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or to Middle-Income Trap: The Turkish 

Economy in Search of Its Future

Ahmet Faruk Aysan, Mehmet Babacan, Nurullah Gur, 
and Hatice Karahan

1  Introduction

The growth episode of the Turkish economy in the 2000s was written 
based on two integrated fundamentals: fixing the deteriorating dynamics 
and implementing further reforms to stimulate economic activity. This 
basic formula led to attractive rates of economic growth, fueled particu-
larly by domestic private investments along with revived consumption 
and exports. Integrated with the political stability established by single- 
party governments in the post-2002 period, the improving economic 
outlook also helped Turkey enjoy record levels of foreign investment, 
adding momentum to the growth story.
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In that sense, the 2008–2009 Global Financial Crisis (GFC) serves as 
a milestone against which to test the strength of the Turkish economy. 
While having contracted in 2009, the economy weathered the storm 
quite well and exhibited conspicuous growth rates following the crisis. 
On the other hand, gearing up the economy at high speed started to 
show side effects, with a concomitant risk of overheating. In this context, 
the rising ratio of current account deficit with regard to GDP appeared as 
a leading concern that contributed to the vulnerabilities of the economy. 
At that point, policies to cool down the economy were successfully imple-
mented, which soon brought the growth rates to the required but not-so- 
desired lower levels.

What the Turkish experience in the postcrisis period implies is that for 
an ideally fast and  – more importantly  – sustainable growth rate, the 
economy needs a new generation of structural reforms that simultane-
ously heal fragilities and vitalize economic activity. In this framework, 
this edited volume scrutinizes the last 15 years of the Turkish economy, 
while also attempting to do something more that was absent in many 
earlier studies covering Turkey. Each chapter in this volume aims to pro-
vide professional assessments and assistance to the relevant parties, par-
ticularly policymakers, on the new directions to take the Turkish 
economy.

For this purpose, the book is composed of three broad sections cover-
ing the key dimensions of the Turkish economy in search of its future: (1) 
state, institutions, and political economy; (2) the financial system; and 
(3) the real economy.

2  State, Institutions, and Political Economy

The quality of institutions is crucial for a strong fiscal capacity and a sus-
tainable welfare state. Although there have been noteworthy improve-
ments in governance in Turkey since 2002, it is undeniable that Turkey 
could and should improve its quality of institutions even more to escape 
from the middle-income trap. In addition, business–government relations 
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need to be more effective. It is known that governance and institutions, 
could have sizeable effects on economic development. Social trust,  
which is observed to be weak in Turkey, is crucial to improving the qual-
ity of institutions. This is because, in all countries, a lack of trust could 
lead to heavy-handed regulations, inefficient bureaucracy, and a cumber-
some legal system. Hence, given the vital importance of the issue, this 
section analyses business–government relationships, the transformation 
of elites, the role of the military in the formation of coalitions, social 
trust, and bureaucratic performance in Turkey to show paths to improv-
ing the quality of institutions. In addition, it also examines the political 
economy of policy formation in social policy and strategic industrial 
policies.

The section starts with a chapter that focuses on the role of the state in 
the Turkish economy over the last 15 years. In this chapter (The Role of 
the State in the Turkish Economy), Gur evaluates the effect of govern-
ment policies on the Turkish economy and advances some policy propos-
als to make state mechanisms more growth- and development-friendly. 
There is no doubt that Turkey needs new investments and reforms to raise 
its income level and extract itself from the middle-income trap. To make 
this happen, the author suggests that the state should undertake a num-
ber of important tasks in various areas, from industrial policies to institu-
tional reforms.

In the next chapter (Political Economy of Transformation of Capital 
Structure in Turkey: A Historical and Comparative View), A. Babacan 
provides a historical and comparative view of the way the capital struc-
ture has evolved in Turkey. The political economy approach employed 
here offers novel and comprehensive insight into the transformation of 
Turkish capital structure. In this context, Babacan positions the two main 
business groups of industrial and businessmen’s associations in the coun-
try, namely, MUSIAD and TUSIAD, within the framework of this trans-
formation. The roles of these groups appear more clearly in this historical 
process as representatives of the two different political-economic bases in 
terms of magnitude, volume, geography, mental and cultural codes/roots, 
and, hence, differentiated visions and structural realities.

Akarca, on the other hand, examines another important political- 
economy phenomenon in Turkey  – the military coups in the nation’s  
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history. In his chapter (Single-Party Governments as a Cause and 
Coalitions as a Consequence of Coups in Turkey), Akarca asserts that 
single-party governments and coalitions in the country are a cause and a 
consequence of coups, respectively. In this connection, he documents 
that economic performance under coalition governments, especially 
those involving both right- and left-wing parties, was not as good as 
under single-party governments. Akarca investigates the 1950–2015 
period historically and empirically through descriptive statistics and 
regression analysis. The results reveal that the postcoup governments in 
Turkey were created artificially by the military, using a coup as a tool to 
fashion Turkish politics. While the causes and consequences of such 
interventions are also discussed in the chapter, it is shown that the adverse 
impacts of coups in Turkey were not only restricted to the periods of mili-
tary rule but also continued through the chain of the coalition govern-
ments that emerged. Akarca’s chapter (Single-Party Governments as a 
Cause and Coalitions as a Consequence of Coups in Turkey) is especially 
interesting in terms of seeing the historical and institutional causes of 
political economy formations in Turkey.

Aysan (Between Risks and Opportunities: Social Policies in 
Contemporary Turkey) touches upon another important and rapidly 
changing institutional and political economy issue in Turkey: social poli-
cies in contemporary Turkey. This chapter deals with recent social policies 
in the country, which typically characterize the Turkish political- economy 
story, especially in the last 15 years. In this study, Aysan analyses Turkish 
social policies in the 2000s in relation to welfare regime discussions in the 
literature. He demonstrates that Turkey has experienced significant 
improvements both in social expenditures and the quality of social provi-
sions in the relevant time period, while revealing that the family and the 
state have been the most important welfare players in Turkey. On the 
other hand, considering the challenges ahead, the author concludes that 
a new social policy strategy is needed to establish a sustainable welfare 
regime in Turkey, and to this end he provides some policy 
recommendations.

In the last chapter of the section (Turkey’s Struggle to Achieve High-
Income Status Through Adaptation to the Knowledge Economy), Aslan 
and Aslan follow a political-economy approach to analyse Turkey’s  
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developmental policies in the recent decade with a special focus on its 
higher- education institutions and national innovation system. Authors 
evaluate the performance of Turkey in different areas of the knowledge 
economy and put forth policy proposals to improve the education system 
in Turkey in order for the country to escape the middle-income trap.

3  Financial System

The 2000/2001 crisis opened up a new avenue for a structural reform 
route in Turkey, where efforts mainly focused on the banking sector as the 
major cause of the crunch. The comprehensive banking sector reform 
initiative turned out to be so successful that the effects of the GFC on the 
Turkish economy remained limited. On the other hand, new financial 
system reforms are now needed to make the financial system more stable 
and development-friendly. Hence, this section addresses the globally 
accepted need for “good finance” in the context of Turkey for potential 
improvements. Moreover, a particular emphasis is placed on banking 
given that the country’s financial sector is still dominated by banks. For 
one thing, strategies of the banks have changed quite radically in the past 
15 years, and it is very likely that they will change again in the years 
ahead. Hence, an assessment of the experience will provide valuable 
insight into how the banking sector should proceed in the coming 
decades. The same is true of subsectors like Islamic financial institutions 
in Turkey. That is why various subsectors in the Turkish financial system 
are also investigated in this section.

The section starts out with an overall outlook drawn by Ari on finan-
cial openness, financial stability, and macroeconomic performance in 
Turkey. Although economic theory argues that financial openness and 
development promote economic growth, several experiences in different 
developing countries do not provide firm support of this theoretical real-
ity. The Turkish liberalization experience is one of the best examples of 
this disparity. Turkey suffered three full-fledged financial crises in 1994, 
1998–1999, and 2000–2001, following the liberalization policies imple-
mented through the 1980s, but managed to remarkably improve eco-
nomic outcomes such as growth and inflation in the post-2001 crisis 

 On the Path to High-Income Status or to Middle-Income Trap… 



6 

period. This result is mainly due to more effective fiscal and monetary 
management, strengthened banking regulation and supervision, and 
conservative banking practices pursued over the last decade and a half. 
Ari (Financial Openness, Financial Stability, and Macroeconomic 
Performance in Turkey: A Comparative Perspective) argues that in order 
to increase the possible benefits of financial openness and development 
for economic growth, particularly in emerging countries such as Turkey, 
financial liberalization needs to be implemented in a well-designed, effec-
tive supervisory and regulatory framework and in a sequenced manner.

The next chapter (Capital Inflows and Banking in the Turkish 
Economy), written by Aydemir and Ovenc, focuses on the capital inflows 
and banking in the Turkish economy. It evaluates the developments in 
the Turkish banking industry in the context of capital and financial 
inflows, with a specific focus on cross-border banking liabilities. The 
authors first analyse how the Turkish economy, as an emerging market, 
has been affected by inflows at various points in global markets. Then 
they describe the transformation of the Turkish banking sector by paying 
special attention to the post-2001 period. In particular, they investigate 
the association between cross-border liability and banking performance. 
The analysis concludes with some policy recommendations based on the 
current outlook of the Turkish banking sector.

Dolgun and Gunduz (Turkish Banking Industry: A CAMELS Analysis) 
approach the Turkish banking system from another angle and assess it 
using the CAMELS method, with a focus on recent financial develop-
ments. Their analysis reveals that the return on assets and return on equity 
of the Turkish banking industry are at relatively acceptable levels and 
have been following an upward trend lately. An increase in profitability 
strengthens capital while a slowdown in loan growth rate limits risk- 
weighted asset growth. The Turkish banking system continues to remain 
resilient to interest-rate shocks and maintains its strength against exchange 
rate risks. The authors show that foreign resources of the banking sector 
remain stable and the liquidity buffers are sufficient to weather any shock 
that could arise as a result of global liquidity conditions. The article also 
discusses current and future opportunities and challenges facing the 
Turkish financial industry. With respect to opportunities, there is ample 
room for the development and diversification of financial markets,  
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institutions, and instruments. However, relying mostly on the banking 
sector, having an increasing loan-to-deposit ratio, facing tightening global 
liquidity conditions, and depending on foreign capital inflows are high-
lighted as important challenges for the Turkish financial sector. Readers 
interested in the financial growth strategy of Turkey in the last 15 years 
will find this chapter especially useful in terms of acquiring a thorough 
understanding of the associated dynamics.

In another piece, Yas, Aslan, and Ozdemir (Modern History of Islamic 
Finance and a Strategic Roadmap for Its Development in Turkey) analyse 
another growing segment of the financial markets in Turkey, namely, 
Islamic finance. Turkey has been providing Islamic financial services for 
more than 30 years now. On the other hand, while it is ranked second in 
terms of GDP among Muslim-majority countries, its share of total 
Islamic assets is just around 3 percent. However, Turkey has placed spe-
cial emphasis on promoting Islamic financial markets in recent years. The 
government has declared that the share of Islamic banks should reach 15 
percent of the industry by 2023. In this sense, this chapter discusses the 
challenges that the Islamic finance industry has encountered and pro-
vides a general framework for designing the initiatives needed and inte-
grating them in the financial sector policies. To this end, the modern 
history of Islamic finance of Turkey, Islamic capital markets, the Sukuk 
market, Islamic indices and funds, Takaful (Islamic insurance), and 
Islamic pension funds are all briefly discussed in the chapter.

In a similar framework, recent financial and real sector reforms have 
sought to raise savings rates in Turkey. In this context, the chapter (Saving 
Behaviour in Turkey: Where Are We? And What Can We Do About It?) 
written by Tatliyer provides a critical assessment of the measurement of 
savings in the country and raises some doubts on the presumed consensus 
that the nation’s savings rates are low. Analysing the course of saving 
behaviour in Turkey since the 1990s, the author argues that roughly half 
of the decrease in the aggregate savings rate can be attributed to the rapid 
increase in education and health expenditures, which can simply be 
regarded as investments under a broader savings definition. He further 
suggests that limiting credit expansion and improving credit composi-
tion, which can be fulfilled by developing Islamic financial instruments 
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as well as wealth and pension funds, for example, could induce households 
to save more and boost the productivity level of the whole economy.

4  Real Economy

In 2005, Turkey graduated to the status of upper-middle-income country 
and tripled its GDP per capita within a decade following the rise of the 
single-party government to power. In that regard, the ongoing target is to 
climb up the income ladder within a reasonable timespan so that the 
economy does not become stuck in the so-called middle-income trap. On 
the other hand, completing the transition to a high-income economy can 
only be achieved on a more solid basis, in which competitiveness is 
strengthened and weaknesses are fixed. In this connection, data clearly 
reveal that Turkey deals with the deficits it runs on energy and technol-
ogy, further indicating that it must adopt reforms that would reduce its 
level of dependence on foreign inputs. That is why some chapters in this 
section focus on gaining national competence in related areas. While 
inhibiting imports is a big necessity for Turkey, efforts also need to be 
directed at exports, with the aim of boosting the value and the penetra-
tion of products and services.

Empirical results in the literature indicate that technological change 
and innovation are significant drivers of economic development, but 
inclusive growth is also essential for a sustainable story. In this regard, 
Gunay and Kazazoglu (Towards Inclusive Growth and Sustainable 
Development: Science, Technology, and Innovation Strategies and Policy 
Implications) focus on the recent status of national science, technology, 
and innovation (STI) policies in Turkey and their relevant impacts. Based 
on a detailed analysis, they conclude that Turkey has made significant 
progress in building up its STI capacities since 2007, though it still 
underperforms in many key performance indicators compared to the 
OECD median and the EU average. In this context, the authors offer 
specific policy recommendations for Turkey around the second- generation 
STI reforms underlined.

In this context, Yulek (Thinking About a New Industrial Policy 
Framework for Turkey) emphasizes that Turkey can be considered a 
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medium-level industrialized economy that faces difficulties in progress-
ing to Stages II and Stage III in the industrialization process. On the 
other hand, it is well recognized that furthering the level of  industrialization 
in Turkey is likely to help boost overall economic growth rates, increase 
export earnings, and get the country out of the current middle- income 
trap. In this connection, the chapter suggests that in order to continue its 
progress in the industrialization process, Turkey’s industrial policy frame-
work, its administrative structure, and its state formation with respect to 
facilitating better strategic industrial policy need to be reviewed. For this 
purpose, key policy proposals developed by the author are outlined in the 
chapter.

In another chapter (Turkish Labour Market: Outlook, Key Challenges, 
and Policy Recommendations), Bilgin and Danis focus on the persis-
tently high unemployment rate in the country. They argue that the prob-
lem is the result of several rigidities and structural issues in the economy. 
In this context, they examine the Turkish labor market in detail in terms 
of supply and demand and develop some recommendations that would 
ensure long-lasting improvement. The authors conclude that the inability 
of the Turkish economy to generate sufficient employment makes struc-
tural reforms related to the labor market inevitable.

The following chapter (Developing National Competence in Nuclear 
Energy: The Case of Turkey) by Karahan focuses on the energy policy of 
Turkey. As is well known, Turkey has long dealt with the problem of a 
current account deficit, which largely stems from its energy dependence 
on foreign countries. The insufficiency of national energy resources poses 
challenges for Turkey not only economically but also in terms of energy 
supply security. In this regard, Karahan touches upon the recent attempts 
of the country regarding the adoption of nuclear power plants (NPPs). 
She claims that while Turkey has understandably launched its nuclear 
adventure based on international collaboration, countries relying on 
external expertise in NPPs must do their best to be intelligent customers. 
Based on this argument, she draws a basic framework for Turkey to adopt 
a national energy strategy.

Furthermore, M.  Babacan (Beyond Planning and Liberalization: 
Foreign Trade and Industrial Development in Turkey) investigates the 
Turkish foreign trade strategy that is considered to be one of the main 
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contributors to Turkey’s growth story in the last 15 years. After a brief 
open-economy experience during the 1920s, the Turkish economy could 
be regarded as state-controlled, planned, and partially closed for the 
 following half century, where trade meanwhile played a limited role. In 
this period, industry developed to a limited extent under an import- 
substitution strategy adopted in the 1960s and 1970s. In the 1980s, on 
the other hand, Turkey witnessed a period of commercial and financial 
openness, with an export-oriented industrial production and growth 
model that led to high growth rates along with increasing indebtedness as 
well as budget and current account deficits. Political and macroeconomic 
instability for the entire 1990s caused unsteady growth cycles under the 
unfinished industrialization and non-regulated liberalization processes. 
In this context, the author asserts that the AK Party period (2002–2017) 
represents a threshold for Turkish industrial, commercial, and financial 
expansion within a relatively stable environment, which then faced sev-
eral challenges. New challenges due to the changing nature of world poli-
tics, regional and internal dynamics, and global economic developments 
are now forcing Turkey to revisit its export-led growth strategy based on 
reindustrialization by producing more capital-intensive goods with a 
greater technology component. In this connection, the chapter asserts 
that Turkey’s rising global trade could support strong reindustrialization 
in strategic sectors.

The last chapter of the section focuses on the challenges of Turkish 
family businesses related to effective management strategies. This chapter 
stresses the importance of effective management for the sustainability of 
family businesses in Turkey. Family firms dominate business life and 
make a large contribution to job creation and exports in Turkey. The 
authors of the chapter (Developing National Competence in Nuclear 
Energy: The Case of Turkey), Cirpan and Alayoglu, argue that family 
dynamics tend to affect business dynamics, and vice versa. Thus, manag-
ing family relationships is an important characteristic of a family busi-
ness. When they are managed effectively, success on many fronts is 
achieved; if they are not, however, the business, not to mention the fam-
ily, may face many problems, leading to bankruptcy. Therefore, it is 
important to determine the predictors of family business sustainability 
for the benefit of both the economy and the families owning the firms. 
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Cirpan and Alayoglu explain how to resolve the problems and conflicts in 
Turkish family businesses and suggest some systems and strategies for 
effective management.

To conclude, avoiding the so-called middle-income trap and reaching 
a higher level of income require more thought and policy experimenta-
tion in a rapidly changing global environment. Hence, to this end, the 
chapters in this volume focus on different economic aspects of Turkey’s 
economy and provide an overview of their subject matters while also put-
ting forth policy recommendations. Such an approach is indeed well 
needed. Therefore, we wish to see more academic work that would go 
beyond analysing the past to offer policy advice. In this edited book, we 
have done our best to follow that approach. We hope the book will prove 
useful in that regard.
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1  Introduction

There is no successful development story without the state (Chang 2002). 
A well-functioning bureaucracy, strong public finance, smart industrial 
policies, and welfare state institutions have been seen as key state-related 
factors that promote economic growth and development (Musgrave 
1959; Amsten 1989; Wade 1990; Evans 1995; Weiss and Hobson 1995; 
Chang 2002; Rodrik 2008; Mazzucato 2013). The state should also 
secure property rights, protect patents, enforce contracts, control corrup-
tion, and ease red tape to further spur development and prosperity (North 
1990; Acemoglu and Robinson 2012). Considering the crucial role of 
the state in economic growth and development, it is important to analyse 
the effect of the state on the Turkish economy.

Before the 1980s in Turkey, except for a few years of quasi-liberal poli-
cies, the state played a significant role in the economy by implementing 
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development planning and import substitution industrialization. Because 
of military coups, the limited competence of entrepreneurs, and low 
bureaucratic capacity, state-led development strategy did not work well. 
In the 1980s, Turkey, along with most of the major developing countries, 
began to implement neo-liberal economic policies. The so-called 
Washington Consensus reduced the state’s economic interventions to a 
certain extent in the 1980s. These policies initially gave the Turkish econ-
omy some momentum, but the rapid and unplanned liberalization pro-
cess paved the way for the economic crisis of 1994. The coalition 
governments of the 1990s led to an increase in the desire for state inter-
vention in the economy, but these interventions were typically not smart, 
but corrupt and populist (Öniş 2003). Short-lived coalition govern-
ments, a high level of corruption, and the duty losses of the state-owned 
banks ruined public finances. A crisis was inevitable. The 2000/2001 cri-
sis was one of the most catastrophic economic events that Turkey has ever 
experienced. High inflation and a current account deficit, an excessive 
public sector borrowing requirement (PSBR), and a fragile banking sys-
tem were the main economic culprits of this devastating crisis (Akin et al. 
2009).

According to old Turkish proverb, one misfortune is better than a 
thousand pieces of advice. This underlines the notion that one learns bet-
ter from one’s own misfortunes than from the advice of others. Following 
this proverb, it could be said that there was at least one good side to the 
2000/2001 crisis: the intense governance reform process that followed. In 
addition to the restructuring of the banking system, public sector reforms 
ensured macroeconomic stability in Turkey. Although this was a standard 
IMF-led stabilization policy, Turkey increased its health and education 
expenditures, invested in mega infrastructure projects, and encouraged 
firms to produce and export more. Thanks to this reform process, gross 
domestic product (GDP) per capita increased from USD 3,058 in 2001 
to USD 10,382 in 2008.1

Turkey was one of the countries least affected by the global financial 
crisis (GFC).2 While many European countries such as United Kingdom, 
Greece, Italy, Spain, and Portugal have imposed austerity measures since 
2008, Turkey’s low public deficit and debt enabled it to use expansionary 
fiscal policies during the GFC. Turkey has also engaged in research and 
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development (R&D) and export incentives to boost economic growth 
and has used social welfare programmes to relieve the economic and 
social conditions of low-income individuals.

Squeezed global liquidity, economic slowdowns affecting trading part-
ners (especially European Union countries), escalating geopolitical risks 
in the Middle East, terrorist attacks, and a failed coup attempt have 
caused the Turkish economy to grow below its potential since 2012, and 
GDP per capita has been stuck at around $10,000. To overcome this 
trend and reach developed-country status, Turkey needs to do more. In 
this sense, the state must do its own part to support economic growth 
and development; from enforcing contracts to easing red tape, the state 
should improve the quality of institutions, and to reduce income inequal-
ity, the tax system—which is very reliant on indirect taxes—should be 
reformed. The state should review its industrial and technology policies, 
and instead of giving incentives to all firms and industries, the state 
should pick the winners and support promising firms and industries.

