2000s (see Figure 1).

Turkey’s trade liberalization experience in the 1980s
had a significant impact not only on the volume but
also the commodity distribution of exports. The share
of Turkey’s exports of manufactured goods rose from
36 percent in 1980 to 93 percent in 2003 (see Ta-
ble 1) reflecting the shift in commodity distribution of
Turkey’s exports. Blomstrém and Sjéholm (1999); Bo-
rensztein et al. (1998) and Aitken and Harrison (1997)
offer empirical evidence on the importance of FDI
flows for economic growth in developing countries by
means of transferring high technology and knowledge
spillovers. Therefore, it can be argued that there may
be a relation between not only the volume but also
the commodity variety of Turkey’s exports and FDI.

The second set of results also shows unidirectional
causality relationship between imports and FDI in
Turkey. The direction of causality is from FDI to exports
(FDI - M) suggesting that FDI inflows put upward
pressure on Turkey’s imports. This is not a surpris-
ing result as FDI increases demand for intermediate
products and capital equipment grows because for-
eign companies require additional inputs for domes-
tic and export products.

In sum, it seems FDI is linked with both exports and
imports, therefore, international trade and trade bal-
ance of Turkey. The close relation between foreign
investment and trade flows reflects opportunities to
set up new development strategies for Turkey using
FDI as a channel of technology transfer either through
learning-by-exporting into industrial countries (Clerides
et al., 1997) or through imports of high tech products
and capital equipment (Feenstra et al., 1992).

5. Conclusion

The number of comparative studies on the structure
of FDI in Turkey and the CEECs is scant. This pa-
per is the first attempt to examine foreign investment
in Turkey and the CEECs within a comparative frame-
work. Our analysis on the causality between FDI and
foreign trade is also the first attempt to study the
existence of any possible link between foreign invest-
ment flows and trade in Turkey.

The observation that FDI flows to candidate CEECs
doubled in the 1997-99 period lead us to conclude that,
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following the European Union’s decision in Decem-
ber 2004 to start the negotiations with Turkey in
October 2005, Turkey’s European vocation is no longer
in doubt and that FDI flows into Turkey will also grow
exponentially in 2005 and thereafter. It is a convinc-
ing argument that the prospect of membership in the
EU will be the key to sustained stability and welfare
in Turkey as it had been in all existing and potential
members of the EU.

In descriptive part of this paper we evaluate Turkey’s
competitive position in attracting FDI relative to its
Central and Eastern European competitors in meet-
ing the enabling economic and political determinants
of FDI. We find that Turkey has not been able to
compete successfully with the CEECs for FDI, de-
spite its very strong underlying competitive position
resulting from high labour productivity. We argue that
Turkey’s competitiveness was held back particularly
by the price instability and that the low levels of pri-
vatization-related FDI was the major factor explain-
ing Turkey’s under-performance in attracting FDI
relative to the CEECs taken as group. We conclude
that these factors, together with institutional and po-
litical reasons, prevented the country to fully exploit
its formidable potential in attracting foreign investment.

Following the descriptive part, we present an empir-
ical causality analysis on the relation between FDI
and trade in Turkey and the Czech Republic, Hun-
gary and Poland using the Granger causality meth-
odology. Our findings on the link between foreign
investment and trade flows provide empirical evidence
of unidirectional Granger causality between ‘FDI and
exports’ as well as ‘FDI and imports’. The direction
of the causality is only from FDI to trade flows sug-
gesting that Turkey’s economic and political polities
towards attracting more FDI to Turkey will unques-
tionably have a significant impact on the country’s trade
balance. Therefore, our study implies that there is a
close relation and hence dependence between level
of FDI and trade and development strategies of Tur-
key. As a result, the policy implication of our work
is that the government should consider the fact that
the macroeconomic policies headed for increasing the
level of foreign investment in the country will also have
some unavoidable effects on the balance of payments,
the current account deficit and the overall international
competitiveness of Turkey.

It seems that the relationship between FDI and for-
eign trade in Poland is quite different than that of the
Czech Republic and Hungary. Our results suggest a
bi-directional Granger causality relationship between
FDI and foreign trade in the Czech Republic and
Hungary, however, we find a unidirectional Granger
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causality between FDI and exports running from
exports to FDI in Poland. Therefore, our work indi-
cates that the dynamics behind FDI and foreign trade
in the CEECs may differ crucially and that the rela-
tionship between foreign investment and trade flows
should be examined further more using country-spe-
cific models.