This chapter aims to analyse the role of the state in the Turkish econ-
omy over the last 15 years. After evaluating the effectiveness of the state 
in the Turkish economy, the chapter puts forth policy proposals to make 
the state mechanisms more growth- and development-friendly.

2  Public Finance and Fiscal Policies

One of the most important actions involved in the restructuring of the 
Turkish economy after the 2000/2001 crisis was establishing sound mac-
roeconomic governance; without a doubt, reforming the public finance 
system was necessary for sound macroeconomic governance. Turkey tar-
geted the maintenance of high primary surplus and to reduce Turkey’s 
public debt burden to well below the Maastricht criterion of 60 per cent. 
To achieve this, Turkey privatized some public companies and reduced 
the level of corruption and redundant expenditures in public institutions 
and the duty losses of state banks.3 These policies worked; the central 
government’s budget-deficit-to-GDP ratio fell from 11.5 per cent in 
2002 to 1.2 per cent in 2015. This is a remarkable achievement in terms 
of public finance, and public debt decreased significantly after the 
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2000/2001 crisis. As Graph 1 shows, the EU-defined debt-stock-to-GDP 
ratio was 74 per cent in 2002, and the ratio had dropped to 59.2 per cent 
by the end of 2004. Turkey has met the Maastricht criterion in terms of 
public debt since then. Although public debt rose in 2009 due to the 
expansionary fiscal policies following the GFC, the public debt ratio has 
been steadily declining since 2010; it is currently around only 32 per 
cent, which is one of the lowest among developed and developing 
countries.4

The real interest rate was more than 30 per cent in the 1990s, and the 
high interest rate represented a huge burden on the public treasury and 
the Turkish economy. Strong public finance and macroeconomic stability 
helped to reduce the real interest rate to single-digit levels after the 
2000/2001 crisis, decreasing the borrowing costs for the Turkish treasury. 
The ratio of external public-debt-interest payments to GDP ratio reduced 
from 2.8 per cent in 2002 to 1.3 per cent in 2015.

While the AK Party was trying to carry out the IMF’s reform packages 
from one side in order to attract international investors and lenders, it 
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also wanted to make room for social expenditures and infrastructure 
investments from the budget in order to improve the conditions of low- 
income citizens and fulfil its election promises.5 The government achieved 
this to a significant extent by reducing inflation and the public deficit 
while at the same time improving economic conditions.

The IMF was unhappy with the increase in public investment in the 
health system and infrastructure, concerned that it would harm the bud-
get; many people claimed that these investments would not be possible 
owing to the tight budget. For example, in an interview on a divided road 
project, Muharrem Kayhan, a member of the executive board of Turkish 
Industry and Business Association (TUSIAD), which represents the 
interests of big business in Turkey, criticized public investment on the 
paved road project as follows: “The economic programme has limits. The 
thesis that public investments will enliven the economy is an old thesis…if 
you say 10,000 workers will make 100 kilometres of road, it means that you 
are creating 10,000 minimum wage jobs that will only cover their food costs. 
The road will not pay for itself in 20 years. Moreover, you will be financing 
this at 20–25 per cent real interest rates. With what money will these roads 
be made? Where will you find the money? There is no money for this in the 
budget—the roads cannot be made.”6

However, governments have made infrastructure investments through 
financing from the public budget. To make room in the budget, for 
example, the government raised taxes on alcoholic beverages, cigarettes, 
and luxury goods (Patton 2006). Turkey has also extensively used the 
public-private-partnership (PPP) model to finance infrastructure projects 
in the country and has become one of the top PPP-implementing coun-
tries in the world (Sönmez 2014; Invest in Turkey 2015).

In the end, Turkey succeeded in making these infrastructure invest-
ments. The divided road network in Turkey has rapidly expanded over 
the past 12 years, from a total of 6,101 kilometres of divided roads in 
2003 to 24,280 kilometres in 2015.7 Improving the quality and capacity 
of the country’s roads increased the connectivity of underdeveloped and 
ignored regions to international trade routes, bringing them into the 
pathways of global trade. In an empirical paper, Cosar and Demir (2016) 
found that road infrastructure increased regional exports and imports by 
substantially reducing transportation costs. The results showed that the 
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present value of a 10-year stream of trade flows generated by a one-dollar 
investment in road infrastructure ranges between USD 0.7 and 2. Big 
infrastructure projects financed via the PPP model both increased peo-
ple’s quality of life and decreased costs for companies.

Public expenditures since 2002 have allowed many socio-economic 
factors in Turkey to improve. There has been a substantial expansion of 
the middle class in Turkey, which seems to be the backbone of develop-
ment and democracy; Azevedo and Atamanov (2014) show that the mid-
dle class increased from 21 per cent to 41 per cent between 2002 and 
2011. Since 2002, there has been a significant increase in the minimum 
wage in Turkey compared with other European countries.8 As discussed 
in what follows, public social expenditures have skyrocketed since the AK 
Party came to power. As a result of these developments, poverty rates have 
declined substantially. According to estimates by the Turkish Statistical 
Institute, the proportion of individuals whose income is below USD 4.3 
per day fell from 30.3 per cent in 2002 to 1.62 per cent in 2014. Şeker 
and Jenkins (2015) show that absolute poverty declined rapidly, espe-
cially between 2003 and 2008 but fell only slightly after the GFC.

Governments in Turkey have increased expenditures on public educa-
tion since 2002. The number of universities rose from 76 to 183 between 
2002 and 2016, many of them public universities. Thanks to an increase 
in the number of schools and classrooms, the average class size in primary 
education classrooms throughout all of Turkey’s territories has decreased; 
according to OECD figures, the number of students per classroom 
decreased from 31 in 2001 to 23 in 2014.9 The number of students who 
go abroad for post-graduate studies on government scholarships has also 
skyrocketed. Although it is good to see that quantities in education (the 
number of universities, classrooms, and scholarships) are increasing, the 
government should focus more on the quality of education. Modernizing 
the education system in vocational schools to meet the needs of the real 
workforce, promoting university–industry collaboration, and increasing 
the quality of teachers and academics should be among Turkey’s top pri-
orities in education.

After 2002, an almost universal health care system was introduced. 
Life expectancy at birth increased from 71 to 75 years between 2002 and 
2015, and satisfaction with the health care system has improved substan-
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tially. According to figures from a population life satisfaction survey 
undertaken by the Turkish Statistical Institute, the proportion of the 
population that is satisfied with health services increased from 39.5 per 
cent in 2003 to 75.9 per cent in 2011 (Atun et al. 2013).

It is certain that significant improvements have taken place in socio- 
economic conditions in Turkey compared to the past. The World Bank 
(2014: 5) underlines the improvements in the standards of living of the 
poor and gives credit to the role of the state: ‘The improvements in the 
income of the poor…reflect rising labour market earnings across the distribu-
tion, and public investment in the expansion of health, education and 
municipal infrastructure, as well as the strengthening of Turkey’s social secu-
rity arrangements. These investments were made possible by the fiscal 
 consolidation in the early 2000s which allowed spending to be reallocated 
from debt service to public services.’

In 2000, Turkey devoted around 8 per cent of its GDP to public social 
spending, excluding education and since then, there has been an increas-
ing trend in such spending. In 2016, public social spending as a share of 
GDP stood at 13.5 per cent—below the OECD average of 21 per cent.10 
Turkey is using around 75 per cent of its public social spending on health 
care and pension payments. The social assistance programmes that have 
been implemented since 2002 vary in terms of quality, coverage, and 
target group (Karagöl and Dama 2015). The government has been 
increasing its expenditures on disadvantaged population such as unem-
ployed and disabled individuals, but income support for disadvantaged 
population is still under the OECD average (Üçkardeşler 2015).

Although these developments and figures indicate that economic 
growth is relatively inclusive in Turkey, not all the socio-economic condi-
tions are at the desired level. Income inequality and unemployment are 
two of most important issues for which Turkey has not yet made much 
progress. Income inequality is one of the key topics that have been 
debated hotly since the GFC. One of the common approaches to moni-
toring the distribution of income is to calculate the Gini coefficient. After 
the 2000/2001 crisis, high economic growth and development-friendly 
government expenditures ameliorated income inequality, and the Gini 
coefficient was reduced from 0.44 in 2002 to 0.38 in 2005. However, the 
figure fluctuated around 0.4 between 2006 and 2013 and according to 
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the latest data released, in 2015, the Gini coefficient stands at 0.397. 
Income inequality is not particularly high in Turkey, compared to other 
developing countries11; however, the problem is that there has been no 
significant improvement in income inequality since 2007, and each quin-
tile’s household disposable income has increased at similar rates for the 
last couple of years. In other words, the share of each quintile of the total 
household disposable income has remained almost the same, showing 
that the Gini coefficient has followed a stable path in recent years. Rising 
unemployment following the GFC has also prevented the income distri-
bution from showing further improvement.

Another common way to evaluate the income distribution is to calcu-
late the share of total national income that each of the factors of produc-
tion receives—what is known as the functional or factor share distribution 
of income (Todaro and Smith 2011). The share of labour income has 
increased since 2002, while thanks to the falling levels of interest rates, 
inflation, and public debt, the share of interest income has fallen. 
However, due to the unequal distribution within its own factor group, 
interest income is the major source of disparity in income inequality 
(Selim et al. 2014). This underlines that policies to reduce interest rates 
are crucial to combat income inequality in Turkey.

Growth—and development-promoting government expenditures—
requires high tax revenues, and therefore collecting taxes efficiently and 
reducing the size of the informal economy play a key role in equipping 
the state with stronger tools. According to estimates by Schneider (2015), 
the share of the informal economy in Turkey’s GDP fell from 32.2 per 
cent in 2003 to 27.8 per cent in 2015. Not only should the Ministry of 
Finance use the latest technology available to audit economic transac-
tions and uncover tax evasion, the government should help informal 
economy entrepreneurs move their economic activities into the formal 
economy.12

Tax revenues as a share of GDP increased from 17.58 per cent to 21.52 
per cent between 2002 and 2016, mostly via increases in indirect tax 
channels. The share of direct taxes in GDP has been hovering around 6 
per cent, while the share of indirect taxes has risen from 11.08 per cent to 
14.40 per cent. The share of indirect taxes as a part of total tax revenues 
stands at around 67 per cent, which is high compared to low-inequality 
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countries. In countries where income distribution is more fair (especially 
Scandinavian countries), the share of indirect taxes is around 40–50 per 
cent. Direct taxes are collected on income and profits, and in this respect, 
they are counted as progressive, while indirect taxes are regressive since 
they are taken from individuals regardless of their income. Though direct 
taxes seem to be harmful for stimulating entrepreneurship and invest-
ment (Alesina and Rodrik 1994; Djankov et  al. 2010), they are more 
beneficial in terms of reducing inequality (Piketty 2014). In Turkey, the 
tax system has been heavily dependent on indirect taxes, distorting 
income distribution. The main reason the government puts so much 
emphasis on indirect taxation is because it is much easier to collect indi-
rect taxes than direct taxes. The government should make the tax compo-
sition more balanced, and to do that, it needs to make tax administration 
more efficient by increasing the number of qualified excisemen and using 
state-of-the-art technological systems.

3  Quality of Institutions

Creating a well-functioning institutional infrastructure is another crucial 
task for the state to promote economic growth and development. Securing 
property rights, enforcing contracts, controlling corruption, and reduc-
ing red tape, for example, increase productive investments and galvanize 
innovation and entrepreneurship (Baumol 1990; Djankov et  al. 2002; 
Acemoglu and Johnson 2005; Tebaldi and Elmslie 2013).

Thanks to first-generation reforms that were made in the environment 
of political stability brought about by the single-party government, 
Turkey has improved its institutional structure in some respects since 
2002. Bribery, which previously had been a feature of the police force and 
customs agencies, has been significantly reduced, and some red tape has 
been cut; for example, the average time required to start a business has 
been reduced from 39 days in 2004 to 7 days in 2017. A similar improve-
ment has been seen in taxpaying; the time it takes to prepare, file, and pay 
taxes has fallen to 216.5 hours per year in 2017 from 254 hours in 2006. 
Turkey has also made progress in some other dimensions of institutional 
quality. According to Worldwide Governance Indicators, the Turkish 
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government’s effectiveness index rose from 0.04 in 2002 to 0.23 in 2015. 
The cost of enforcing a contract, which is measured as the total cost in 
court and attorney fees as a percentage of the debt value, fell from 27.3 
per cent in 2004 to 24.9 per cent in 2017.

Although Turkey has experienced a partial improvement in the quality 
of its public institutions since 2002, there is still ample room for improve-
ment. The government should create necessary institutions and reform 
existing ones on each rung of the economic development ladder 
(Acemoglu et al. 2006). Turkey has done a good job implementing first- 
generation reforms since the 2000/2001, crisis but to escape the middle- 
income trap, second-generation reforms are needed. So far, Turkey has 
not succeeded in implementing the latter, mostly owing to the negative 
fallout from the GFC, escalating geopolitical risks in the Middle East 
region, fabricated political instabilities, terrorist attacks, and the 15 July 
failed coup attempt.

As Table  1 shows, although Turkey is performing better in many 
aspects of institutional quality than developing countries such as China, 
India, Mexico, Brazil, and Russia, it is lagging behind other major players 
in the global economy. In terms of corruption, Turkey shows a worse 
performance than other European countries but has a better record than 
almost all developing countries. According to data from the Enterprise 
Surveys conducted by the World Bank on developing and transitioning 
countries, 5.4 per cent of firms in Turkey experience at least one bribe 
payment request during six transactions dealing with utilities access, per-
mits, licences, and taxes (Graph 2). This rate is lower than that of many 
developing countries with which Turkey competes in the global 
economy.13

To promote private-sector investments in R&D and innovation, revive 
the spirit of ‘creative-destruction’-type entrepreneurship, and attract 
technology-intensive foreign direct investment, Turkey needs to lift its 
institutional quality higher and become more inclusive. The government 
should take measures to ensure that the legal system operates more  
effectively and fairly; it is crucial to ensure that the courts work properly, 
from enforcing contracts to easing the resolution of insolvency and 
obtaining external financing. More specialized courts should be estab-
lished in areas of interest to the economy. The bureaucratic system in the 
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country usually makes life difficult for individuals and firms and hampers 
the implementation of reforms. The bureaucracy in general is in favour of 
the preservation of the status quo, rather than development and reforms, 
and therefore must be reformed to increase government effectiveness and 
reduce red tape. All these institutional reforms will help Turkey to stand 
out compared to its global competitors and break out of the middle- 
income trap.

4  Smart Industrial Policies

Turkey has put in a solid performance in the real economy over the last 
decade. An important breakthrough in exports and R&D took place in 
this era; Turkish exports increased to USD 142.5 billion in 2016 from 
USD 36 billion in 2002. After the AK Party took power, Turkey improved 
its political relations with neighbouring countries, which has boosted its 
export performance (Babacan 2010). The adoption of a multidimen-
sional and proactive foreign policy also increased economic cooperation 
with the Middle East, the Balkans, the South Caucasus, Asia, and Africa 
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(Ünay 2010). These developments have not only expanded Turkey’s 
export volume; they have also reduced the country’s dependence on 
exports to EU countries. However, although there has been a noticeable 
increase in Turkey’s export performance, the amount of high-tech exports 
is low and the current account deficit is high compared to rival develop-
ing countries.

According to estimates by the Turkish Statistical Institute, R&D 
expenditures relative to GDP—a proxy of R&D intensity—increased 
from 0.53 per cent in 2002 to 1.06 per cent in 2015. Thanks to generous 
incentives offered by the state for R&D activities, the share of private 
investment in R&D increased from 33 per cent to 50 per cent; however, 
Turkey has not yet succeeded in transforming R&D investments into 
innovation to the desired extent.

Turkish manufacturing has been the locomotive of the significant 
jump in exports and R&D since 2002, expanding its product range in 
industrial production in this period. The country has made important 
progress in the domestic production of many products, such as unmanned 
air vehicles, helicopters, cars, and tanks (Tiryakioğlu 2016). Despite 
these developments, Turkey is facing a problem when in terms of becom-
ing a service economy without fully completing the industrialization pro-
cess. Rodrik (2016) calls this problem ‘premature deindustrialization’. 
Manufacturing value added relative to GDP fell to 18 per cent, with a 
two-percentage-point decrease from 2002.14 Profit opportunities in the 
construction and services sectors have caused some Turkish manufactur-
ers to divert their resources from manufacturing to these industries, and 
certain difficulties in doing business in the manufacturing industry are 
also playing a role in this shift.

All the aforementioned developments regarding the real economy 
make it clear that Turkey should boost the performance of its  
manufacturing industry to increase prosperity and reach high-income 
status. To do this, smart industrial policies are needed; instead of giving 
incentives to all firms and industries, the government should identify the 
most promising firms and industries and support them. Smart industrial 
policies use not only incentives but also disciplinary measures. Rodrik 
(2009) argues that the carrot-and-stick approach was one of the most 
important reasons that made East Asian countries more successful than 
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Latin American countries: ‘While tax incentives (Taiwan) and credit sub-
sidies (South Korea) were generous, they were conditioned on perfor-
mance, and especially on export performance. Non-abiding firms were 
penalized by withdrawal of subsidies and in other ways.’ This experience 
indicates that just providing incentives would not be effective; when giv-
ing support, the government should set targets for firms and industries 
and monitor them.

The government should consider upstream and downstream industries 
when designing industrial policies. In the past, the government has made 
serious mistakes on this issue by overlooking the interactions between 
upstream and downstream industries. For example, during the import 
substitution period in Turkey, while governments provided huge incen-
tives to the textile industry, they did not give importance to the manufac-
ture of textile machines (Yülek 2016). Owing to similar mistakes in 
strategic sectors, Turkey suffered from years of low productivity and high 
current account deficit problems. Therefore, having emerged from this 
stage, the government should approach industrial policies with a more 
comprehensive focus and prioritize industries with the strongest back-
ward and forward linkages, as Hirschman (1958) argues.

Because industrial policies have many different dimensions, ministries 
and government agencies should work in a coordinated fashion to ensure 
that policies are successful. The government should bring its infrastruc-
ture investments and institutional reforms in line with its industrial strat-
egy; coordination between institutions and harmony between the policies 
pertaining to different economic areas are key to ensuring that policies 
are implemented quickly and effectively.

At a time when protectionist rhetoric is increasing on the global stage, 
all possible measures that support and protect domestic firms should be 
taken by pushing the boundaries of international rules, such as those of 
the World Trade Organization, to increase domestic industrial produc-
tion. This does not mean reducing the global economic integration of the 
Turkish economy; Turkey should advance economic integration in a 
planned manner, as Japan and South Korea did in the past and China has 
been doing since the late 1970s. Turkey, of course, needs foreign direct 
investment (FDI), but rather than welcoming all types of investments, 
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the government should roll out the red carpet to FDI that provides tech-
nological spillovers and creates new jobs.

The state should also use smart industrial policies not only to avoid the 
middle-income trap but also to prepare itself for the new techno- economic 
paradigm. Worldwide, industry is entering a new phase; some scholars 
call this new techno-economic paradigm the fourth industrial revolution 
(Schwab 2017), while others have termed it the second machine age 
(Brynjolfsson and McAfee 2014). From the ‘Internet of things’ to cyber- 
physical systems, 3D printers, and robotics, global giants are continu-
ously integrating intelligent technologies with industrial production. Of 
course, technology has been a part of industry from the beginning, but 
considering the scale, scope, and complexity of new technologies, the 
world is entering a special paradigm (Schwab 2017). Using these tech-
nologies, developed countries have been trying to regain the competitive 
advantage they lost to developing countries in many industrial sectors 
over the last 20–30 years. This might represent a threat to countries that 
have increased their global economic strength in recent years, such as 
China, India, South Africa, Brazil, and Turkey.

If Turkey fails to take the necessary precautions and impose the right 
policies, it will lose its power even in many sectors such as textiles, food, 
domestic appliances, auto spare parts, and automotive production, where 
it has a comparative advantage. To prepare for this new paradigm, which 
has the potential to affect economic, social, and political life, the Turkish 
government should shape its institutions and policies according to the 
new paradigm. Mazzucato and Pena (2016: 15) show this need in the 
following way: ‘When a new technological revolution emerges, the socio-
economic system remains stuck within the bounds of the previous (socio) 
techno-economic paradigm, which means that market forces are incapa-
ble of directing the system towards a new one; consequently, the mod-
ernising and rejuvenating potential of the new revolution is stifled. In 
other words, there are mismatches between elements of the social-,  
techno and economic systems (for example, social expectations, R&D 
routines, tax regimes, labour regulations, etc.). In order to overcome 
these  mismatches, it is necessary to build new institutions that favour the 
diffusion of the new paradigm. In all previous technological revolutions, 
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governments have led the process of institution-building that allowed 
new techno-economic paradigms to replace the old ones.’

Integrating into the new techno-economic paradigm means being able 
to produce robots and 3D printers, write algorithms to enable communi-
cation between computers and machines, innovate new management 
practices compatible with technological developments, and so on. Relying 
heavily on foreign investment and technology transfers will not help 
Turkey to enter the new phase in industry. If the government manages to 
implement smart industrial policies, as discussed earlier, Turkey will turn 
this paradigm shift into an opportunity to accelerate its economic devel-
opment process by transforming its manufacturing industry.

5  Conclusion

Like it or not, the critical role that the government plays in economic 
performance is a fact that cannot be ignored. Free enterprise and the 
market economy are, of course, important for economic prosperity, but 
there are always some missing pieces left when trying to complete the 
puzzle of economic development. The government can make up for the 
missing pieces by sometimes regulating markets, creating the right insti-
tutions, making investments that no one else dares to do, leading indus-
tries, and incentivizing firms.

A well-functioning state is also crucial for Turkey to be prosperous and 
have a larger say in the global economy and for its citizens to raise their 
standards of living. Turkey needs new investments and reforms to avoid 
the middle-income trap. To make this happen, the state should undertake 
a number of important tasks.

To raise income levels and avoid the middle-income trap, Turkey 
should work intently on second-generation reforms. The country did a 
great job implementing first-generation reforms; following the  referendum 
on the presidential system, which defused political tensions and reduced 
political uncertainties, there is no reason for the government not to 
implement new reforms. In terms of both the legal system and the tax 
system, the government needs to make the institutional infrastructure 
more ‘inclusive’; in addition, Turkey should also put reforms into practice 
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that will make it easier for firms to do business so that they gain a com-
petitive advantage over their global peers.

Turkey needs to increase the quality of its economic growth. Economic 
growth between 2002 and 2007 was driven by physical and infrastruc-
ture investments and productivity. The growth performance after this 
period, on the other hand, has been fuelled mainly by consumption and 
government expenditure. As in the first years of the AK Party govern-
ment, to ensure stable and high economic growth figures, investment and 
productivity should be increased.

To do this, the state should attach more importance to industry, espe-
cially manufacturing, in the economic structure and use well-designed, 
selective, and coordinated industrial policies—so-called smart industrial 
policies. The state has been offering generous incentives for export and 
R&D activities for more than a decade, and it should become more selec-
tive and use a so-called carrot-and-stick approach to increase the effec-
tiveness of these incentives. Picking winners and monitoring firms and 
industries are not easy tasks; to do this, ministries and government agen-
cies should work in a coordinated way.

Increasing GDP per capita should not be the main aim of economic 
development; reducing poverty and income inequality and facilitating 
access to high-quality health and education services are as important as 
raising per-capita GDP. The steps the country has made towards inclusive 
social policies in recent years are undeniable, but the state still has much 
to do to institutionalize the welfare system. The state should also use 
micro-based social policies that target the relative losers of the structural 
transformation that has taken place in Turkey over the course of the last 
decade.

Notes

1. To look at the data, see the World Development Indicators (accessed 1 
May 2017): http://data.worldbank.org/indicator/NY.GDP.PCAP.CD? 
end=2008&start=2001.

2. Economic growth declined by 4.7 per cent in 2009. However, in the two 
following years, the Turkish economy bounced back spectacularly, with 
an average growth rate of around 9 per cent. See Tatliyer and Gur (2016).
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3. To reduce redundant public expenditures, the government reduced, for 
example, the number of ministries and sold government-owned proper-
ties for members of parliament. See Patton (2006) for further 
discussion.

4. Thanks to budget discipline and low public debt, the government used 
expansionary fiscal policies to galvanize economic activity when it was 
necessary; for example, after the GFC and the failed coup attempt.

5. The state has started using public finance more freely since the compul-
sory relationship with the IMF finished. The 19th stand-by agreement 
with the IMF ended in 2008. Turkey paid the last debt instalment of 
USD 421 million in 2013 and wiped out all debt owed to the IMF. This 
move brought an end to the 52-year debt history with the IMF.

6. Düzel (2003), quoted from Patton (2006: 523).
7. “Istanbul’s Yavuz Sultan Selim Bridge Toll Set to Be $3 Plus VAT” Daily 

Sabah, 15 August 2016. Accessed 12 April 2017. https://www.dailysa-
bah.com/business/2016/08/15/istanbuls-yavuz-sultan-selim-bridge- 
toll-set-to-be-3-plus-vat.

8. For example, the minimum wage was increased by 30 per cent in a single 
year (2016).

9. To look at the data, see the OECD https://stats.oecd.org/Index.
aspx?DataSetCode=EDU_CLASS (Accessed on 17.04.2017) and http://
www.oecd.org/edu/skills-beyond-school/educationataglance2008o-
ecdindicators.htm (Accessed on 17.04.2017).

10. To look at the data, see the OECD http://www.oecd.org/social/expendi-
ture.htm (Accessed on 18.04.2017).

11. For example, the Gini coefficient is 0.42, 0.47, 0.54, and 0.63 in China, 
Mexico, Brazil, and South Africa, respectively. See http://hdr.undp.org/
en/content/income-gini-coefficient (Accessed on 12.04. 2017).

12. “Turkey’s Shadow Economy Decreasing in Size”, Daily Sabah, 15 
January 105. Accessed 15 April 2017. 15 January 2015, https://www.
dailysabah.com/economy/2015/01/15/turkeys-shadow-economy- 
decreasing-in-size.

13. It is important to note that Turkey performs better in terms of the qual-
ity of institutions when the indicators of institutional quality are based 
on objective data, not perceptions.

14. To look at the data, see the World Development Indicators http://data.
worldbank.org/indicator/NV.IND.MANF.ZS?end=2015&start=1999 
(accessed 20 April 2017).
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1  Introduction

The political-economic transformation of Turkey, particularly in the last 
40 years, requires a deep reading in terms of the historical background, as 
well as current facets, including the policy implications bringing about 
the transformation process as reflected in todays’ capital structure. Thus, 
the historical basis of the issue should include center-periphery relations,1 
mainly evidenced as tension between the two blocs of the Turkish 
political- economic juncture. Historically, state-led capitalism in Turkey 
and its privileges given to the political-economic elite constituted the 
very basis of the capital structure in the country. A comprehensive look at 
the breakthrough period initiated by the Özal era in the early 1980s 
should focus on the main policies aimed at transforming society based 
on political and economic liberalism and its direct/indirect reflections 
in a newly emerging capital group mainly based in Anatolia, along with 
the statistical rise of some new local cities/regions/corporations, and its 
political-economic content.

A. Babacan (*) 
School of Humanities and Social Sciences, İstanbul Medipol University, 
Istanbul, Turkey

http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-319-70380-0_3&domain=pdf


40 

In this framework, the two main interest groups of industrial and busi-
ness associations, Turkish Industry and Business Association (TUSIAD) and 
Independent Industrialists’ and Businessmen’s Association (MUSIAD), 
appear more clearly in this historical process as representatives of the two 
different political- economic bases in terms of magnitude, volume, regional/
geographic distribution of the members, institutional codes/roots, and, 
hence, differentiated vision and structural realities. It has been widely 
accepted that TUSIAD stands more on the conventional status quo, largely 
relying historically on a state-led capitalism model, while MUSIAD relies on 
a civil and private sector–led model. Yet the Özal era had partially switched 
relations between economic actors and the state and changed the character-
istics and direction of this relation while creating newly emerging economic 
actors favored by the transformed political-economic sphere in Turkey.

In this regard, MUSIAD, by its development process and revealed 
vision since its foundation in 1990, represents a new economic sense 
and strategy in Turkish politics as well. Surely, this has been related to 
the liberalization of Turkey’s political-economic base since the 1980s, 
followed by the Europeanization and globalization of Turkish politics 
during the 1990s and 2000s, which resulted in MUSIAD’s sphere of 
influence becoming more institutionalized and deepened in the AK 
Party era.

On the other hand, TUSIAD, despite some dramatic and hard-fought 
internal battles on the path toward a smooth in line with the newly 
emerging structure, generally has coped with the fluctuations regarding 
problematic issues such as the content, form, momentum, and direction 
of the reaction to be given to the challenging transformation of Turkey’s 
political economy. The most prominent example of this was the group’s 
reaction to and political stance regarding the 28th of February process,2 
which led to the collapse of the Erbakan government by a postmodern 
military coup in 1997. This process and its aftermath, which paved the 
way for the 1999 and 2001 financial crises as the biggest economic events 
in modern Turkish economic history, were altogether a resistance against 
democratization, and had a substantive and significant economic base 
that provided the “rationality” of this political stance.
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2  A Historical View: Two Different 
Perspectives and Political-Economic Bases

As an expression of political positions within the political spectrum, the 
terminology used within the right-left spectrum has been meaningful to 
some extent. However, this context has been subject to major changes 
through complex political-economic developments on a global scale since 
the 1980s. Therefore, because the term center has gained more impor-
tance in determining the political-economic positions in transition coun-
tries like Turkey, terminology around the center implies a deeper 
consideration of the political, economic, and sociological aspects. Sartori 
(1976: 186–214), in a two-pole-based political analysis, stressed that the 
space between two poles regarding political stances would determine and 
shape the scope and role of the center and thereby cause one to rethink 
political relations. While associating the term center with its urban, 
upper-middle-class components, Wilson (1980: 25–49) also notes that 
the conventional understanding of the characteristic of this political- 
economic classification has also undergone qualitative transformations 
and has begun to lose its former influence with the emergence of new 
conceptualizations and rapid developments.

In this sense, to understand the term center in Turkish politics and 
Turkish political-economic history, one should go beyond right-left con-
tradictions or party politics, which requires a deeper interrogation and a 
new look that basically relies on the contradiction between political-stat-
ist center and societal center. There has been a dualistic structural compo-
sition of political culture in Turkey since the foundation of the modern 
republic, which created a bipolar political-economic pattern. We can 
regard this controversy as a differentiation and even dispute in the politi-
cal and economic spheres between statist and state-centric identity val-
ues, conventionally represented as the center; and liberal or conservative 
ideology–based identity values, again conventionally represented as the 
periphery. For some, this expresses some kind of “oligarchy-democracy 
tension” which immediately spurs a political cultural debate in our dis-
cussion. Inspired by Edward Shils’ (1982) center-periphery model, 
Mardin (1973) has proposed applying the model to political artifacts in 
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Turkey. Whether we use the classification of the two sides as statist elites 
and traditionalist liberals (Kongar 2012), also characterized as cultural 
dualism in Timur (1968), or the categorization of state bureaucracy and 
producer groups (Karpat 2009), all these attributions draw a picture of a 
bipolar structure in the Turkish political-economic mold.

The differentiation between early republican elites and emerging 
potential power groups becomes evident with respect to their attitudes 
toward the modernization of the state, law, culture, and lifestyle, as well 
as economic and social development, free markets, civil and democratic 
rights, and religious, national, and traditionalist values, which are under-
going partial and gradual changes in perspective. Mannheim (2013), in 
this regard, conceptualizes bureaucratic conservatism to argue that con-
ventional republican political elites are defenders of the Kemalist con-
struction with its all components, compressing the political-economic 
sphere and restricting the horizon of new sorts of comprehension and 
initiatives. In contrast, the newly emerging groups from rural Anatolia 
have been motivated in taking a dynamic position toward widening the 
scope of politics and economics for various societal groups. Küçükömer 
(2009), in this connection, has labeled the core contradiction as, on the 
one hand, pro-Western seculars, which denotes the continuation of the 
bureaucratic character of centrist statism and the creation of a new capi-
talist class involving state-led capitalism, and, on the other hand, Eastern 
Islamists who defend decentralization and the exclusion of the state from 
the field of societal, civil, and economic rights and activities.

While the political-economic dimension of the break is as described 
above, the interpretation of this struggle among political actors refers to a 
confrontation of two streams, namely the Committee of Union and 
Progress (İTC) to the Republican People’s Party (CHP) versus the 
Freedom and Accord Party (HİF) to the Democrat Party (DP), Motherland 
Party (ANAP), and AK Party. The transition to a multiparty system by the 
late 1940s eroded the absolute domination of the old center. The early 
republican period was shaped in accordance with the demands of the 
mostly upper-class civil-military bureaucracy and big agrarian elites and 
gentry, which shows an elitist political-economic base formed and gov-
erned by the CHP for years. The political stream began with the Progressive 
Republican Party (TCF) to the Free Republican Party (SCF) and 
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continued with the DP, ANAP, and AK Party, on the other hand, reflected 
by demands for reform in social, economic, and political concerns to be 
practiced through a more liberal and individual-based structure.

Many scholars have highlighted the tension between Republican elitist 
secularism, which is authoritarian in nature, and the broad masses, which 
are closer to traditional and religious values and have been excluded from 
the mainstream political-economic and social realm for years. Thus, the 
Republican experience since the early years of the new state has shown a 
sharp divide regarding the mode of modernization. Economic and soci-
etal relations shape politics and political relations such as state-society 
and state-economy in many ways; but it has been more significant in the 
Turkish experience than in any institutionalized Western or Eastern 
country owing to its unique characteristics and historical vulnerabilities. 
Thus, the Turkish experience, in the construction of a new mode of the 
modernization project, involved coping with challenges regarding the 
anachronistic nature of the project, which stemmed both from its mind-
set and methodology. That is to say, by changing the parameters of eco-
nomic activity and societal relations in the contemporary world, the 
political and institutional mindset was subject to a critical test, and the 
question was whether traditional Republican state practices would be 
able to handle or even change the crux of the problem. As Buğra (2002: 
191) points out, “While the state has extensively intervened in economic 
life, it has not done so, first, in a rule-based manner via formal institu-
tional arrangements, but through particularist relations between political 
authorities and individual businessmen. Second, extensive state interven-
tion in economic and social life was not successful in assuring social inte-
gration. Large segments of the population have remained excluded from 
economic benefits of modernization and no significant uniformization of 
life styles could materialize. Many of the problems today stem from this 
double failure of the Kemalist modernization process in Turkey.”

The direct and positive relation between state-led capitalism and the 
dominance of secularism in the Turkish experience would give insight 
into the rationale of demands for restructuring Turkish politics, econom-
ics, culture, and society, in line with contemporary schemes and frame-
works. In this context, when the critical stance of periphery against state-led 
modernization initiatives has been attributed to political- economic 
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concerns, there is an underlying rationale. In terms of their class origins, 
these societal groups predominantly come from small shopkeepers, mer-
chants, artisans, peasantry, and even working classes. For a long time they 
lacked the necessary physical and social capital to compete with bigger 
firms in the market and largely relied on favors from the state, such as 
cheap credit, subsidies, and public contracts.

3  Breakthrough Period: Özal Era, Policy 
Implications, and Formation of a New 
Capital Structure

After the DP carried the periphery to power with a social base composed 
of peasants, urbanite liberals, conservatives, local middle class, and mainly 
small industrialists and businessmen and disturbed the monopolistic and 
partisan role of the state in economic life, the second major breakthrough 
took place during the ANAP governments in the 1980s.

The global environment Turkey went through by the 1980s has opened 
a new age with rapid changes in the economic, political, and ideological 
spheres, spurred a reformulation of global political economy by globaliza-
tion and capital mobilization, and brought about the replacement of the 
welfare state by neoliberal and new right politics. This has brought new 
formations of governance and various sorts of sovereignty for world poli-
tics. Integrated with globalization, and its emphasis on individualism, a 
market economy, restricted/minimal state, and liberal rationalism, neo-
liberal policies have opened new vistas and a new form of politics referred 
to as the new right or liberal conservatism, composed of neoconservative 
politics. Giddens (1994: 22–45) states that such a paradigmatic change 
in neoconservatism has a sociological content rather than philosophical 
and in this regard has no reservation with being integrated with liberal 
democracy. Such a convergence of liberalism and conservatism is a sign of 
new political-economic measures for Turkish political culture in the age 
of globalization. Structural transformation in economics associated with 
politics mainly relied on a change of mindset in the Özal era. The pro-
longed political, legal, and bureaucratic modernization process since the 
time of Tanzimat began to give way to a new modernization paradigm, 

 A. Babacan



45

highlighting an economic rationalism via commercial, fiscal, and techni-
cal modernization.

The 1980s brought paradigmatic changes in cultural and mental codes 
alongside the political and economic developments. Cultural impulses, 
with changing structures, generated a new tendency toward cultural rela-
tivism in most societies. This has led to an acceptance of new conceptions 
of diversity, the recognition of local and traditional values, and the path 
to multiple perspectives opposing the unilinear conception of modern-
ization associated with the West. Cultural pluralism, in this regard, asso-
ciated with postmodernism, brings with it a structural transformation in 
political mindsets, implying a radical shift from a simplistic right-left 
division to the acknowledgment of new and complex identity issues. In 
addition, in the economic field we have witnessed new forms of produc-
tion, referred to by some as flexible production in post-Fordist condi-
tions. This allows some sectors of the production and wholesale 
supply-chain processes to take place in different countries or different 
districts within a country with relatively low costs thanks to technological 
developments and new economic rationalities. Within this new form, 
small cities and small-sized firms in these cities, including the wider met-
ropolitan areas, took on new functions and roles. As a result, Turkey has 
been one of the core actors embodying the implications of the aforemen-
tioned global framework.

The transformation of Turkish capitalism from the 1950s to the late 
1990s has been instructive in comprehending the political-economic 
stances of several governments vis-a-vis the compatibility of a developing 
country’s changing economic mindset with global developments. Öniş 
(2010: 48) classifies the developmental process of the Turkish economy 
in the last 50 years starting with a multiparty system as a gradual process 
and also a sort of cyclical pattern with a break, continuity, and overlap.

The 1950s correspond to the liberal turn in the Turkish economy involving 
an attempt to reverse the statist and protectionist policies of the inter-war 
era. The second phase, under successive five-year plans implemented during 
the 1960s and 1970s, represents a shift to national developmentalism and 
ISI (import substitutive industrialization)-based strong protectionism of 
the domestic market. This phase resulted in the institutionalization of the 
domestic market. The third phase, the 1980s and the 1990s, corresponds to 
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Turkey’s encounter with neoliberal policies and the logic of the Washington 
consensus which is based on the liberalization of key sectors of the econ-
omy. The fourth and final phase constitutes the regulatory phase of neo-
liberalism with policy-makers emphasizing strong regulatory institutions 
and paying more attention to social protection. This phase reflects Turkey’s 
encounter with the emerging post-Washington consensus.

The policy phases of this development path imply and correspond to 
qualitative changes within the nature and form of domestic capital struc-
ture in Turkish business community considering the reality that essential 
determinant of this process is the relation, even the alliance, between state 
and domestic capital primarily. As mentioned in an earlier section con-
cerning the historical basis, the Turkish domestic capital structure, which 
was substantially survived under protectionist policies, had begun its trans-
formation by the 1950s and continuing into the 1970s’ new political-
economy. The industrialization and urbanization of societal and economic 
relations were effective in the transitional process of large firms from agrar-
ian or commercial form to a domestic-capital-based industrial structure, 
followed by a shift toward export orientation in the next phase by the 
1980s and early 1990s. Depoliticization of the market occurred in this 
period, following the considerable political and economic instability of the 
1970s’ domestic and global political-economic environment. One impor-
tant consequence inherently attached to this path has been the develop-
ment of small and medium-sized enterprises (SMEs), within the last phase 
of globalization of industrial relations by the 2000s, under a setting con-
ducive to local enterprises to mobilize their economic capacity. Diffferent 
industrialization and growth waves would be defined in the sliding scale 
for Anatolia in this period starting with channeling the savings of Turkish 
immigrants in Europe to their homelands, which in turn were being 
invested in newly established SMEs. That was followed by the involvement 
of the state in the form of the State Planning Organization’s medium and 
long-term development strategies with the inclusion of SMEs as the key 
actor in this state-led development projection by the 1980s (Özcan and 
Çokgezen 2003). Yet the debate over the expansion of SMEs, mainly in 
Anatolia, is one of the most contentious within the last 30 years in the 
academic and political literature in the Turkish case and is associated with 
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arguments on modern ideological patterns and new forms, actual political 
processes such as voting behavior theories, discussions on democracy, 
Islamism and its main objections to the establishment, responses by secu-
lar elites, and new horizons within political-economic contexts.

The appeal of the new horizons mentioned previously has to do with 
moral and actual concerns regarding poverty, income distribution, social 
justice, and the improvement of the material conditions of disadvantaged 
groups. This vision, placing developmental goals on a moral basis, has 
opened up a wide scope for an alternative pattern to the entrenched center 
or establishment and enabled the birth of a cross-class alliance through an 
awareness of the common ground of being a part of the excluded. This 
sociopsychological and socioeconomic basis, with all its rationalities, has 
formed and provided a transformational vision, under the favor of global 
and domestic events, essentially implemented and realized in the Özal era 
by the 1980s.

In this context, the main determinants of the economic approach in 
the Özal era were empowerment and securing economic development of 
the middle class, deep trust in market mechanisms, a transition from 
import-substitution development to an export-oriented economic per-
spective, opening up to international competition, a shift from state-led 
capitalism to free markets, and from patron-client relationships to eco-
nomic interest-based policies of the DP and AP governments. The insti-
tutional and legal regulations of those policies were realized via fiscal, 
monetary structural adjustment decisions taken on January 24, 1980. 
Three main stages of the new policy, also indicating a shift toward a free- 
market economy, were the adjustment of fiscal and monetary regulations, 
an export-oriented development strategy, and the liberalization of com-
mercial and financial markets. Privatization, flexible exchange rates, new 
central bank credits, tax incentives, removal of quotas and restrictions on 
imports, reductions in government expenditures, promotion of supply- 
side economics and exports, and an overhaul of the bureaucracy were the 
main policy goals of the new era. The late 1970s’ great economic crisis, 
while causing all to rethink state-economy relations, in the meantime was 
causing an essential breakup of the Turkish political-economic structure. 
A comprehensive approach to a new political-economic mindset was 
being accepted and expanded, with an inclusion of social and cultural 
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aspects alongside the political and economic ones. A set of discussions 
was held concerning the role of the state in economic life and societal 
relations such as social service mechanisms, the creation of trust and jus-
tice, interpersonal and social relations, and finally the question of whether 
the state or society has ontological priority. This has created a new form 
of combination of economic liberalism with political liberalism, appear-
ing in political and social processes as a function of the economic mind-
set and activities. Such a conception of economic-based modernization 
also represents a paradigmatic break from Kemalism’s state-centric and 
culturally based modernization perspective. Kadıoğlu (1999) argues that 
Özal transformed the modernization perspective of the Republican epis-
temology in two senses: first, by transforming the Kemalism-based mod-
ernization mindset and practice by replacing ideology with economic 
thinking; and second, by attempting to impose an individualism-ori-
ented development and growth strategy rather than the state-centric 
model.

The critical point here concerns the historical pattern of Turkish public 
administrative thinking, which mainly relies on the general consent of a 
transcendent, sacred state, which implies an ontological priority of the 
state over citizens, which has the power to settle almost in all spheres of 
life (Habermas 1991). One of the basic changes realized by Özal here is 
the transformation of this state-dominated sphere, which resulted in the 
recognition henceforth of the individual as a political subject.