Two interesting extensions come to mind. First, our
study only provides a descriptive analysis of compar-
ative attractiveness of Turkey and the CEECs. How-
ever, in order to achieve a deeper understanding of
underlying factors of FDI, a country and industry
specific analysis of determinants of FDI in Turkey and
the CEECs is needed. Second, the Granger causali-
ty test we employed in this paper is very sensitive to
the number of lags used in the analysis. Therefore,
an investigation using different causality methods is
essential to have more robust picture of the relation
between FDI and trade in Turkey.
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Latest figures show that there are about 5.5 million Internet
users in Turkey and penetration rate reached 7.3 % as a result of
175 % increase in Internet usage between 2000 and 2004. (Internet
World Statistics)

According to US Department of State 2000, U.S.-origin capital
has been invested in Turkey through third-country subsidiaries
as a result of the absence of a bilateral tax treaty until 1998 with
the US. By unofficial estimates the U.S. is actually the largest
source of foreign investment in Turkey.

See E. Tatoglu and K. Glaister (1998a) and (1998b) for determi-
nants of FDI in Turkey.

CEEC consists of Bulgaria, the Czech Republic, Hungary, Po-
land, Romania, Slovak Republic and Slovenia.

Turkey has been officially considered as a candidate country
since the recommendation of the European Commission in 1999.
The fulfillment of the so-called the Copenhagen criteria gave
Turkey the chance of starting negotiations with the EU in 2005.
After starting negotiation talks with the EU in 1997, total FDI
inflows to the Czech Republic and Poland reached to € 29 bil-
lion and € 32 billion, respectively within the five years between
1998 and 2002. (See Table 5.) See Raff (2004) for a discussion of
link between preferential trade agreements and FDI.

See V. N. Balasubramanyam and N. Corless (2001) for a study of
FDI in Turkey and Eastern Europe. See B. Yilmaz (2003) and
B. Yilmaz and S. J. Ergun (2003) for an analysis of the interna-
tional competitiveness of the Turkish economy and the speciali-
zation pattern of trade in comparison with Bulgaria, the Czech
Republic, Hungary, Romania, Poland, and the EU15 as a whole.
The Czech Republic, Hungary, Poland are the largest CEECs and
also the earliest members of the Central European Free Trade
Area (CEFTA) which was established in 1992 by the former
Czechoslovakia, Hungary and Poland.

In studies of the determinants of FDI, see for example, A. Bevan
and S. Estrin (2004), GDP is used to represent the size of the
source (host) country.

According to H.Loewendahl and E. Loewendahl (2001) Tur-
key’s GNP and per capita income are underestimated as the
private sector contributes to an “unregistered” economy, which
increases GNP by up to 50 %.

In terms of price stability 2004 was a remarkable year for Tur-
key. According to Turkish Treasury the increase consumer price
index in 2004 was only 9.32 %.

A. Bevan and S. Estrin (2004) and K. Carstensen and F. Toubal
(2004) find that unit labor costs are negative and significant indi-
cating that FDI flows are greater to locations with relatively
lower unit labor costs, independent of distance or host country
size. However, low wages do not necessarily reflect low produc-
tion costs as labor productivity may be low. Therefore, the loca-
tion decision of a multinational firm depends on the relative
productivity-adjusted cost in the host country.

Purchasing power parity, PPP, is the belief that prices that are
adjusted to the exchange rate are to be the same in all countries.
The Swedish economist Gustav Cassel created the theory in
1917. The logic behind the theory is that prices are equalized
though trade. The theory has been tested by many researchers
and their results indicate a persistent departure from the Pur-
chasing Power theory. See, for example, J.H. Bergstrand. Struc-
tural Determinants of Real Exchange Rates and National Price
Levels, Some Empirical Evidence. American Economic Review.
1991: 325-334.

For an alternative causality test, known as Sims’ test, see
C.A. Sims. Money, Income, and Causality, American Economic
Review, 62, September, 1972: 540-552.

For the critical values for ADF test see W. Fuller, Introduction to
Statistical Time Series, New York: John Wiley, 1976.

Due to data unavailability, our analysis for the Czech Republic
and Hungary covers these time periods.
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2 See F. Di Mauro (1999) and C. Buch et al. (2003) for further
discussion.

2 M. Alguacil etal. (2002) find evidence of bi-directional Granger
causality between FDI and trade (both exports and imports) for
Mexico.

27 T. Aricanli and D. Rodrik (1990b) argue that Turkey’s impres-
sive export performance during the 1980s appears have not pro-
duced an increase in private investment in tradables. They also
stress the fact that exports during the 1980s have heavily relied
on existing capacity from the 1970s.
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