In addition, the principle of populism as one of the central tenets of 
Republican epistemology that pictures the societal envisagement and 
shapes relations between state and citizens started to be questioned and 
challenged. As Parla (2006) stated, the Republic, with its generality 
perspective, has tried to merge all citizens in a corporatist manner and 
to generate a uniform society via populist and solidarist relations, 
whereas, because the corporatist philosophy repudiates liberal individu-
alism, the presence of social classes, and, hence, the reality of class con-
flicts, this would open the way to Özal’s reforms, which advocate an 
individual- based society with an entrepreneurial and civil mindset on a 
more reasonable and rational base, and convince the society for their 
necessitation. He, in such a framework, by avoiding the generation of a 
common solidarity among occupational clusters, rather backed up the 
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Anatolian capital against the major political-economic actors in 
İstanbul. In this respect, the political-economic factors that create the 
present dynamism in Anatolia have been very important in explaining 
the transformational process. Yet the capital structure in the Anatolian 
business community represents a new growing power, independent of 
state support, at least at the initial stage.

The Özal era has to be understood as a shift from a slow, bulky, bureau-
cratic, ineffective, and state-centric structure of big capital to a new one 
that has spurred a political-economic transformation achieved with 
improvements in the infrastructure of the Turkish economy and huge 
leaps in communication, transportation, and energy investments. The 
Anatolian capital and newly rising middle classes, thus, found their eco-
nomic and social demands being met in the new political model with 
ANAP. In other words, the rationalities of internal dynamics to realize the 
transformation for Anatolia coincided with Özal’s perspective and poli-
cies. If the two facades of Turkish modernization were to be discussed, 
the societal facade benefited from serious improvements both in mentali-
ties and practices in the Özal era (Kasaba and Bozdoğan 2010). The soci-
etal transformation, connected with urbanization, new waves in cultural 
production, and gradual establishment of global perspective signifies, on 
the one hand, an expansion of the periphery, while the establishment of 
the new middle-class structure points to an immanence and embedded-
ness3 of an economic mindset in the political and societal relations on the 
other. Özal, at this juncture, as a leading actor carrying correspondence 
of the mentioned transformation to historical processes and realities, 
once again is worth mentioning. He, in particular, represents a break 
from Republican epistemology by his transformational vision with its 
emphasis on individual-based political-economic configuration and an 
expansion of liberties and democratic and civil rights. In this way, he 
embodies different political and social tendencies in a synthetist approach 
that works toward the harmonization of conflicting components of con-
ventional ideologies and class struggle processes. The new societal center 
includes agricultural producers, workers, officials at all ranks, artists, arti-
sans, and businessmen, and in this sense comes to the focus of the debate 
for its meaning as a new construction of the center in Turkish political-
economic life.
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The historical episode of the break from Republican epistemology, 
which led to the transformation horizon in Özal era, created its own path 
by the 1990s in a more institutional framework. Specifically relying on 
the criticism of Justice Party (AP) management for its dependency on big 
and foreign capital, one distinctive type of social mobilization, sociopo-
litically called National Outlook (Milli Görüş), was led by Erbakan, start-
ing in the 1960s, with its small and medium-sized businessman, artisan, 
and merchant components in Anatolia. Since then, the central focus of 
the National Outlook movement has been income distribution and pov-
erty reduction, foreign aid and capital dependency, poor financial state-
ments, and the necessity of industrialization and heavy industry. In the 
cultural sphere, a Western-oriented social structure and education mode 
and a value-free pro-Western political-economic perspective and prac-
tices of other political parties were termed by Erbakan as counterfeiting 
and rentier capitalism.

The economic sphere opened up by Özal’s liberal policies in the 1980s 
and early 1990s eased the institutionalization of the aforementioned 
social mobility, which was critical of the past and thereby has been pro-
moted to set a new political-economic mold in Anatolia since the 1960s. 
Thus, there have been social, political and economic rationalities and 
growth dynamics for the new capital. Small businessmen and shopkeep-
ers in the small or medium-sized Anatolian cities were important actors 
in binding political demands to economic ones during the 1970s. From 
the National Salvation Party (MSP) to the Welfare Party (RP), this 
ground had gradually been nourished in accordance with the develop-
ment process of Turkish capitalism. After the 1960s and 1970s industri-
alization wave, a second but more essential and dramatic was established 
and was strongly connected with the deregulatory and liberal policies of 
the 1980s.

In the classification of the dynamics that led to the transformation, 
three main issues should be handled in depth. One is about the new 
policy phase incorporating an export-orientated growth strategy, part of 
general trade liberalization. The export-orientation strategy, in this frame-
work, while providing benefits for large conglomerates, also created great 
opportunities for SMEs operating in rising sectors such as textiles, con-
struction, and services, mainly located in new industrial growth centers 
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in inner Anatolian towns. As statistics show, the share of exported manu-
factured goods of firms having wholesale and retail chains both in Turkey 
and abroad increased from 31% in 1980 to 48% in 1994 (Adaş 2003: 42, 
cited by Hoşgör 2011). As part of trade liberalization in a broader sense, 
this process was directly enhanced by other components of the free-trade 
regime where liberalized trade policy provides opportunities to import 
required production inputs at low cost and to export final goods to a wide 
and diversified range of districts without any local, national, or transna-
tional obstacles. This eased and opened ways for firms to expand their 
scope with an eye toward reaching a transnational level through invest-
ments in the USA, Europe, the Middle East, and Central Asia by the 
post-2001 era. Yet firms, mostly SMEs operating especially in the three 
favored sectors of textiles, construction, and services, took advantage of 
the growth strategy, such that more than 500,000 firms were established 
between 1983 and 2000, and by 1990, the SMEs constituted almost 
90% of all manufacturing firms in Turkey and employed more than one- 
third of all workers in the manufacturing sector (Adaş 2003: 71–72, cited 
by Hoşgör 2011).

This situation was not only related to compatibility with the external 
environment but also very closely related to government policies, includ-
ing cheap credit opportunities from public banks, direct/indirect invest-
ment incentives, preferential public contractual regulations, legislation 
conducive to growth, and the formation of industrial districts in various 
cities and towns. In addition, public expenditures were more concen-
trated in infrastructure investments such as transportation, communica-
tion, energy, and urban renewal projects. Hence, the neoliberal period led 
by Özal did not simply signify a shift from a state-led development model 
to a purely free market economy with minimal state intervention. Along 
with significant liberalization in key areas of economic activity such as 
financial markets, trade regime, and capital movements, the state has 
continued to play a role in facilitating the growth of real sectors within 
the economy. However, this presents another problem in the form of 
discriminatory use of state facilities in the private sector. This assigned an 
economic rent allocator role for the state, followed by unfair distribu-
tional processes, abuse of state subsidies and incentives, and high- interest- 
rate loans from the private sector to the state, resulting in two major 
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financial crises in 1999 and 2001. That is, if the transformation process 
has not been enhanced and empowered by a strong institutional founda-
tion, in the long run the path will be subject to structural failures that 
affect all the components including even the beneficiaries.

A third issue to consider in depth is investment fund mechanisms, 
including attracting foreign capital, particularly from European and Gulf 
countries, capital financing instruments, and institutions especially 
required by SMEs and newly emerging capital owners in Anatolia.

Financial liberalization and capital mobility have brought new oppor-
tunities for capital inflow, particularly from the Gulf region in the form 
of interest-free banking (IFB). The introduction of IFB facilitated the 
financing of investments by aggregating the small amounts of capital to 
into large amounts as required for new investments, particularly for 
SMEs, which also mostly consider some moral and religious sensitivities 
in their economic activities. The first interest-free banks were Turkish–
Saudi joint ventures; the Al Baraka Finance House and the Faisal Finance 
were established in 1985, followed by another Arab–Turkish investment, 
the Kuwait Turkish Finance House, in 1989; and Anadolu Finance, Ihlas 
Finance House, and Asya Finance House were formed by Turkish share-
holders in 1991, 1995, and 1996, respectively. The interest-free banks 
functioned in the capital supply process by attracting the savings from 
the conventional banking system owing to various factors, such as value- 
based sensitivities, lack of trust owing to political and financial instability, 
or the presence of some structural/bureaucratic barriers in getting credits 
from public or private commercial banks. The significance and impact 
are so huge that when interest-free banks were introduced, an estimated 
$50 billion of savings was kept out of the system (Hoşgör 2011).

In addition, as another capital source, the remittances saved by Turkish 
migrant workers in Europe have been a matter of debate since 1960s on 
how to save this accumulation within Turkish financial circles. In this 
framework, deregulation and export-oriented policies have led these 
deposits to be functionalized in the creation of new investment opportu-
nities in the homeland. As some statistics show, in the 1990s, capital 
inflows to Turkey from over three million migrant workers amounted to 
about $5 billion (Yeşilada 2002: 78).
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4  Positioning the Two Main Business 
Groups MUSIAD and TUSIAD 
Within the Junction of Transformation

A comprehensive insight into the depth of the breaking points requires 
an evaluation of the two differentiated positions represented by the two 
major industrial and businessmen’s associations MUSIAD and 
TUSIAD. The composition and development processes of the two groups 
may explain some of the mentality codes, future projections, and socio-
economic foundations as well. That is to say, the majority of the members 
of MUSIAD joined after the 1980s, while the history of most of 
TUSIAD’s members is based on the earlier period of the development 
story of Turkish capitalism. When looking at the dates of incorporation, 
we can observe that the 1980–1989 period saw a surge in MUSIAD 
memberships, with the creation of 744 newly established companies in 
comparison with only 98 TUSIAD members in the same period. Again, 
while the records indicate that there were no newly established members 
of TUSIAD after 1990, the same period shows that there were 589 newly 
established companies enrolled in MUSIAD membership (MÜSİAD 
1995; TÜSİAD 1989).

Likewise, in a perspective based on geographical distribution along 
with size in terms of number of employees, while TUSIAD members 
come from large firms, geographically concentrated in Istanbul and adja-
cent industrial districts of the Marmara region, MUSIAD is mainly com-
prised of various Anatolian SMEs employing fewer than 50 workers 
(Öniş and Türem 2001). According to records from the late 1980s and 
early 1990s, out of 473 TUSIAD member companies, 323 of them were 
located in İstanbul and the rest were mostly in İzmir and Ankara. 
MUSIAD has a comparatively different story: even if some Anatolian 
districts like Konya, Kayseri, Kahramanmaraş, Malatya, and Adana have 
a considerable proportion of the whole picture, the largest number, with 
488 members out of 1717, also belongs to İstanbul, followed by Ankara, 
Konya, İzmir, Kayseri, Bursa, Kocaeli, and others scattered in various cit-
ies (MÜSİAD 1995; TÜSİAD 1989).
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Contrary to general perceptions, this picture tells us that no represen-
tative group can be totally squeezed into a tight geographical and unidi-
mensional cultural framework, as demonstrated by MUSIAD’s diverse 
membership. This reality of diversity and multiculturalism also gives 
them the opportunity to operate their business according to a global 
vision. Another important conclusion to be drawn from the picture is the 
issue concerning the date of incorporation of the enterprises represented 
by MUSIAD and TUSIAD. The difference between these organizations 
is that one group has historically been granted many privileges by the 
state and the other has not. Despite the disadvantageous position that has 
lasted almost 30 years until the transition to a multi-party system, these 
companies and MUSIAD, as the association represents them, have 
enjoyed the benefits of liberal turn by 1980s, which equates the condi-
tions for all parties in economic activity. This historical period has brought 
significant changes in domestic and global patterns, also creating positive 
impacts for MUSIAD’s socio-economic base. Yet, the promotion of SMEs 
in a liberal scope has implied the removal of the state’s destructive parti-
san policies on the path to industrialization and business operations.

The AK Party era, in this sense, institutionalized and deepened the 
existing process, which has largely focused on the expansion of investment 
opportunities via improvement of the economy’s capacity to grow. And 
when the economy continues on a high-growth path, SMEs also share in 
the benefits of the growing economy. In this regard, MUSIAD’s support 
for the AK Party’s political position is clear since the political- economic 
perspective and stance of the AK Party towards SMEs coincide with the 
political-economic interests represented by MUSIAD. Hence, protection 
and enhancement of the rights and interests of shareholders of these SMEs 
was declared to be one of the most important tasks of the party’s Urgent 
Action Plan, prepared before the 2002 elections (AK Party 2002).

A dynamic economic environment, therefore, attracted different eco-
nomic actors under a stable political circle, figured by the AK Party since 
its victory in 2002 elections. That has allowed the AK Party to set itself 
on a broad base of support. The very success of the AK Party in its earlier 
periods particularly was based on the ability to forge a broad social base 
composed of different segments of society. The main strategy was designed 
not only on the articulation of economic demands of the newly arisen 
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SMEs in Anatolia, but also by persuading large companies to adopt a 
selective strategy including strategic colloborations with others to foster 
an effective dynamism on the basis of economic commonalities. This 
project bore fruits in the form of various compromises and even coopera-
tion, including strategies for labor relations, socioeconomic policies, eco-
nomic prosperity, social inclusiveness, democratic consolidation, and 
international relations (Hoşgör 2011).

The contradiction between the two associations’ perspectives over (1) 
cultural references (secular, pro-Western perspective versus religious, 
value-based perspective), (2) preferred modes of development (Western 
capitalism versus East Asian development model), (3) policy orientations 
(more EU-focused versus more Eastern oriented), (4) societal and eco-
nomic grounds (individualism-based model versus communitarian 
model), and (5) stress on strategic priorities (rights and freedom of the 
individual versus social justice, social rights, and income distribution) 
gives a parallel framework to the historical evolution of the Turkish 
political- economic structure. Thus, it would be important to answer the 
question of whether this framework would bring major changes toward a 
convergence of the poles, in a process whereby the center would have play 
a more important role in the democratization of Turkish politics and ris-
ing economic interdependence. The consolidation of positions in societal 
status and obtaining greater share from public and private sources imply 
a new form of thinking regarding democratic politics by learning from 
the past. While the SMEs’ role and that of their biggest representative 
association, MUSIAD, by its dynamic, rapid, and energetic character, in 
this regard, are manifesting as a catalyst for transformation, TUSIAD, 
with its protectionist, cumbersome, and anemic structure, has mainly 
been directed to preserve and improve the social and economic status of 
a largely state-created bourgeoisie. That is, this is a situation that can be 
explained by both historical conditions and the structural characteristics 
of both institutions.

Yet in the 1980s, the global and domestic environment brought one of 
the most serious challenges for TUSIAD, forcing it to review its engage-
ments including various issues such as the unequal structure of the rela-
tionship between the state and the economy, the deep gap between the 
statist center and societal center, the problematic historical legacy 
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regarding the issue of democracy, and the subordination of individual 
and social values to etatist ones throughout the history of the republic. 
But consequently it is clear that it has been difficult for TUSIAD’s per-
spective to stand against the secular statist forces, as explicitly seen in the 
historic ruptures like in February 1997 and recently the Taksim Gezi Park 
incidents. Yet, despite its own studies, such as Perspectives on 
Democratization report published in 1997, which was widely and harshly 
criticized even internally immediately after publication, a strong and 
decisive stance could not be exposed, partially and surely due to its intel-
lectual legacy.

Even if there are some obstacles from internal and external dynamics, 
Turkey desperately needs to follow the path it embarked upon after 2001, 
which opened a virtuous cycle whereby political and economic democra-
tization reforms moved in tandem. The principal actors of the economic 
sphere supporting economic reforms also fully support political reforms 
such as the EU admission process and expansion of the scope of civil, 
individual, political, and cultural freedoms. In such a framework, the 
market has become an important tool of leverage for the political reform 
process, where politics in turn helps to generate an appropriate climate 
conducive to both domestic and foreign investments. Hence, such a 
mutually reinforcing cycle will ultimately bring the structural transfor-
mation in favor of institutionalization, unattached to any personal, infor-
mal, arbitrary, or subjective concerns.

Notes

1. As a political sociological conception, “center-periphery” refers to a dis-
tinct context in the Turkish experience alongside its conventional mean-
ing, as explained in the first and second sections.

2. The overthrow of Erbakan’s government through illegitimate ways using 
different parameters. Since the most prominent breakthroughs in the pro-
cess have been made by the military on February 28, 1997 at the National 
Security Council, the whole process is called the 28th of February 
process.

3. In his influential book The Great Transformation (2001), Polanyi argues 
that the most striking feature of the new economic mindset and practice 
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has been penetration to all the social, political, and cultural matters by 
shaping the mentality codes and life practices as a function of economics. 
He uses the term “embeddedness” in referring to this sort of qualitative 
relationship.
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1  Introduction

Sixty-seven years have passed since the first fairly contested direct election 
took place in Turkey. The country was ruled by single-party governments 
during 38 of these years, by the military during 5, and by coalition and 
minority governments (henceforth both referred to as coalitions) during 
24.1 As can be seen from Table 1, the average growth rate under the latter 
two types of government was 2.3 and 1.5 percentage points lower than 
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under single-party governments, and the average inflation rate was 8.1 
and 26.7 percentage points higher, respectively.2 The notes to the table 
indicate that the poor economic performance under coalition govern-
ments was even worse when they involved parties from opposite ends of 
the political spectrum. The growth rate gap between single-party and 
coalition governments then rises to 2.1 points and the inflation rate gap 
to 29.1 points. Had the average growth rate of per capita real GDP dur-
ing the 1950–2015 period been the same as the rate achieved under 
single- party governments, Turkey’s per capita real income today would be 

Table 1 Turkish economic performance under different types of government 
(1950–2015)

Type of government

Average growth rate
Average inflation 
rate

Real 
GDP

Per capita  
real GDP GDP deflator

Single-party (37 years) 5.6 3.4 18.6
Military (4.75 years) 3.4 0.8 26.7
Coalition or minority (24.25 

years)
4.1 2.1 45.3

Overall average (66 years) 4.9 2.7 29.0

Sources: The growth and inflation rates are computed using the data provided by 
TurkStat for all years except 1948 and 1968. For the latter two years, growth and 
inflation rates for the GNP, provided by the State Planning Organization, are 
substituted for the missing GDP-related figures. The GDP series, from which 
growth and inflation rates are obtained, is 1968-based for years prior to 1968, 
1987-based for years between 1969 and 1998, and 1998-based for years after 
1999. The new 2009-based GDP series released by TurkStat on December 12, 2016, 
is not used because it goes back only as far as 1998, and for the period after 2010 
it differs from the old series substantially, in not only level but growth as well.

Notes: Figures reported are in percentage points and are obtained from annual 
data, as quarterly data are available only for the recent years. In computing 
the averages, years in which more than one type of government prevailed are 
given a weight of 0.25, 0.50, or 0.75 depending on whether the regime in 
question ruled one, two, or three quarters. A quarter is assumed to be under 
the type of government that prevailed during the majority of that period.

If the first and later terms of single-party governments were considered 
separately, the three entries in their rows would be 7.7, 5.5, and 16.3 for the 
former and 3.9, 1.9, and 20.4 for the latter, respectively. If the coalition 
governments ruling during 1965, 1975–1977, the second half of 1996 and the 
first half of 1997, which essentially included only right-wing parties, were left 
out, the coalition row would read 3.5, 1.6, and 47.7.
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1.6 times higher.3 Table 2 shows that the picture emerging from Table 1 
is not restricted to particular periods but was consistently the case 
throughout. Each era under military and coalition governments was pre-
ceded and succeeded by periods of single-party rule, which had far better 
economic outcomes.

Period

Average 
growth rate

Average 
inflation rate

Real GDP Per capita 
real GDP

GDP 
deflator

1950.Q3  – 1960.Q2 6.8 3.9 10.0

1960.Q3  – 1965.Q3 4.1 1.8 4.5

1965.Q4  – 1971.Q1 5.9 3.2 7.0

1971.Q2  – 1983.Q4 4.1 1.7 34.1

1984.Q1  – 1991.Q4 5.0 2.7 54.1

1992.Q1  – 2002.Q4 3.4 1.9 68.5

2003.Q1  – 2015.Q4 4.7 3.4 9.1

Overall
Average

4.9 29.0

Table 2 Economic performance in Turkey during various periods (1950–2015)

Sources: Same as in Table 1
Notes: Periods under a single-party rule are shaded darker. Notes to Table 1 

apply here as well
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If the coalitions had merely reflected genuine diversity in the public 
opinion and been negotiated accordingly, their economic performance 
would probably not have been as bad, or their poorness could be justified 
as a price paid for democracy. However, as will be argued in this paper, 
such governments, in particular those involving ideologically incompat-
ible parties, were created artificially by military interventions, often with 
the participation of the judiciary, to prevent conservative parties from 
gaining full power. All of the successful coups d’état (or coups) were con-
ducted against such parties, as they are viewed by the military and the 
bureaucratic establishment in general as a threat to the secular and 
Western orientation of the country.4 The religious-right and  economic- 
right voters in Turkey show a tendency to unite under one roof and most 
of the time have more than sufficient public support to form a single- 
party government. After each time they came to power alone, however, 
their government was toppled and their party was split up by military 
coups. What moved the armed forces and the bureaucracy in that direc-
tion was also the fear of losing their influence and guardianship roles. As 
Acemoğlu and Robinson (2006) point out, the driving force behind tran-
sitions from democracy to non-democracy is the realization by the elites 
that their de facto power is temporary. Before it slips away, they intervene 
to change political institutions towards those that give them more de jure 
power. Political fragmentations created by coups were the main cause of 
coalition governments, and single-party governments formed by united 
conservatives were the main reason behind the coups.

Although economic crises, social unrest, political instability, and, iron-
ically, threats to democracy are often cited in the literature as causes of 
coups, numerous memoirs written and interviews given by Turkish junta 
leaders reveal that the planning for coups began years before they took 
place, when the economy was performing well and there were no signs of 
social strife, political instability, or authoritarianism. It is true that coups 
often overlapped with the aforementioned events, but only because jun-
tas timed them that way to make them more justifiable to the public and 
international community. Acemoğlu and Robinson (2006) show that 
opponents of democracy are more likely to attempt coups at times of 
political or economic crises, when the balance of de facto power tempo-
rarily tilts in their favor. In fact, in several instances street demonstrations 
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were organized by the coup plotters themselves. Again, through the inter-
views and memoirs of junta leaders, we know that on some occasions the 
dates of the coups were moved back for fear of snap elections being called. 
At least in one instance, a planned coup was postponed because the con-
ditions were not ripe yet. We also know that economic crises far worse 
than those experienced prior to the coups and the crises while non- 
conservative parties were in power have failed to trigger military interven-
tions. In fact, if poor economic performance was really the cause of coups, 
they would occur more frequently while a coalition government was rul-
ing, but that was not the case, as pointed out earlier. Thus, a bad economy 
facilitates a coup but does not cause it.

The purpose of this paper is to provide evidence to support the forego-
ing assertions. In the next section this will be done through a study of the 
historical record, and in the section following that through statistical anal-
yses of the 1950–2015 period. Then in the last section, the conclusions 
reached will be summarized. However, three things should be set straight 
right from the beginning. First, the paper’s claim is not that coups are the 
only way coalition governments occur, but that that was the way they 
occurred in Turkey and that without coups coalition governments would 
be less frequent. The economic voting literature indicates that losses typi-
cally suffered by ruling parties as a result of strategic voting to create checks 
and balances against them and due to depreciation in their political capital 
over their tenure usually cannot be offset by incumbency advantage unless 
economic performance is exceptionally good or a political realignment 
takes place in their favor.5 As indicated in the notes to Table 1, the eco-
nomic performance of single-party governments in Turkey deteriorates 
after the first term. Thus, it would not be unreasonable to expect the vote 
share of the ruling party to decline eventually to a level forcing it either to 
lose power or to form a coalition government. However, the coup plotters 
in Turkey either did not realize this or did not have the patience to wait 
for it. Second, nor is it claimed that economic conditions cannot cause 
coups. They very well may have in other countries, but in the Turkish case 
they only affected the timing of coups.6 Third, it is not argued that all 
coups in Turkey were motivated by a desire to keep the power of the con-
servative bloc under control. Effective use of coups as a tool to control the 
power of conservative incumbents encouraged other types of coups. The 
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1960 takeover, organized by a small number of low-ranking officers and 
carried out quite easily, was particularly inspiring in this regard. The lead-
ers of that coup prepared the ground for prospective coups also by implic-
itly “legitimizing” coups as a tool for removing “bad” governments, in the 
preamble of the 1961 constitution.7 Also, military and judicial interven-
tions undermined the parliament and shifted the goal of political compe-
tition from gaining seats in the parliament to controlling the state 
institutions at the center directly. Marginal groups, with no hopes of 
achieving power through elections, tried to obtain it with the help of 
armed forces or the courts.8 Some of these groups went so far as to infil-
trate the military, the police, the judiciary, and other state institutions 
clandestinely, with the intention of gradually taking them over and con-
trolling the state through them, bypassing the parliament.9 Furthermore, 
because after each coup officers who were part of the junta that effected it 
got promoted while the remaining officers were either left behind or 
forced into retirement, the coups encouraged the formation of competing 
juntas in the armed forces, which eventually led to more coups.10 Although 
the latter kind of coups caused a lot of damage through the disruptions 
and instability they created, they were not a cause of coalitions because 
their goal was not to dilute the power of the main conservative party but 
to take power themselves permanently and replace the old order with a 
totally undemocratic one. They were not successful in the first place. We 
will refer to the coups aimed at checking the power of the conservative 
bloc as Type 1 and to coups carried out by marginal groups, motivated by 
the early successes of Type 1 coups, aimed at grabbing power permanently 
as Type 2.11 The former believes in democracy but a guided one, whereas 
the latter rejects any type of democracy.

2  Historical Background

The Turkish electorate exhibits a tendency to gather in four camps: left- 
statist, right-conservative, Turkish-nationalist, and Kurdish-nationalist 
parties. At present, the Republican People’s Party (CHP), the Justice 
and Development Party (AK Party  or AKP), the Nationalist Action 
Party (MHP), and the People’s Democracy Party (HDP) represent these 
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groups, respectively.12 Before 1946, only the first group was allowed to 
organize formally, except in the period 1924–1925 and 1930 when the 
Progressive Republican Party (TCF) and the Liberal Republican Party 
(SCF), representing the second group, were permitted for about six and 
three months, respectively. After 1946, the second and third and after 
1995 the fourth entered the picture formally.

The CHP is the party that founded the republic in 1923 and shaped 
many of its institutions, most of which were inherited from the Ottoman 
Empire. The party itself has its roots in the Union and Progress Party 
(Ittihat ve Terakki Fırkası), which ruled the empire during its final years. 
Consequently, the CHP can be thought of as the establishment or the 
center, representing the elites. The party accelerated the modernizing and 
westernizing reforms, many of which began in earnest at the end of the 
eighteenth century in Ottoman times to stem constant defeats against 
Western powers. Most significant of these was the secularization of the 
state. These reforms were instituted in a heavy-handed, top-down, and 
revolutionary fashion and aimed at redesigning not only the political system 
but also society at large. Consequently, they generated strong resistance.13 
To counter that, it was felt necessary to establish rigid centralization in 
both the political and economic spheres and equip the bureaucracy with 
increasingly more authoritarian powers and immunity. In particular, the 
military and the judiciary were appointed the enforcers and guardians of 
the reforms and the new regime. Members of these institutions were 
granted even greater powers and privileges.14 This led to sharp divisions 
not only between the center and the periphery but also between different 
segments of the center. Consequently, for more than two decades all 
opposition parties were banned, including those supporting moderniza-
tion but through evolutionary and democratic means and a free market 
economy. The center not only alienated the periphery, but it also began 
to treat it as suspect. For that reason and because modernity was not fully 
understood and its definition not revised with the changing times, when 
modernity began to be achieved, it was viewed by the ruling elites as 
counterrevolutionary. Any attempt to modernize the modernizing meth-
ods was considered reactionary. Ironically, the one-time reformers became 
the greatest obstacle to carrying out the changes that were needed for 
further political and economic progress. Of course, the reluctance of the 
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bureaucratic elites to give up their power and privileges was also a factor 
motivating them to view the old reforms as not needing any fine-tuning 
and needing unending protection. With the military and the judiciary on 
their side, these elites continued to wield enormous power, even after 
opposition parties were permitted once again and gained power in 1950.15 
Until recently, such governments had to restrict themselves to managing 
the economy and public order and defer consequential decisions to the 
military, even those not involving defense and security. Many of their 
decisions were nullified by the courts or not implemented by the bureau-
cracy. Politics was viewed by the elites as an obstacle to efficient adminis-
tration. Election outcomes were belittled as choices of an ignorant and 
gullible public. Full democracy was considered a threat to the republic, 
and pluralism a road leading to the partition of the country. Successful 
businessmen in general were viewed as looters of the state and exploiters 
of the uneducated public and thus needed to be restrained by the bureau-
cracy or balanced by state enterprises. Any attempt by conservative gov-
ernments to push the boundaries placed on them, even the possibility of 
its occurring, faced a coup or the threat of a coup. This in essence was the 
military/judiciary tutelage or guardianship (vesayet) system, as it started 
to be called in Turkey.16 Acemoğlu and Robinson (2008) refer to such 
regimes, in which elites respond to attempts to reduce their de jure power 
in some political institutions by offsetting increases in their de facto power 
and by raising their de jure powers in other institutions, as captured 
democracies.

The right-conservative movement, which essentially represents the 
grievances and worldview of those looked down upon and ostracized by 
the center for many years, is the largest of the four political tendencies. 
Under normal circumstances, it is unified and enjoys more than sufficient 
support from the public to form a single-party government. However, 
each time it took office, or got close to doing so, it was fragmented by 
interventions from outside the political system such as coups by the 
 military and party closures by the judiciary. Between 1950 and 2016, five 
such (Type 1) coups took place (Table 3).17 Four of these succeeded. In 
the 1960 and 1980 coups, the military took over, but briefly. In the for-
mer, the incumbent party and in the latter all of the parties, including the 
CHP, were banned. In the one in 1971, the military forced the parliament 
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under threat of takeover to change the composition of the government. In 
the 1997 case known as the postmodern coup, using a similar threat, they 
forced the prime minister to resign. To avoid the formation of a new gov-
ernment under the same incumbent parties, one of them was split up 
with the help of the president, who was the former leader of that party. 
The other incumbent party and its leader were banned by the Constitutional 

Table 3 Turkish governments before and after Type 1 coups

Coup

Government

Immediately 
before coup

Immediately 
after coup Elections

Following postcoup 
general elections

May 27, 
1960

DP Military 1961 CHP + AP
CHP + YTP + CKMP
CHP (minority)
AP + YTP + CKMP + MP

1965 AP
1969 AP

March 12, 
1971

AP CHP + AP + 
MGP

AP + CGP

1973 CHP + MSP
AP + MSP + CGP + 

MHP
1977 AP + MSP + MHP

CHP +CGP + DP2 + Ind.
AP (minority)

September 
12, 1980

AP Military 1983 ANAP
1987 ANAP
1991 DYP + SHP/CHP
1995 ANAP + DYP

RP + DYP
February 

28, 1997
RP + DYP ANAP + DSP 

+ DTP
DSP 

(minority)

1999 DSP + MHP + ANAP
 2002 AKP

April 27, 
2007

AKP AKP 2007 AKP
2011 AKP
2015 (JUN) AKP
2015 (NOV) AKP

Sources: Tuncer (2002, 2007, 2011b, 2012b), Tuncer et al. (2003, 2015), and 
Tuncer and Tuncer (2016)

Notes: For party names represented by the acronyms see the appendix. The 
right-conservative parties are in bold and underlined. The largest coalition 
partner is listed first. The governments are listed in chronological order. 
Governments that failed to receive a vote of confidence are ignored
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Court for violating the secularism clause of the constitution. Although an 
attempt was made by the military also in 2007 to bring down the conser-
vative government, the incumbent party thwarted it by cleverly calling a 
snap election and winning it handily.

Certain patterns can be observed from Table 3. All of the five coups 
mentioned took place when right-conservative parties were in power. 
Only one party ruled in all of them, except the one in 1997, when two 
parties were in a coalition but both were from the right-conservative side. 
A chain of coalition governments followed each successful coup immedi-
ately, except the one in 1980, when coalitions appeared after a delay for 
reasons that will be explained below. In each instance, however, the con-
servative parties eventually got together again, which in turn led to 
another coup and then another period of coalitions.

The postcoup coalitions always included a statist party. The pieces of 
the fragmented conservative parties were not allowed to form a govern-
ment by themselves but were forced to partner with a statist party so that 
they could be controlled more easily than through the bureaucracy 
alone.18 Even though in 1961 the right-wing Justice Party (AP), the New 
Turkey Party (YTP), and the Republican Peasant’s Nation Party (CKMP), 
which captured the votes of the Democrat Party (DP) ousted by the 1960 
coup, were willing and able to form a government, the military junta 
forced a CHP-AP coalition instead. Nevertheless, the planned coalition 
was formed later, shortly before the next general election in 1965, which 
brought the AP to power alone. When the 12 March 1971 coup toppled 
the AP government, leaders of the junta demanded a cabinet composed 
of AP, CHP, and National Reliance Party (MGP) deputies and a number 
of unelected technocrats, headed by a prime minister from the CHP.19 
The latter two parties were from the leftist-statist camp. To avoid the AP 
from coming to power again, the leader of an Islamist party that had been 
banned only a year earlier, shortly after its establishment, was invited by 
the generals to return from self-exile abroad to establish a similar party 
with the aim of splitting the AP votes. That party, named the National 
Salvation Party (MSP), was encouraged to form and did form a coalition 
government with the CHP after the 1973 election, the first one following 
the coup. However, as will be discussed in what follows, when the Welfare 
Party (RP), which succeeded the MSP and shared with it the very same 
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leadership, formed a coalition government in 1996 but this time with the 
conservative True Path Party (DYP), it was toppled by the military within 
a year. To erect yet another barrier in the AP’s path to power, the 1971 
junta engineered also the separation of a faction from the party by forcing 
the party leadership, under threat of another coup, to table a proposal 
granting amnesty to the banned leaders of the DP. Those opposed to the 
move formed the short-lived Democratic Party (DP2). This time it took 
two legislative terms for the AP to acquire the power alone, but it was 
toppled once more in less than a year by the 1980 coup.

By 1980, the military came to the realization that fragmenting conser-
vative parties was futile and had harmful side effects, and it changed tac-
tics. They decided to control the right-conservative bloc directly by 
establishing their own conservative party headed by a retired general they 
trusted. To make the party attractive also to voters from the Turkish- 
nationalist segment, they gave it a nationalistic slant by naming it the 
Nationalistic Democracy Party (MDP). Because the leader of the CHP 
had taken strong stands against both the 1971 and 1980 coups, it was felt 
necessary to establish a new left-statist party as well.20 That party was 
named the Populist Party (HP2).21 To give the MDP and HP2 a head 
start, the junta excluded from the 1983 election all parties that were con-
tinuations of the previous parties. However, the outcome of the election 
was a total shock for the military. The winner turned out to be not the 
MDP as planned but the conservative Motherland Party (ANAP), the 
only party among the three permitted to participate in the election that 
was not formed by the junta. The ANAP was allowed to enter the election 
to give it the appearance of a true contest and to avoid the MDP from 
dominating Turkish politics. The party was not supposed to win the 1983 
election, just as the DP was not supposed to win the 1950 election. The 
MDP could not last even until the next parliamentary election. Although 
the ANAP was able to form a single-party government in 1983, its sup-
port dropped significantly by the entry of other parties that had been 
excluded from the 1983 election. The party was barely able to hold on to 
power for another term by calling the 1987 election before other parties 
could organize, by capturing some of those who had left the MDP, and 
by benefiting from its incumbency advantage and the success of its 
market- oriented reforms. In the 1989 local elections, the party’s vote 
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share dropped below that of the True Path Party (DYP), a conservative 
party formed by the leadership of the defunct AP. After the 1991 parlia-
mentary election the third wave of coalition governments began.

One of those governments, formed by two conservative parties, the 
DYP and the Welfare Party (RP), was forced by the military to give up 
power in 1997. It was replaced by another coalition government formed 
by the conservative ANAP and the Democrat Turkey Party (DTP), and 
the left-statist Democratic Left Party (DSP). As mentioned earlier, the 
DTP was the party that was splintered from the DYP in 1997. It took not 
the next election but the one after that in 2002 for a right-conservative 
party (AK Party) to form a single-party government again. The AK Party 
has managed to hold on to power ever since. A coup was attempted in 
2007 to change that but, as mentioned earlier, it failed. Ironically, the 
2007 coup, rather than fragmenting, actually facilitated the  consolidation 
of right-conservative votes under the AK Party. That happened because 
the military inadvertently discredited the ANAP and the DYP in the eyes 
of their supporters by making them complicit in that coup. To stop the 
AK Party from electing its candidate as president, the military organized 
a series of mass protest rallies against the party, and on April 27, 2007 
posted on the armed forces web page a thinly veiled threat to take over if 
they did. A highly controversial decision was announced by the 
Constitutional Court two days later requiring participation of two- thirds 
of the deputies in the first round of the presidential balloting in the par-
liament, a rule not practiced in any of the earlier presidential elections. 
This took away the AK Party’s ability to elect its candidate without the aid 
of other parties. When the ANAP and DYP decided not to participate in 
the presidential balloting so that the quorum required by the 
Constitutional Court could not be reached, they alienated their support-
ers, who switched their allegiances to the AK Party, which stood firm 
against the military and later took measures to dismantle the military 
tutelage system. The AK Party’s disavowal of political Islam no doubt 
facilitated this consolidation.

The failures of the 2007 coup attempt and a later attempt by the 
Constitutional Court to close the AK Party, the constitutional changes 
instituted in their aftermath, and more importantly the changes over time 
in the attitudes of various segments of society (including the members of 
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the military and the judiciary) toward coups, as a result of globalization, 
urbanization, the advent of the Internet, the ending of the state monop-
oly on television and radio, major improvements in the transportation 
and telecommunication systems, and the market-oriented reforms insti-
tuted since early eighties brought the guardianship system to an end. 
Although a coup was attempted on July 15, 2016 by a religious order to 
fill the void created, the way it was suppressed with the involvement of 
the political parties (including the opposition), media, police, majority of 
the armed forces, and especially the public reinforces this view. In fact, 
this attempt, which nearly succeeded, made even those who supported 
the guardianship come to the realization that such a system could easily 
change hands and be turned against them. Furthermore, this incident 
created an opportunity for politicians to initiate a number of legal mea-
sures to establish supremacy of the elected officials over those appointed 
and establish effective civilian control over the military. However, at this 
point it is not absolutely certain that the vacuum created by dismantling 
of the military guardianship system is going to be filled by institutions of 
a liberal democracy and not by another guardianship.

3  Empirical Evidence

Vote shares of the four political tendencies in 31 parliamentary and local 
administration elections (National Assembly general and by-elections, 
Senate elections, and Provincial Council elections) held between 1950 
and 2015 are presented in Table 4. Also given in the table are the shares 
of the largest parties in each group. The aggregate vote share of the latter 
is shown in Fig. 1. There, one can see at a glance the political fragmenta-
tion and reconsolidation process described in the previous section. The 
aggregate vote share in question is almost 100 per cent in the 1950s but 
begins to decline after the first coup. The downward trend continues in a 
stepwise fashion until the mid-1990s. Noticeable drops occur after the 
1960, 1971, and 1980 coups. Each time, the series recovers somewhat 
but gets pulled down to an even lower level by the next coup. Then a 
reconsolidation process begins in 1994, which continues until 2011.
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In Fig. 2, the vote share of the largest right-conservative party is plot-
ted separately. The similarity of the patterns in Figs. 1 and 2 shows that 
the fragmentation in the right-conservative segment was the main source 
of the overall fragmentation. The greater prominence of the postcoup 
vote drops in Fig. 2 makes this even clearer. However, the two figures dif-
fer slightly. In the latter, the reconsolidation is delayed by 5 years and the 
vote share level reached after 2011 is still slightly less than the peaks 
reached in the 1950s and the 1960s. The first is due to the 1997 coup and 
the second to vote shifts towards the Turkish-nationalist MHP as a reac-
tion to the entry of a Kurdish-nationalist party into the political scene in 
1995.22 Most of the increase in the MHP’s vote share after 1995 came 
from the CHP, but a portion was from the right-conservative parties.
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1961  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO              
1963  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO               
1964  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO      
1965  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO            
1966  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO         
1968  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                   
1969  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                      
1973  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                
1975  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO            
1977  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO               
1979  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                
1983  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                        
1986  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO          
1987  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                   
1989  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                        
1991  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                                  
1994  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                                       
1995  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                   
1999  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                      
2002  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                               
2004  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                        
2007  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO              
2009  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                
2011  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO      
2014  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO       
2015  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO     
2015  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO   

*-----------------------------------------------------------------------------------*

Fig. 1 Aggregate vote share of largest parties in each of the four political ten-
dencies (Source: Table 4)
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Another thing one can gather from Fig. 2 and Table 4 is the ten-
dency of right-conservative voters to make up about half of the elector-
ate. Only in the 1999 and June 2015 elections did that segment’s 
aggregate vote share not exceed 47 per cent, a level probably sufficient 
to capture the majority of seats in the parliament. In the same table 
and the figure, one can observe also the tendency of right-conservative 
voters to unite under one roof. The DP surpassed the 50 per cent vote 
share in 1950 and 1954 and came very close to it in 1957. After it was 
toppled by the military in 1960, its leader executed, members of parlia-
ment imprisoned, and the party banned, its votes got scattered in 
1961. However, in the Senate election held in 1964 and in the parlia-
mentary general election held in 1965, the vote share of the AP which 
emerged as the successor to the DP exceeded 50 per cent. The party’s 
share was only slightly less than that in 1969, but following the mili-
tary intervention in 1971, the right-wing vote was split again. This 

10.0                                                                              58.4 
*------------------------------------------------------------------------------------* 

1950  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO       
1951  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO           
1954  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO  
1957  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                  
1961  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO           
1963  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                        
1964  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO               
1965  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO           
1966  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO    
1968  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                 
1969  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                      
1973  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                                   
1975  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO
1977  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                       
1979  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                    
1983  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                        
1986  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                               
1987  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                        
1989  |OOOOOOOOOOOOOOOOOOOOOOOOOOO                                                           
1991  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                                        
1994  |OOOOOOOOOOOOOOOOOOOO                                   
1995  |OOOOOOOOOOOOOOOOOOOO                                                                  
1999  |OOOOOOOOO                                                                             
2002  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                           
2004  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                              
2007  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                      
2009  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                    
2011  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                
2014  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                           
2015  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                
2015  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                 

*------------------------------------------------------------------------------------* 

Fig. 2 Vote share of largest right-conservative party (Source: Table 4)
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time it took until the 1979 Senate election for the AP to come close to the 
50 per cent vote share. Then another military coup in 1980 fragmented 
the conservative segment once more. Although the right-wing ANAP 
received 45 per cent of the vote in 1983, after the ban on other parties and 
political leaders was lifted in a referendum in 1987, the fragmentation that 
resulted was even greater than the ones experienced previously. As men-
tioned earlier, the 1997 intervention prolonged the fragmentation but, 
unlike the previous interventions, did not increase it significantly. It took 
until 2011 for right-conservative voters to gather in a single party, the AK 
Party. From a short-run perspective the AK Party may appear as an anom-
aly, but it is really a reincarnation of the broad coalition represented by the 
DP in the 1950s and the AP in the second half of the 1960s and late 
1970s. However, the realignments that began immediately and took 3 and 
6 years respectively after the 1960 and 1971 coups, was delayed by almost 
two decades after the 1980 coup and took 9 years to complete. In addition 
to the greater magnitude of the fragmentation, the closeness of the vote 
shares of the conservative parties that emerged after the latter coup was a 
factor in delaying the consolidation process. The address at which conser-
vative voters can viably gather began to clarify only after 2002, when the 
AK Party outdistanced other conservative parties. Even after that date, the 
realignment occurred at a much slower pace than the previous episodes. 
Just as the AP did in 1961, the AK Party received slightly less than 35 per 
cent of the vote in 2002, in the first election in which it was on the ballot. 
However, unlike the AP, which reached 50 per cent before the end of its 
first term in office, it took the AK Party not the next general election but 
the one after that held in 2011 to achieve that level.

To measure political fragmentation more precisely, political scientists often 
use an index devised by Laakso and Taagepera (1979) that aims to measure 
the effective number of political parties. This index is really the reciprocal of 
the well-known Herfindahl index of industrial concentration used by econo-
mists but applied to the vote shares of parties rather than the market shares of 
companies. Herfindahl’s index sums the squared shares and varies between 
zero and one. Its reciprocal, on the other hand, can vary between one and 
infinity and makes a more suitable dependent variable for regression analysis. 
It is also easier to interpret. The effective number of parties in each political 
segment and in the country as a whole is reported in Table  5. The one 

 A. T. Akarca
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obtained for the right-conservative group is plotted in Fig. 3. The effective 
number of conservative parties shows a tendency to move towards a level of 
unity but spikes after each military intervention. Although the impacts of 
such interventions increase in magnitude and duration until 1995, they 
become much smaller and even self-defeating after that date.

To measure the impact of coups on the number of conservative parties 
more accurately and more credibly, one needs to control for other factors 
that contribute to fragmentation. According to the economic voting lit-
erature, voters tend to reward incumbent parties for a good economic 
performance and punish them for a poor one. Consequently, we can 
expect some vote traffic between conservative parties owing to economic 
conditions when one of them is in the government and others are not. 
This probably will not be noticeable when the incumbent party is a small 
one but can cause fragmentation to rise when the economy is performing 

1.0                                                                                 3.1
*-------------------------------------------------------------------------------------* 

1950  |O                                                    
1951  |O                                                                                      
1954  |O                                                                                      
1957  |OOOOOOO                                                                                
1961  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                                          
1963  |OOOOOOOOOOOOO                                        
1964  |OOOOOOO                                                                                
1965  |OOOOOOO                                                                                
1966  |OOOO              
1968  |OO                                                                                     
1969  |OOOOO                                                                                  
1973  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                          
1975  |OOOOOOOOOOOOOOOOOOOOOOOO                             
1977  |OOOOOOOOOOOOOOOOOOOOOOOO                                                               
1979  |OOOOOOOOOOOOOOOOO                                                                      
1983  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                                    
1986  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                        
1987  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                           
1989  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                 
1991  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO       
1994  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO   
1995  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO   
1999  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO  
2002  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                           
2004  |OOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO                                                    
2007  |OOOOOOOOOOOOOOO                                                         
2009  |OOOOOOOOOOOOOOOOOOOOOOO                                                                
2011  |OOOOOO                                                                                 
2014  |OOOOOOOO                             
2015  |OOOOOO                                                                                 
2015  |OO                                                                                     

*-------------------------------------------------------------------------------------*

Fig. 3 Effective number of conservative parties (Source: same as Table 5)
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poorly and to fall when the economy is doing well if the major incum-
bent party is a conservative one.

Incumbent parties lose votes also due to strategic voting. Some sup-
porters of the party shift their votes to the party’s ideological cousins to 
check its power and to signal their displeasure with those of its decisions 
with which they disagree. This urge is magnified in  local elections and 
parliamentary by-elections because then the incumbent party can be given 
a message without toppling it. The existence of threshold regulations in 
parliamentary general elections, such as the minimum 10 per cent nation-
wide vote share requirement to gain representation in the Turkish Grand 
National Assembly, contributes to this effect as well. In parliamentary 
elections, many small party supporters vote strategically for one of the 
major parties so as not to waste their vote. Then they return to their first 
choices in elections where no such handicaps apply, such as parliamentary 
by-elections and local administration elections in Turkey. Therefore, we 
should expect the effective number of parties to rise in local and by-elec-
tions that follow a parliamentary election and decrease in parliamentary 
elections that follow a local or by-election if the main conservative party is 
in power and other conservative parties are in the opposition.

An equation that measures the impact of coups on the effective num-
ber of right-conservative parties, controlling for the other influences dis-
cussed earlier, is

 

Y a bY c D d D d D h D

h D h D
t t t t t t

t t

= + + + + +
+ +

− −

− −

1 0 0 1 1 0

1 1 2 2

61 73 73 83

83 83 ++ +
+ × + × + +( )× +

− −h D h D

m g I n p I w L B I e
t t

t t t t t t t t

4 4 5 583 83

∆
 

(1)

where

Yt:  effective number of right-conservative parties at time t;
D61t: a dummy variable that takes a value of one in 1961 (the year the 

first election after the1960 coup was held), and zero otherwise;
D73t: a dummy variable that takes a value of one in 1973 (the year the 

first election after the 1971coup was held), and zero otherwise;
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D83t: a dummy variable that takes a value of one in 1983 (the year the 
first election after the 1980 coup was held), and zero otherwise;

It:  a dummy variable that takes a value of one if the major incum-
bent party is a right-conservative party at time t, and zero 
otherwise23;

gt:  growth rate of per capita real GDP during the four quarters 
preceding the election held at time t (henceforth referred to as 
the growth rate);

pt:  inflation rate in GDP implicit price deflator during the four 
quarters preceding the election held at time t (henceforth 
referred to as the inflation rate);

Lt:  a dummy variable that takes a value of one if the election at time 
t is for local administrations, and zero otherwise;

Bt:  a dummy variable that takes a value of one if the election at time 
t is a National Assembly by-election only (that is, not held 
simultaneously with a Senate election), and zero otherwise;

et:  error term.

It should be noted that ∆(Lt + Bt) equals −1 in a parliamentary general 
election that follows a local or parliamentary by-election and equals +1 
in local and parliamentary by-elections that follow a parliamentary gen-
eral election. It takes a value of zero when elections of the same type fol-
low each other. The lagged dependent variable is included in the model 
to allow shocks, including those created by coups, to have persistent 
effects. Lagged values of the coup dummies are included as well to allow 
for sophisticated response patterns. Initially, six lags of the dummy vari-
ables were considered. Then the lags for which the coefficient turned out 
to be insignificant in the preliminary estimation are dropped. It was 
treated as a separate independent variable as well, besides appearing in 
the interaction terms, but its coefficient estimate was very small and sta-
tistically insignificant. Dummy variables for the 1997 and 2007 coups 
were considered, too, but proved unnecessary, as one would expect from 
our discussion in the previous section.

The model implies that the effective number of conservative parties 
fluctuates around a mean given by a/(1−b). The coup-related and  random 
shocks and changes in the growth and inflation rates cause deviations 
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from this mean, but the series return to it eventually. The magnitude of 
parameter b determines how slow or fast the mean reversions occur. 
Inclusion of growth and inflation rates in the model permits us not only 
to take into account the temporary fragmentations due to the economy 
but to check whether Turkish coups were caused by economic conditions. 
If bad economic conditions are the cause of coups and coups in turn cause 
political fragmentation, then the coup-related dummy variables should 
have no effect on the number of parties once the factors describing the 
economy are introduced as independent variables.

Table 6 presents the ordinary least-squares estimates of the parameters in 
Equation 1. Also included in the table are the t-statistics for the parameter 

Table 6 Regression results

Variables Coefficient estimates

Constant 0.502 (10.80)
Yt−1 0.508 (16.83)
D61t 0.601 (8.43)
D73t 1.163 (16.30)
D73t−1 −0.379 (5.09)
D83t 0.612 (8.62)
D83t−1 0.539 (7.22)
D83t−2 0.233 (3.00)
D83t−4 0.378 (4.96)
D83t−5 0.186 (2.19)
∆(Lt + Bt) * It 0.060 (2.96)
gt * It −0.020 (4.20)
pt * It 0.014 (16.79)
F
Prob > F

257.10
(0.00)

Durbin-h
Prob > h

−0.830
(0.20)

White Chi-square
Prob > Chi-square

17.53
(0.89)

R-square
Adj. R-square

0.994
0.991

Sources: Author’s computations using the data given in Table 5 and appendix
Notes: The dependent variable in the regression is Yt, the effective number of 

right-conservative parties. For the definitions of variables, see Sect. 3, and for 
the data, Table 5 and the appendix. The equation is estimated using the 
ordinary least-squares method. The numbers in parentheses, next to the 
parameter estimates, are the absolute values of their t-statistics. All 
parameters, except the one for D94, are significant at the 1 per cent level. The 
latter is significant at the 4 per cent level
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estimates, R-square, adjusted R-square, and F values, for judging the fit of 
the equation, and Durbin’s (1970) h and White’s (1980) chi-square statis-
tics and their probability values, for checking autocorrelation and het-
eroscedasticity in the residuals and any misspecification in the model. The 
equation fits the data very well in all respects. Table 5 presents the data used, 
gives their sources, and explains in detail how the variables are defined and 
measured. As noted earlier, the data pools different types of elections: 
National Assembly general and by-elections, Senate elections, and Provincial 
Council elections. Furthermore, the elections examined are not equidis-
tant. Thus, the series at hand is not a typical time series. The lags t − 1, t 
− 2, and so forth refer to the previous election and the election before that 
and not to the number of years that have passed. The results should be 
viewed with that caveat.

According to the estimates obtained, the effective number of right- 
conservative parties fluctuates around an equilibrium of 1.02 [= 0.502/(1 
− 0.508)], which is not significantly different than one. The deviations 
from this equilibrium are related negatively to the growth rate and posi-
tively to the inflation rate under conservative ruling parties. The effect of 
growth is much greater in magnitude than that of inflation, consistent 
with the findings of Akarca and Tansel (2006) and Akarca (2009, 2010, 
2011a, b, 2015a, b) on Turkish voter behaviour. Fragmentation increases 
in  local and by-elections relative to parliamentary elections when the 
major right-conservative party is one of the incumbents. However, while 
the effects of these three factors are highly significant, they are quite small 
in magnitude. The fragmentations observed are due mainly to the coups. 
The fact that coup effects are large and statistically significant, even after 
controlling for the economy, implies that the coups transmit far more 
than the effects of economic factors.

Owing to the presence of a lagged dependent variable in the model, 
the dynamics of the coup effects cannot be deciphered easily from Table 6. 
For that reason Table  7 is constructed to present them more 
 comprehensively.24 The figures in that table suggest that the political frag-
mentations created by the 1960 and 1971 coups were short-lived. However, 
the immediate impact of the latter coup on the effective number of right- 
conservative parties was twice that of the former one (increase of 0.6 vs. 
1.2 parties). While the effect of the 1980 coup was initially the same as 
the one in 1960, its impact in later periods was much greater and lasted 
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for a much longer time. Even after more than a decade and five elections, 
its impact was almost as large as the 1960 coup’s immediate impact.25 
Nevertheless, in each case there was a consolidation towards a single 
right-conservative party.

4  Summary and Conclusions

Often electoral and governmental systems are seen as the culprits behind 
governmental fragmentations in Turkey. Although multiparty govern-
ments can emerge owing to these and other factors, in the Turkish case 
they were a consequence of political engineering by the military. The only 
time the country came close to having a coalition naturally was on June 
7, 2015, when the AK Party temporarily lost its parliamentary majority. 
Had the opposition parties in the parliament joined forces, or at least one 
of them agreed to partner with the AK Party, the November 1, 2015, 
snap election would not have been called and the first Turkish coalition 
government not created by a coup would have happened.26

Table 7 Estimated coup-induced changes in effective number of conservative 
parties

Elections after coup

Coups

May 27, 1960 March 12, 1971 September 12, 1980

1st 0.601 1.163 0.612
2nd 0.305 0.212 0.850
3rd 0.155 0.108 0.665
4th 0.079 0.055 0.338
5th 0.040 0.028 0.550
6th 0.020 0.014 0.465
7th 0.010 0.007 0.236
8th 0.005 0.004 0.120

Sources: Author’s computations using results presented in Table 6
Notes: The figures in each column are obtained as a ratio of the following 

polynomials, respectively:
(0.601) / (1 − 0.508 B)
(0.612 + 0.539 B + 0.233 B2 + 0.378 B4 + 0.186 B5) / (1 − 0.508 B)
(1.163 − 0.379 B) / (1 − 0.508 B)
where B is the backshift operator
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In the absence of military interventions, single-party governments 
would be far more common in Turkey because conservative voters, in an 
economic or cultural sense, make up the majority of the Turkish electorate 
and exhibit a tendency to gather in a single-party. Whenever their party 
came to power, however, it was viewed by the military as a threat to the 
secular, modern state and the supremacy of the military in the established 
order, and was toppled. Even though the conservative bloc was frag-
mented after each of these incidents and faced additional obstacles placed 
in their way to keep them from regaining full power, eventually they man-
aged to come together anyway, first in a right-wing coalition and then in 
a single-party government. For that reason, Turkish political history con-
sists of single-party government => coup => military rule => coalition 
governments (first incompatible, then compatible) => single- party gov-
ernment => coup cycles. Since economic growth appears to be highest 
during the first terms of single-party governments, followed by compati-
ble coalitions, later terms of single-party governments,  incompatible 
coalitions, and then military governments, these cycles in turn generate 
parallel cycles on the economic front, with economic performance going 
from good to not as good then to bad to slightly better to good again.

Many reasons are given in the literature to explain why economic per-
formance is not good under coalitions. In the Turkish case, in addition to 
these factors, the fact that such governments were fruits of coups played 
an important role as well. First of all, coalitions in Turkey often were not 
voluntary but forced marriages between left- and right-wing parties laden 
with frictions and conflicts of interest. Economic performance was espe-
cially bad under coalitions of ideologically incompatible parties. Second, 
frequent party closures and bans on political leaders hindered political 
parties from institutionalizing, developing democratic traditions (inter- 
and intraparty), and accumulating valuable experience on good gover-
nance. Worse, it caused politicians to develop a reflex of avoiding making 
decisions on critical issues, passing them on to the guardianship institu-
tions. These adversely affected the performance of single-party govern-
ments as well.

It appears that after experiencing the disastrous effects of coup cycles 
and integrating with the rest of the world, Turkish society (ordinary citi-
zens as well as the elites) transformed in a fundamental way, which in 
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turn brought the military guardianship system at the root of these cycles 
to an end. Ironically, the vacuum created by this led to a coup attempt on 
July 15, 2016, by a small “religious” order aiming to impose their own 
regime and perhaps another guardianship system. However, the way this 
takeover attempt, the bloodiest of all, was quashed, with immediate resis-
tance from all political parties (including those that sided with some of 
the previous coups), mainstream media, business associations, and most 
members of the armed forces, police, judiciary, and other state institu-
tions, and most importantly the active involvement of ordinary people 
from all ethnic, regional, cultural, and political backgrounds, a first in 
Turkish history, suggests that the democratic maturity of the society had 
reached such a level that coups will no longer be tolerated. Acemoğlu and 
Robinson (2006) explain how democracies become consolidated as civil 
society and middle class develops, and the economy becomes more 
urbanized, industrialized, and globalized. Indeed, all of these have occurred 
in Turkey over the last three decades, largely as a result of the introduction 
of the Internet, the ending of the state monopoly on television and radio, 
major improvements in the transportation and telecommunication sys-
tems, and the market-oriented reforms instituted in the 1980s by Turgut 
Özal, the prime minister at the time.

If coups are indeed out of the picture now, that will be good news for 
the economy. Then coalitions will be rarer in the future, and when they 
occur they will not be very harmful since they will be formed voluntarily 
and will be less likely to involve parties from the opposite ends of the 
political spectrum. However, as long as a sizable number of people remain 
who believe that some types of coups are good and who would not object 
to coups that are compatible with their ideology, and as long as the public 
looks to charismatic leaders rather than democratic institutions to solve 
their problems, the possibility of undemocratic interventions cannot be 
ruled out entirely. To move from a semiconsolidated to a fully consoli-
dated democracy, and to avoid the possibility of another guardianship 
system altogether, it is necessary to fill the vacuum mentioned earlier 
with new political institutions that have strong checks and balances. 
Some of the legal measures initiated in the aftermath of the July 15 coup 
attempt, such as those putting the military under civilian control and 
eliminating the military judiciary are promising in that regard but not 
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sufficient.27 Further efforts are needed to reform the civilian judiciary too, 
to establish intraparty democracy, and to empower members of parlia-
ment, especially in the face of executive powers being increased and con-
centrated.28 Perhaps these will aid in closing the performance gap between 
first and later terms of single-party governments as well.

 Appendix: Classification of Turkish Political 
Parties

Election 
date

Right- 
conservative Left-statist

Turkish- 
nationalist

Kurdish- 
nationalist

May.14, 
1950

DP CHP MP –

Sep. 16, 
1951

DP CHP MP –

May 2, 
1954

DP, TKP CHP CMP –

Oct. 27, 
1957

DP, HP CHP CMP –

Oct. 15, 
1961

AP, YTP CHP CKMP –

Nov. 17, 
1963

AP, YTP CHP, TIP CKMP, MP2 –

Jun. 7, 
1964

AP, YTP CHP CKMP –

Oct. 10, 
1965

AP, YTP CHP, TIP MP2, CKMP –

Jun. 7, 
1966

AP, YTP CHP, TIP MP2, CKMP –

Jun. 2, 
1968

AP, YTP CHP, TIP, CGP, 
TBP

MP2, CKMP –

Oct. 12, 
1969

AP, YTP CHP, TIP, GP, TBP MP2, MHP –

Oct. 14, 
1973

AP, DP2, MSP CHP, CGP, TBP MHP, MP2 –

Oct. 12, 
1975

AP, DP2, MSP CHP, TBP MHP –

Jun. 5, 
1977

AP, DP2, MSP CHP, CGP, TBP, 
TIP2

MHP –

(continued)
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Election 
date

Right- 
conservative Left-statist

Turkish- 
nationalist

Kurdish- 
nationalist

Oct. 14, 
1979

AP, MSP CHP, CGP, TBP, 
TIP2, TSIP, SDP

MHP –

Nov. 6, 
1983

ANAP, MDP HP2 – –

Sep. 28, 
1986

ANAP, DYP, RP, 
HDP, VAP

SHP, DSP, BVP MÇP –

Nov. 29, 
1987

ANAP, DYP, RP SHP, DSP MÇP –

Mar. 26, 
1989

DYP, ANAP, RP SHP, DSP MÇP –

Oct. 20, 
1991

DYP, ANAP, RP SHP, DSP – –

Mar. 27, 
1994

DYP, ANAP, RP SHP, DSP, CHP MHP, BBP –

Dec. 24, 
1995

RP, ANAP, DYP, DSP, CHP MHP HADEP

Apr. 18, 
1999

FP, ANAP, DYP, 
DTP

DSP, CHP MHP, BBP HADEP

Nov. 3, 
2002

AKP, DYP, ANAP, 
SP

CHP, DSP, GP, 
YTP2

MHP, BBP DEHAP

Mar. 28, 
2004

ANAP, DYP, AKP, 
SP

CHP, DSP, GP, 
YTP2

MHP, BBP SHP

July 22, 
2007

AKP, DP3, SP CHP, GP MHP DTP

Mar. 29, 
2009

AKP, ANAP, DP3, 
SP

CHP, DSP, MHP, BBP DTP

June 12, 
2011

AKP, DP3, SP, HAS CHP, DSP MHP, BBP BDP

Mar. 30, 
2014

AKP, DP3, SP CHP, DSP MHP, BBP BDP+HDP

June 7, 
2015

AKP, DP3, SP CHP, DSP MHP HDP

Nov. 1, 
2015

AKP, DP3, SP CHP, DSP MHP, BBP HDP

Sources: Same as Table 4
Notes: Only parties that received more than 1 per cent of the vote in at least one 

election and parties that split from them are considered. Incumbent parties are 
in bold. Major incumbent parties are also underlined. In each category, the 
party that received the highest number of votes is listed first. The Turkish 
acronyms used in the table and the parties they represent are as follows:

AKP: Justice and Development Party

(continued)
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ANAP: Motherland Party
AP: Justice Party
BBP: Grand Unity Party
BDP: Peace and Democracy Party
BVP: Grand Nation Party
CGP: Republican Reliance Party
CHP: Republican People’s Party
CKMP: Republican Peasant’s Nation Party
CMP: Republican Nation Party
DEHAP: Democratic People’s Party
DP: Democrat Party (1946–1960)
DP2: Democratic Party
DP3: Democrat Party (1975–1981)
DSP: Democratic Left Party
DTP: Democrat Turkey Party
DTP2: Democratic Society Party
DYP: True Path Party
FP: Virtue Party
GP: Young Party
HADEP: People’s Democracy Party
HAS: People’s Voice Party
HDP: Free Democrat Party
HDP2: People’s Democracy Party
HP: Freedom Party
HP2: Populist Party
MÇP: Nationalist Work Party
MDP: Nationalist Democracy Party
MHP: Nationalist Action Party
MP: Nation Party (1948–1954)
MP2: Natıon Party (1962–1981)
MSP: National Salvation Party
RP: Welfare Party
SDP: Socialist Revolution Party
SHP: Social Democratic People’s Party
SP: Felicity Party
TBP: Turkish Unity Party
TIP: Turkish Labor Party (1961–1971)
TIP2: Turkish Labor Party (1975–1981)
TKP: Turkish Peasant’s Party
TSIP: Turkish Socialist Labor Party
VAP: Citizen Party
YTP: New Turkey Party (1961–1971)
YTP2: New Turkey Party (2002–2004)
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Notes

1. Minority governments ruled for 3 and coalition governments for 21 
years. Here the two types of government are lumped together because 
minority governments in essence are coalitions, as they require the con-
sent and support of another party or parties to survive.

2. Economic conditions under coalition and minority governments are 
reported separately in the notes to the table.

3. The reason why economic performance is poorer under coalition govern-
ments compared to single-party governments is beyond the scope of the 
present study. However, we can mention here some of the key reasons 
given for this in the literature. Reaching decisions in a timely fashion is 
more difficult when the number of partners involved is large. Because 
the probability of government’s dissolution at any given moment is 
higher in the case of coalitions than single-party governments, the for-
mer are more prone to postponing painful adjustments that are needed 
for the long-run health of the economy. The shorter time horizons of 
coalition governments also causes fiscal discipline to be weaker under 
them. Furthermore, incentives to indulge in populist policies and trans-
fer activities is greater for coalition governments because under such gov-
ernments it is more difficult for voters to apportion blame among 
partners for the adverse effects of these, and as long as one partner 
indulges in them, there is little benefit for the other partners of not 
indulging.

4. In this paper, coups are defined as in Powell and Thyne (2011): “illegal 
and overt attempts by the military or other elites within the state appa-
ratus to unseat the sitting executive.” Note that this definition allows for 
the possibility of coups not being led by the military and considers over-
throwing governments through threats of military intervention but 
without use of force as coups as well. According to O’Kane (1987), a 
coup is considered to be to be successful if it leads to the “installation in 
power of a government of the conspirators’ own choosing.” Thus we can 
say that coups were attempted in Turkey in 1960, 1962, 1963, 1971, 
1980, 1997, 2007, and 2016. Of these, the ones in 1960, 1971, 1980, 
and 1997 were successful.

5. For surveys of the economic voting literature, see Lewis-Beck and Paldam 
(2000), Lewis-Beck and Stegmaier (2000, 2008, 2009, 2015), and 
Stegmaier and Lewis-Beck (2013). Akarca and Tansel (2006, 2007) and 
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Akarca (2009, 2010, 2011a, b, 2015a, b) show that Turkish voters 
behave very similarly to the patterns described in that literature.

6. Kim (2016), Bell (2016), Gassebner et  al. (2016), Hiroi and Omori 
(2013), and Bouzid (2011) survey studies on coups in other countries. 
The first one investigates in particular whether the economy is a determi-
nant of coups.

7. Londregan and Poole (1990) dub such dynamics of one coup leading to 
another coup a “coup trap.”

8. For example, the 9 March 1971 coup plot, which was prevented by the 
March 12 1971 coup, was planned by some socialist intellectuals and 
leftist officers. The political parties that espoused the views represented 
by the organizers of that coup plot received no more than 3 per cent of 
the vote in various elections they contested democratically.

9. The Gülen movement, which masterminded the 15 July 2016 takeover 
attempt, is a prime example of this. Can (2014) explains how and why 
this religious organization “that probably has 2–3 per cent support at 
most came to control nearly the entire judiciary and became an asym-
metrical power center.” In recent years, it has become apparent that pros-
ecutors and judges belonging to this group had tried to eliminate rivals 
from the military and civilian bureaucracy and embarrass and destabilize 
the government through various rigged investigations. To help their 
members in the military schools succeed, they provided them the ques-
tions to various tests in advance and arranged the dismissal of cadets 
competing with them through trumped-up charges and manipulated 
health and performance evaluations.

10. For example, the failed coup attempt on 22 February 1962 was orga-
nized by officers who were about to be removed from their positions by 
another junta. The 21 May 1963 coup attempt, on the other hand, was 
a come-back effort by those removed after the unsuccessful 1962 attempt. 
The 12 March 1971 coup was implemented to some extent to counter 
the leftist junta that planned the 9 March 1971 coup. Similarly, the 15 
July 2016 coup was timed by the Gülenists to preempt the dismissal of 
their members from the armed forces; it was suspected that it would take 
place in about a month.

11. The 1960, 1971, 1980, 1997, and 2007 coups were of Type 1. The coups 
in 1962, 1963, and 2016 were of Type 2.

12. For classification of parties into the four categories, see the Appendix. 
The left-statist group is labeled as such, even though its leading parties 

 Single-Party Governments as a Cause and Coalitions… 



96 

cannot be considered left, because they label themselves as such at least 
since late sixties and occasionally small leftist parties have emerged from 
them. Also left-leaning people vote for them. In many studies, the 
Turkish nationalist and conservative parties are grouped together, and 
analyzed as the Turkish right wing. However, since a distinct Turkish 
nationalist party existed constantly since 1950, except for brief periods 
when it was banned by military juntas, it is more appropriate to treat it 
as a separate movement. Although the rest of the right wing occasionally 
fragmented into several parties, they always regrouped, as will be 
explained below.

13. It was the French version of secularism (laïcité) that was adopted, which 
keeps religion from interfering in state affairs but allows the state to con-
trol religious institutions, rather than its Anglo-Saxon version, which 
keeps the state from interfering in religious affairs and vice versa. Also, 
unlike Ottoman reform efforts, which allowed many of the old institu-
tions and traditions to coexist with the new modern ones, republican 
administrations aimed to eradicate the ancien régime altogether. These 
exacerbated the resistance.

14. This was not new. The military was the first institution to be westernized 
and modernized in the Ottoman Empire, and it was given the duty and 
powers to guard the reform efforts. Interestingly, over time the military 
leaders took this duty to heart and increased their powers so much that 
they gained the ability to replace the emperors who had entrusted them 
with this task for not westernizing and modernizing fast enough and for 
trying to curtail their guardianship role.

15. Actually, the right-conservative Democrat Party (DP), which came to 
power in 1950, was expected to serve as a small opposition party, facili-
tating the emergence of democracy without rocking the boat. The party’s 
success was a total surprise both for the party itself and for the CHP. This 
is evident from the fact that the DP demanded a proportional election 
system before the 1950 election, while the CHP insisted on retaining the 
majoritarian system, and then the two parties reversed their positions 
after the election.

16. For excellent discussions on how the guardianship system evolved, the 
cleavages it created in society, and the distortions it generated in the 
political system, see Mardin (1973), Can (2014), and Koçak (2014, 
219–77). Aydınlı (2012) discusses how it transformed over time, and 
Ünay and Dilek (2016, 211–15) show how it extended into the eco-
nomic sphere.
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17. All of the Type 1 coups except one were successful (those in 1960, 1971, 
1980, and 1997, but not the one in 2007). None of the Type 2 coups (in 
1962, 1963, 1971, and 2016), on the other hand, were successful. For 
that reason and because their goal was not just the fragmentation of the 
conservative bloc but a permanent or long-term takeover, Type 2 coups 
are not included in Table 3.

18. As stated earlier, economic performance under such coalition govern-
ments was particularly poor.

19. The prime minister resigned from his party before taking office, though, 
to appear as an independent.

20. It should be noted, however, that the leader of the CHP in 1980 was not 
the leader of the party in 1971 but its secretary general, and also that he 
supported the 1960 coup, and his party cooperated with the juntas in 
1960 and 1971 and nominated one of the 1971 junta leaders as their 
presidential candidate in 1980.

21. All of the parties banned after the 1980 coup were legalized in 1994, but 
of those only the CHP regained prominence and eventually reunited the 
fragmented left-statist segment. The Turkish-nationalist and right-con-
servative groups continued under the banners of their new parties.

22. The MHP’s vote share, which was at most 8 per cent until 1995 (except 
right after the banning of the DP in 1960), rose to double digits after 
that date, except in 2002 when the party was one of the incumbents.

23. It is taken as zero in 1975 and 1977, even though the major incumbent 
was a right-conservative party because almost all of the other right-wing 
parties were in power as well.

24. In Table 7, the elections are treated as if they are equidistant from each 
other. Therefore, the table should interpreted with this caveat in mind.

25. It should be noted that part of the slight jump in the impact between the 
fourth (1989) and fifth (1991) elections and the small drop between the 
fifth (1991) and sixth (1994) elections are due to the Turkish- nationalist 
MHP entering the 1991 election under the banner of the right-conser-
vative RP. Raising the vote share of the third largest conservative party 
gave the appearance of greater fragmentation in that camp. A desire to 
circumvent the 10 per cent election threshold was the motivation behind 
the RP-MHP partnership in 1991.

26. However, had that coalition materialized, it could still be tied to a 
coup. Most AK Party supporters who deserted the party on June 7, 
2015, especially the ethnic Kurdish ones, did so strategically to help 
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the HDP gain representation in the parliament. Rather than fielding 
independent candidates, as it and its predecessors had done in the 
past to circumvent the 10 per cent election threshold, the HDP 
decided to participate in the June 2015 election officially. The unusu-
ally high threshold was established by the leaders of the 1980 coup. 
After observing that the HDP surpassed the threshold handily and 
regretting the instability they created, many of the same voters 
returned to the AK Party on November 1, enabling it to form a sin-
gle-party government. For a more detailed analysis of the election 
outcomes mentioned, see Akarca (2015b).

27. Ünay and Dilek (2016, 227–28) list these measures.
28. For example, it would be desirable to couple the presidential system that 

will take effect in 2019, with single-member parliamentary districts for 
which party candidates are chosen through primaries rather than picked 
by the party leaders, and winning candidates chosen through two-round 
elections as will be the case with the president.
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Between Risks and Opportunities: Social 
Policies in Contemporary Turkey

Mehmet Fatih Aysan

1  Introduction

Studies on social policy and social expenditures are increasingly attracting 
researchers across the world. In Turkey, such studies have increased pro-
nouncedly since the early 2000s. These studies have generally taken the 
form of case studies on specific policy areas – such as poverty, retirement, 
or health (Agartan 2012; Aysan 2013; Ceylan 2016) – rather than that of 
broader studies addressing the social policy system as a whole, though 
there have also been more extensive studies with conceptual and often 
ideological motives (Bugra and Adar 2008). Both sorts of studies have 
their flaws. While case studies are inadequate for researchers to situate 
macro social changes and social policy transformations correctly, more 
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conceptual but non-empirical studies have generally been limited to 
generic criticisms of neo-liberalism.

In fact, no systematic study on the main roles of the welfare regime in 
Turkey has ever been published. This short chapter offers a modest step 
in this direction, focusing on the social policies of Turkey since the 2000s. 
It is based on a nation-wide empirical study (N: 1630) entitled 
“Understanding the Welfare Regime of Turkey: Institutions and 
Individuals” (Aysan 2016a). This study aimed to understand the effects 
of various welfare players, particularly social policy institutions, on wel-
fare distribution and citizens’ welfare perceptions and satisfaction levels. 
In addition to the quantitative data obtained during the study, interviews 
with citizens and experts working in public and private institutions con-
tributed a qualitative element to the research.

When social policies in Turkey are examined over the 2000s, two dom-
inant trends stand out. First, it is possible to talk about a path depen-
dency in the social policy regulations of the contemporary period. 
Populism and a family-centred social policy perspective constitute the 
foundation of this continuity. Hence, due to this path dependency, there 
has been confusion about the types of reforms and the logic of social 
provisions preventing the institutionalisation of social policies in Turkey. 
Secondly, there has been a remarkable increase in public social spending 
since the 2000s, which cannot simply be explained by the populism of 
the Justice and Development Party (AK Party) or by the transition of the 
Turkish welfare regime to a Social Democratic one. The main causes of 
this rapid increase in public social spending include Turkey’s status as a 
latecomer welfare state, its increasing levels of prosperity, and structural 
factors such as an ageing population and new social risks leading to the 
rapid increase in public social spending in the 2000s. Hence, recent 
developments in Turkey’s social policies and social spending must be 
explained not only through global developments but also through the 
country’s own endogenous characteristics.

This paper consists of three main parts. The first part will detail the 
basic characteristics of the Turkish welfare regime and contemporary 
social policies. The second part will focus on the five basic pillars of social 
policy –education, social security, health, social services, and housing – to 
show how the basic arguments highlighted in the previous paragraph have 
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dominated Turkey’s policy implementations since the 2000s. The third 
part will offer a brief discussion of some of the challenges facing sustain-
able social policies in Turkey and offer recommendations for addressing 
them.

2  The Main Characteristics of the Turkish 
Welfare Regime and Social Policies 
in Turkey

The welfare state classification has occupied much of the welfare state 
research focusing on social expenditures, inequality, and the commodifi-
cation of public services since the 1990s (Esping-Andersen 1990; Ferrera 
1996; Korpi and Palme 1998; Trifiletti 1999; Scruggs and Allan 2006). 
In light of these studies, Organisation for Economic Co-operation and 
Development (OECD) countries can be examined in four welfare regime 
clusters: the social democratic, liberal, continental European, and south-
ern European. Researchers have also studied and conducted comparative 
research on other parts of the world, especially post-Soviet countries or 
eastern Europe (Deacon 2000 ), East Asia (Gough 2001; Walker and 
Wong 2005), and the Middle East (Jawad 2009; Aybars and Tsarouhas 
2010), which often have diverse historical and institutional characteris-
tics that affect welfare distribution.

In welfare regime classifications, some comparative studies analyse 
Turkey under the southern European or Mediterranean welfare regime 
(Gough 1996; Bugra and Keyder 2006; Gal 2010; Aysan 2013), while 
others consider it to be part of the Middle Eastern group (Aybars and 
Tsarouhas 2010). Whether it is considered a member of these groups or 
not, the Turkish welfare regime has undergone substantial transforma-
tions since 2000. These changes stem both from global socio-economic 
determinants and from other factors that are peculiar to the social struc-
ture and demographic characteristics of Turkey.

One of the essential characteristics of the Turkish welfare regime is the 
role of families in the management of social risks, which has parallels with 
southern European and Middle Eastern countries. The Turkish  welfare 
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regime can be characterised by a preference for family solutions to welfare 
problems. In this regime, people rely primarily on their families, some 
extended forms of kinship, or other social networks. In addition to the 
family, another important player in the Turkish welfare regime is local 
actors. These can take the form of a particular religious group or a net-
work of people who migrated from the same rural region. The influence 
of religious values and regional ties is especially significant in the provi-
sion of social welfare in Turkey.

During the Ottoman period, vakıfs (foundations) undertook social 
responsibilities that the state did not or could not fulfil. Their services 
extended into the areas of education, health, shelter, infrastructure, and 
religion. Even though most of them have since disappeared, their func-
tions continue to be carried out by non-profit organisations and non- 
governmental organisations heavily influenced by religious and traditional 
values. Such organisations provide social services both for Turkish citi-
zens and for people in need outside of the country.

Another important feature of the Turkish welfare regime is the role of 
populism and patronage in welfare distribution. According to Ferrera 
(1996) and Gal (2010), populism and patronage in southern European 
countries are linked to historical commonalities, particularly those related 
to the process of political mobilisation and the establishment of state 
institutions in these countries. In countries like Turkey that experienced 
a rapid urbanisation process and high rural–urban domestic migration, 
populism and patronage are considered to be a general welfare distribu-
tion mechanism, where welfare benefits are offered in return for political 
support in elections. These cliental relations have been strengthened by 
ongoing political tensions among political parties and ideologies as well 
as by weak political institutions, especially in the 1980s and 1990s. For 
example, the decision to lower Turkey’s official retirement age in 1992 
was a populist move that negatively affected the long-term sustainability 
of the pension system and public budget (Aysan 2013). In cases like these, 
despite financial risk in the long term, politicians use populist policies to 
gain a majority of electors’ votes for upcoming elections. Such populist 
policies are not peculiar to right-wing parties; on the contrary, they have 
been championed by all political parties in the 2010s. In the 2016 gen-
eral-election campaigns, for example, one of the opposition  parties prom-
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ised a tremendous increase in the minimum wage and pension benefits 
without any economic explanation of how it would happen.

In Turkey, due to the historical strength of statist economic policies, 
the market did not have a significant role in any aspect of social life, espe-
cially in welfare distribution, until the 1980s. With the implementation 
of export-oriented industrialisation and neo-liberal policies, the private 
sector started to flourish after the 1980s. Parallel to neo-liberal trends in 
the world, new economic policies led to the privatisation of state-owned 
enterprises, the rise of subcontracting, and increasing flexibility in labour 
markets. These new policies affected welfare distribution in Turkey in two 
important ways. First, the state gradually withdrew from its important 
welfare role as an employer through the privatisation of state-owned 
enterprises. Second, neo-liberalism led private entrepreneurs to invest in 
various sectors that had traditionally been dominated by the state, such 
as healthcare and education. These trends brought new challenges to 
workers in relatively secure and well-paid jobs in the public as well as 
private sector.

Four main pillars determine the distribution of the welfare: the state, 
the family, the market, and local actors such as non-profit organisa-
tions, associations, and foundations. Figure 1 shows the role of these 
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Fig. 1 The role of welfare actors in welfare distribution in Turkey (%), 2016 
(Source: Aysan 2016a)

 Between Risks and Opportunities: Social Policies… 



106 

four welfare actors in Turkey. Family (93%) and the state (90%) are the 
most important welfare actors in Turkey, while market (60%) and local 
actors (54%) are less significant players in welfare distribution. When 
asked their view on the role these actors should play in future, 92% of 
respondents said that the state should play a more active role in welfare 
distribution; 91% said the same of the family, while 63% and 62% said 
the same of the market and local actors, respectively.

Although some researchers have described Turkey as a residual and 
weak welfare state (Bugra and Keyder 2006; Bugra and Adar 2008), the 
Turkish state has a significant role in welfare distribution, particularly in 
the areas of health, social security, and social services. The family is 
another important player in welfare distribution in Turkey, and people 
want these two players to continue their welfare roles. Even though mar-
ket and local actors do not contribute to the welfare system in Turkey to 
the degree that the state and family do, they still serve some welfare dis-
tribution functions. In light of these four players, the main characteristics 
of the Turkish welfare regime can be summarised as follows:

 (1) Welfare is distributed through state- and family-centred institutional 
mechanisms.

 (2) Local actors based on traditional and religious values, such as non- 
profit organisations or religious or ethnic groups, have welfare 
functions.

 (3) The market has a relatively minor but increasing role in welfare 
distribution.

 (4) Populism and patronage are two important welfare distribution 
forms used by governments.

3  The State and Social Policies in the Early 
Twenty-First Century

According to Ferrera and Rhodes (2000), the erosion of ideological con-
sensus and economic crises have led to a recasting of European welfare 
states. Economic globalisation has generated a debate on neo-liberal con-
vergence, as states increasingly make cuts to their social expenditures and 
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people come increasingly to rely on the market for social services. The 
privatisation of social services and the individualisation of social risks are 
the main markers of the neo-liberalisation process. The convergence 
approach asserts that European welfare states’ adoption of policies of 
retrenchment and neo-liberalisation has led to a process of neo-liberal 
convergence. Hence, the extent to which welfare regimes are stable and 
path dependent is under debate as a result of the neo-liberalisation pro-
cess in various welfare regimes.

An analysis of public social expenditure is one way to assess these neo- 
liberalisation arguments. According to the OECD (2008, 499), public 
social expenditure is the provision of benefits and financial contributions 
by public institutions to households and individuals to provide support 
during circumstances that adversely affect their well-being, provided that 
the provision of these benefits and financial contributions constitutes 
neither a direct payment for a particular good or service nor an individual 
contract or transfer. Table 1 shows public social expenditure as a percent-
age of GDP in the OECD region and Turkey between 1980 and 2013. 
Turkey devoted only 4% of its GDP to public social expenditure in 1980, 
in contrast to the OECD average of 14.9%. Old-age and survivor spend-
ing, which covers pensions and other types of cash and in-kind benefits, 
was one of the biggest spending areas among these expenditures. The 
weight of this expenditure area increased, particularly in Turkey, from 
2.3% in 1990 to 8.2% in 2013. Another important expanding policy 

Table 1 Public social expenditure and selected branches as percentage of GDP, 
1980–2013

Turkey OECD

Health
Old 
Age Family Other Total Health

Old 
Age Family Other Total

1980 1.4 1.3 0.6 0.7 4.0 4.2 5.7 1.5 3.5 14.9
1985 0.8 1.4 0.5 0.5 3.2 4.2 6.2 1.5 4.6 16.5
1990 1.5 2.3 0.9 0.8 5.5 4.4 6.4 1.6 4.5 16.9
1995 1.8 2.7 0.2 0.9 5.6 4.7 7.0 1.8 5.3 18.8
2000 2.9 4.0 0.2 0.6 7.7 4.9 6.8 1.8 4.5 18.0
2005 3.5 6.0 0.3 0.5 10.3 5.4 6.8 1.9 4.7 18.8
2010 4.2 7.7 0.4 0.5 12.8 6.0 7.8 2.3 5.0 21.1
2013 4.0 8.2 0.4 0.8 13.4 6.0 8.2 2.1 4.8 21.1

Source: OECD (2017)
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area is health services. In 2013, 4% of GDP in Turkey and 6% of GDP 
in the OECD was spent on public health services. Hence, contrary to 
some researchers who argue that there has been a retrenchment of the 
welfare state (O’Connor 1973; Offe 1984; Mishra 1999), the social 
expenditures of the welfare state have not decreased. In the Turkish case, 
public social spending increased from 4 to 13.4%, the highest increase in 
the OECD region, between 1980 and 2013.

According to Spicker, social policy focuses on the provision of social 
services, and the welfare state provides social services through the big five 
social policy areas: education, social security, health, social services, and 
housing (1995, 3). Important social policy reforms occurred in these 
areas during the 2000s. In Turkey, social security and health reforms in 
2006 and the establishment of the Ministry of Family and Social Policies 
in 2011 were particularly important in helping to cope with long-term 
demographic and economic problems. The following section will analyse 
these five social policy areas to provide a better understanding of the 
social policies being implemented in them and any changes that have 
taken place to these policies over the past decades.

3.1  Education

Education is principally considered in terms of schooling, though in 
actuality it extends far beyond this to various sorts of training aimed at 
social development and employment. While the main emphasis within 
this is on children, there is scope for education for all age groups through 
the lifelong learning approach (Spicker 2014, 152). The Turkish National 
Education System consists of formal education and non-formal  education. 
While formal education refers to the regular education conducted within 
a school for individuals in a certain age group, informal education pro-
vides all people regardless of their education level and age with the oppor-
tunity for education to help them adjust to scientific, economic, 
technological, and cultural developments.

According to statistics from the Ministry of National Education (2017), 
the formal education system has improved significantly since 2002. The 
percentage of primary-school-age children enrolled in school increased from 
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91% in 2002–2003 to 95% in 2015–2016. The number of students going 
on to higher education increased from 15% in the 2002–2003 academic 
year to 41% in 2015–2016. During this period, a number of important 
new laws and administrative reforms were implemented. Compulsory edu-
cation was expanded to 12 years as of the 2012–2013 school year. The 
number of teachers also increased significantly, and the infrastructure of 
schools was improved. For example, the student–teacher ratio in primary 
education improved from 28:1  in 2002–2003 to 18:1  in 2016–2017. 
Similarly, the student–teacher ratio in secondary education improved from 
16:1  in 2002–2003 to 13:1  in 2016–2017. The number of students per 
class was also lowered through the creation of new schools. Even though the 
total number of secondary- school students increased from 2.4 million to 
5.2 million between 2002 and 2017, the number of students per class 
declined from 30 to 20 during the same period.

During the 1990s and 2000s, the market started to play a more active 
role in welfare distribution in the educational sector in Turkey. The num-
ber of students in private schools increased nearly eightfold from 51,000 
to 390,000 over the period between 2002 and 2017. In the 2016–2017 
academic year, 15% of all types of schools from kindergarten to high 
schools were private schools, which covers about 8% of all students 
(TURKSTAT 2017). In 2017, there were 112 public universities, 65 pri-
vate universities, and 6 private vocational schools in Turkey.

3.2  Social Security

Despite efforts to address the fragmented structure of the Turkish social 
security system in 2006, the system maintains a threefold structure, with 
the Sosyal Sigortalar Kurumu (Social Insurance Institution, henceforth 
SSK) for blue-collar workers, Emekli Sandigi (Retirement Fund, hence-
forth ES) for white-collar employees working in public institutions, and 
Esnaf ve Sanatkarlar ve Diger Bagimsiz Calisanlar Sosyal Sigortalar 
Kurumu (Social Security Institution for Craftspeople, Tradespeople, and 
Other Self-Employed People, henceforth Bag-Kur) for craftspeople, mer-
chants, agricultural workers, and other self-employed people.
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In 1950, active insured people who contributed to the social security 
system and their dependents constituted only 4% of the total popula-
tion. The institutionalisation of social security services led to an increase 
in the insured population over the following decades. By 2015, the per-
centage of insured people (active insured, dependents, and pensioners) 
increased to 86% of the total population (Social Security Institution 
2017). Nevertheless, the total number of active insured people contrib-
uting to the system has not increased considerably over the past 70 years. 
The significant increase in the total insured population has been due 
mainly to an increase in pensioners and dependents. In 2015, the active–
passive (insured–pensioner) ratio was only 1.92 to 1.0 (Social Security 
Institution 2017).

Pension income is provided by the state for those who have paid old- 
age pension premiums. Pension benefits are central instruments that help 
the state distribute welfare (Aysan 2013). The Turkish state plays a more 
active role in the welfare of older people than of other age cohorts. In 
spite of Turkey’s relatively young population, the share of public pension 
spending in total government expenditure is relatively higher in Turkey 
compared to more aged populations such as Canada and Denmark.

Owing to various systemic changes based on populist measures, the 
retirement system for the young Turkish population has faced many 
problems since the late 1960s. A 1992 law replaced the minimum age 
requirement for retirement with a minimum period of attachment to the 
social security system. The 1992 legislation effectively brought down the 
pension eligibility age to 38 for women and 43 for men for those who 
started to work at the age of 18. Therefore, owing to the option for early 
retirement, Turkey has the longest average period of pension eligibility 
among OECD countries (OECD 2011, 29). Numerous changes in pen-
sion laws show how populism has played an important role in pension 
polices. Most of these pension laws were passed before elections in order 
to get political support. These early retirement policies also highlight the 
populist characteristics of the welfare regime. These populist regulations 
were promoted by the governments not only as a gift for current employ-
ees who retired at very young ages but also as an employment opportu-
nity for unemployed youth. Considering the present high unemployment 
rates for the 15–24 age group in Turkey, which stood at 21.9% in April 
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2017 (TURKSTAT 2017), increasing conflicts in domestic politics, and 
global economic fluctuations, it seems likely that similar populist regula-
tions will once again be implemented in the near future. Hence, as 
Esping-Andersen (1999) and Myles (2002) have shown for the continen-
tal and southern European welfare regimes, early retirement options have 
been used by governments to reduce persistent high unemployment rates.

3.3  Health

Healthcare is another significant service that influences the well-being of 
citizens through social security. Basic healthcare is provided by the state 
for those who pay social security premiums. Spouses and dependent chil-
dren of the insurant also enjoy healthcare benefits through three different 
social security institutions (ES, SSK, and Bag-Kur). The AK Party gov-
ernment first introduced a 10-year health system reform called the health 
transformation programme, which aimed to develop a public universal 
healthcare system for all citizens. Various reforms during the 2000s 
increased the number of social services provided by the market. For 
example, the healthcare reform, Law 5502 on Universal Health Insurance, 
was enacted in 2006. This law, which accompanied Law 5510 on Social 
Security and Universal Health Insurance, aimed to unify the health ser-
vices of different occupation-based social security institutions (ES, SSK, 
and Bag-Kur). These new reforms led to a rapid expansion of health 
insurance coverage and access to healthcare services for all citizens, espe-
cially for the poor in Turkey (Atun et al. 2013). In addition to depen-
dents of insured people, the poor and children under 18 years are entitled 
to benefit from the same healthcare services without paying social secu-
rity premiums. When dependents and people who have general health 
insurance are included, the healthcare system covered 98% of the total 
population as of 2015 (Social Security Institution 2017).

The proportion of government and compulsory health insurance schemes 
as a percentage of current expenditures on health increased from 70% in 
2002 to 77% in 2015, while the OECD average increased only from 72 
to 73% during the same period (OECD 2017). The total number of 
medical institutions rose from 9,685 to 30,449 between 2002 and 2015. 
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During the same period, owing to the increase in the number of medical 
institutions, the number of hospital beds per 1,000 people increased 
from 2.48 to 2.66. Healthcare improvements such as the introduction of 
family-medicine-centred primary care, the expansion of hospital capac-
ity, and health-insurance coverage for the poorest citizens increased the 
quality of healthcare services and helped lower mortality rates. Life expec-
tancy at birth for both sexes increased from 72 to 78 between 2002 and 
2015, while infant mortality (deaths per 1,000 live births) declined from 
29.6 to 10.7 in the same period (OECD 2017).

3.4  Social Services

Social services are a range of public services provided by the state, market, 
and voluntary organisations to deal with the social risks individuals, fam-
ilies, and communities may face in their life course. The main objective 
of social services is to increase the individual and collective well-being of 
citizens. Care that necessitates a variety of types of personal and medical 
assistance and counselling is a key part of social services. In Turkey, the 
Ministry of Family and Social Policies provides three principal groups 
with care services: people with disabilities, children, and older people.

Long-term care service is the institutional care provided by state or 
private organisations. With the new incentives provided by the state for 
private nursing homes, the number of private nursing centres increased 
gradually from 10 in 2007 to 156 in 2015. The number of clients at such 
centres also increased rapidly from 351 to 10,823 during the same period. 
In contrast, the number of official nursing centres run by the ministry 
tripled from 64 to 203, and the total number of clients who received 
services rose from 4,000 to almost 7,000 during the same period. Hence, 
the increase in state-based nursing centres is relatively lower compared to 
the significant increase in private nursing centres and home-based 
nursing.

In spite of the significant increase in institutional formal care, there is 
considerable evidence that informal care substitutes for formal care. 
Long-term care at home has been mostly carried out by mothers and 
daughters who have limited or no education (Aysan and Aysan 2016). 
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Nevertheless, the number of applicants for long-term, care at home 
options have increased since such an option was first established in 2007. 
While there were about 30,000 people with disabilities who received 
homecare support in 2007, this increased to 508,000 in 2015. Since new 
people are receiving information about homecare support in increasing 
numbers, the number of homecare beneficiaries is projected to increase in 
the near future. The total amount paid by the state for homecare nursing 
increased from 35 million Turkish lira (TL) to 3.8 billion TL between 
2007 and 2015.

The gendered division of labour also affects the labour force participa-
tion rates of women in Turkey. This is mainly due to a lack of childcare 
support for families and the traditional role of women in childcare. In 
Turkey, early childhood education and care are centralised under the 
authority of the Ministry of National Education and the Ministry of 
Family and Social Policies. Despite an emphasis on increasing the avail-
ability of services and programmes for young children and families since 
the early 1990s, preschool remains non-compulsory and the preschool 
enrolment rate among children aged 3–5 is very low, at 31% in 2015 
(OECD 2015). For children aged 0–35 months, there is no public provi-
sion of childcare services mandated by law. For children aged 36–47 
months, public provision of childcare services is very limited. Moreover, 
full-day childcare options are mainly provided by the market, while pub-
lic preschools generally operate either in two half-day shifts or only on a 
half-day basis (World Bank 2015, 22). The high cost of institutional 
childcare is another problem for Turkish mothers. Public care services are 
very limited in terms of age (for all mothers) and hours of operation (for 
working mothers in particular).

3.5  Housing

According to Spicker (2014), the root of many problems in Europe is a 
shortage of adequate housing. This shortage means that households have 
to fit into a limited number of available dwellings, which are often expen-
sive for middle-income citizens. Many of the key issues in deprivation 
and inequality are related to housing and neighbourhood characteristics. 
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In Turkey, the Toplu Konut Idaresi Baskanligi (Housing Development 
Administration, henceforth TOKI), established in 1984, is the key public 
institution responsible for providing affordable housing for citizens. New 
regulations in the early 2000s helped TOKI to broaden its scope. Today, 
TOKI operates in various fields, such as social housing, urban renewal 
projects, disaster housing applications, migrant dwellings, and income- 
sharing projects, based on a revenue-sharing model.

This new scope and new development strategy led to a significant 
increase in the number of houses constructed by TOKI. While approxi-
mately 44,000 residential buildings were produced by TOKI between 
1984 and 2002, it constructed over 500,000 residential units between 
2003 and 2011. TOKI aims to construct an additional 700,000 housing 
units by 2023 (TOKI 2017).

A detailed analysis of TOKI projects shows that it is mostly upper- 
middle- class citizens who benefit from TOKI projects. About 41% of the 
social housing projects benefited the targeted middle-income groups, 
while only 23% were for the low-income group. Urban transformation 
projects have recently become increasingly significant, with 15% of hous-
ing projects done by TOKI. Resource-development projects developed in 
partnership with big construction companies are also an important part 
of TOKI’s activities. About 17% of its housing projects are produced 
through such collaborations, yet these houses are generally very expensive 
even for middle-income citizens.

4  Policy Recommendations for the New 
Challenges Ahead

According to Pierson (2007), there are three main challenges –globalisa-
tion, demographic changes, and new social risks – for the welfare regimes 
of the twenty-first century. These problems are also valid for Turkey. First, 
globalisation has given rise to various economic challenges to the post- 
Second World War economic system. The production system has evolved 
from a Fordist one based on large stocks (just-in-case), standardised prod-
ucts, and mass production to a post-Fordist production system based on 
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flexible machinery, lean production, minimal stocks (just-in-time), and 
differentiated products (Krahn et al. 2007). In addition, the characteris-
tics of the labour market have changed since the 1980s. Rifkin (2004) 
interpreted technological developments and deskilling as the main char-
acteristics of a new era in which fewer workers are needed to produce 
goods and services. Competitive global trade and profit maximisation 
goals have led multinational companies to move their production to 
newly industrialising countries that have less regulation and job security. 
The impact of outsourcing and the increase in precarious jobs also have a 
significant impact on unskilled workers and their social security in Turkey.

Second, the continuing change in the demographic structure of the 
Turkish population poses noteworthy challenges in terms of meeting the 
needs of the ageing population. Population ageing has a negative effect 
on economic growth owing to the old-age dependency ratio – the ratio of 
the population aged 65 and older to the population aged 15–64. In the 
contemporary world, it is difficult for ageing populations to sustain gen-
erous retirement benefits and increasing health costs due to slow eco-
nomic growth. The Turkish welfare regime faces a double burden. First, 
despite its younger population, its pension system suffers from budget 
deficits (Aysan 2013, 158). Second, according to projections, Turkey will 
have lost its demographic opportunity by the 2050s, meaning that the 
financial constraints on the pension system will become more intense. 
Despite the significant progress of a 2006 reform in achieving a sustain-
able and fair social security system, more needs to be done to encourage 
standard employment opportunities and intergenerational justice.

Third, new social risks, particularly changes in family formation and 
gender roles, pose important challenges to welfare regimes (Pierson 2007, 
222–223). Welfare in Turkey has traditionally been distributed on the 
basis of the gendered division of labour in the family, reproducing the 
well-known male-breadwinner model (Aysan 2013). Men have been 
responsible for meeting the economic needs of the household, while 
women have been responsible for unpaid domestic labour and caring for 
children and older people (Aysan and Aysan 2016, 43). However, this 
situation is changing. The rise in women’s educational level and rates of 
participation in the labour force has challenged traditional gender roles 
in society as well as within families. Especially in the early twenty-first 
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century, Turkish families underwent rapid changes, such as increased 
flexibility in modes of entry into and exit from the labour force, increased 
variability in work-force participation across families, changes in the 
social meaning of fatherhood and motherhood, and new associations 
between gender and family earnings (Koc et  al. 2015; Aysan 2016b). 
Changes in family structure and increases in labour force participation 
among young and educated women challenged the family’s dominant 
role in traditional welfare distribution in Turkey. Another important 
social challenge has been the huge migration flows from Syria and other 
neighbouring countries into Turkey. As of 2017, there are over 3 million 
immigrants in Turkey. In addition to the security issues these migrants 
pose, their social and economic adaptation to Turkey will pose some of 
the greatest challenges for the Turkish welfare regime in the years ahead.

Alongside these three global trends, two other challenges peculiar to 
the Turkish welfare regime limit the success of social policy reforms: pop-
ulism and patronage. As highlighted earlier, populism and patronage 
have been two indirect welfare distribution mechanisms since the begin-
ning of Turkey. Governments use them not only to secure citizens’ elec-
toral support but also to distribute welfare in a developing and rapidly 
urbanizing country. These welfare mechanisms now pose a significant 
threat to the sustainability of social policies and recent gains in social citi-
zenship. Both politicians and citizens must work hard to get rid of these 
traditional and archaic welfare mechanisms.

In light of these challenges and the global and local dynamics with 
which they are intertwined, some regulations can be proposed for the 
Turkish case. While some of the regulations are relevant to the challenges 
pointed out in this article, some of them are key to improving social poli-
cies and associated institutions. Their successful implementation will be 
crucial for the future of the Turkish welfare regime:

 1. The Ministry of Family and Social Policies must be the central actor in 
social policies, and its institutional infrastructure must be developed.

 2. Longitudinal and cross-sectional data on social assistance, social poli-
cies, and the needs of citizens must be collected regularly.

 3. Comprehensive and detailed social policies must be designed to meet 
the overlapping needs of various groups.
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 4. Equity and justice must be the key determinants of social policies for 
all types of groups, whether based on gender, ethnicity, age, class, or 
religion.

 5. There must be sustainable social policies that will not threaten inter-
generational equity and younger generations’ welfare.

 6. New policies and regulations that address the needs of different types 
of families must be developed to strengthen families.

5  Conclusion

This study has argued that the Turkish welfare regime is undergoing sig-
nificant transformations through the impact of internal and external 
dynamics. Contrary to what has been documented in other countries, it 
is difficult to argue that the Turkish welfare regime has transformed either 
into a liberal welfare regime dominated by market actors or into a social 
democratic welfare regime based on a universalist and rights-based sys-
tem. While Turkey’s EU accession process, ageing population, and 
increasing living standards have led the state to play a more active role in 
the welfare of citizens, its increasing social expenditures have forced the 
state to collaborate with other actors, particularly the market. Populist 
policies and family-centred regulations – used in the 1990s by various 
parties – remain valid welfare distribution mechanisms in the 2010s.

In light of the particular challenges Turkey faces in the twenty-first 
century, further empirical research is needed to elaborate the Turkish 
 welfare regime. Given the multiple challenges facing the Turkish welfare 
regime, any research contributing to the literature must have a broad and 
analytical perspective. Comparative studies focusing on Turkey and other 
welfare states are especially needed to understand how and in what ways 
the Turkish case differs from that of other welfare regimes. Such compari-
sons can also help Turkey to draw lessons from ageing welfare states where 
welfare institutions are already well established and their responses to 
similar socio-economic challenges in the twenty-first century.
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1  Introduction

In the international relations discipline, the realist argument emphasizes 
that states brutally compete with each other to ensure that their own 
share in the global distribution of power outweighs that of others. In the 
global economy of the twenty-first century, the most important factor is 
knowledge; thus, the primary goal of all state leaders would be to gain 
advantage in terms of the knowledge economy against all other competi-
tors. The balance and distribution of power among states in the global 
political system could change if one state accumulates ever more knowl-
edge than others. Thus, the possession of knowledge and its commercial-
ization is the most important indicator of power in the global political 
system. During the Cold War era in the international relations literature 
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among the most widely used terms were “arms race,” “mutually assured 
destruction,” and “deterrence;” in the new era the global power competi-
tion is more about technological development, high-tech exports, inno-
vation ecosystem, and the management of knowledge.

Accordingly, this chapter employs a political economy approach to 
analyzing Turkey’s development policies in the most recent decade with a 
special focus on the knowledge economy, higher education, technology, 
and innovation policies. Taking into consideration the macroeconomic 
performance of Turkey in the 2000s, this study tries to determine whether 
Turkey has been successful regarding joining the knowledge economy in 
its national production processes. In this connection, the literature on the 
middle-income trap will be beneficial since before Turkey achieves high- 
income status, it needs to mature from its middle-income position. In 
light of the macroeconomic performance of Turkey in the past decade, 
this study tries to determine whether there are indications of a middle- 
income trap or not. Additionally, technology and human capital invest-
ments, along with education policies, are emphasized as the most 
important reform areas through which to escape the middle-income trap 
and move to high-income levels. It is important to note that particular 
concentration is placed on the reform needs of Turkey’s national innova-
tion and higher education systems.

Turkey’s General Directorate of Productivity, which remains under the 
Science Ministry of Industry and Technology, issued a report titled 
Productivity Strategy and Action Plan covering the years 2014–2017: the 
conclusion of   the report emphasizes that a large part of the limitations in 
Turkey’s productivity is based on the structural problems of the educa-
tion system (Çağlar and Acar 2013). Another report, the Global 
Competitiveness Report published by the World Economic Forum 
(WEF), carried out a similar extrapolation. According to the Global 
Competitiveness Report (2015–2016), two indicators, inadequate train-
ing of workforce and low innovation capacity, were identified as among 
the most important deficiencies in Turkey’s productivity and competi-
tiveness. In another global report by the OECD (2016b), Education at a 
Glance, many deep structural problems along with quality deficiencies in 
Turkey’s education system are highlighted. Taking all those together, 
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Turkey’s education system, especially its higher education system, remains 
a serious obstacle to entering the knowledge economy.

Consequently, this study aims to combine middle-income-trap litera-
ture with comparative development studies with an eye towards the evo-
lution of global political economy structures. At the center of the paper 
are Turkey’s development policies, innovation ecosystem, human capital, 
and higher education system. In this context, several parameters are col-
lected from official sites regarding enrollment rates, faculty and student 
profiles, academic outputs such as publication records, university rank-
ings, public expenditures, research and development (R&D) activities. 
Comparisons with successful developing and other countries, OECD 
members, and their macroeconomic and development figures are pro-
vided to depict the relative position of Turkey. Several official and private 
data sources are used from national institutions such as the Turkish 
Statistical Institute (TÜİK), Turkish Higher Education Council (YOK), 
Scientific and Technological Research Council of Turkey (TÜBİTAK), 
Turkish Academic Network and Information Center (ULAKBIM), and 
Turkey’s Informatics Industry Association (TÜBİSAD). Additionally, 
data are also obtained from major international organizations such as the 
World Economic Forum, OECD, United Nations Education, Scientific and 
Cultural Organization, United Nations Development Programme (UNDP), 
International Telecommunications Union (ITU), and the World Bank.

2  Middle-Income-Trap Literature

After World War II an extensive literature emerged about economic 
growth and development. The most notable model was designed by 
Robert Solow, which was extremely simplified. The Solow model, which 
attempted to explain the determinants of long-run economic growth by 
means of capital accumulation and labor growth, has become very popu-
lar in this body of literature. The main assumption of the model was that 
there are constant returns to scale with regard to capital and effective 
labor. In the following decades new studies were introduced. The goal of 
these new studies was to explain productivity increases that were not 
revealed by the Solow model.

 Turkey’s Struggle to Achieve High-Income Status… 



124 

Scholars compared country cases in terms of their growth differentials. 
For example, Robert Lucas (1993) asked why South Korea had achieved 
tremendous numbers in its growth of national income while the 
Philippines could not attain such success. However, in 1960 both coun-
tries had about the same standard of living, as measured by their per- 
capita gross domestic products (GDPs) of about $600, population 
numbers, urbanization levels, and so forth. From 1960 to 1988, in the 
Philippines average annual per-capita GDP growth was about 1.8%; in 
South Korea, over the same period, this number was 6.2%. So the critical 
question is why in recent decades have Korea, Singapore, and Taiwan 
achieved sustainable development records and higher living standards, 
but the Philippines, Mexico, Turkey, and Brazil have not.

In the economic growth studies, “middle-income trap” is a relatively 
new phenomenon that relates to countries where rapidly growing econo-
mies stagnate at some point in their economic growth trajectory. More 
specifically, a middle-income trap refers to growth slowdowns that are 
identified as large, sudden, and sustained deviations from the growth 
path predicted by a basic conditional convergence framework (Aiyar 
et al. 2013).

The increase in the frequency and popularity of this concept is evident 
in the daily programs of economic bureaucracy, international institu-
tions, and politicians, as well as in academic circles. On the other hand, 
despite extensive use of this concept, it still lacks a commonly  
accepted definition and sound theoretical framework (Im and Rosenblatt 
2015; Gill and Kharas 2015); however, this phenomenon is generally 
described in terms of relative “catch-up” with the United States’ per-cap-
ita income levels or alternatively in terms of the number of years a coun-
try takes to move one step forward regarding income levels and thresholds  
(Felipe et al. 2012).

The World Bank data indicate that middle-income countries make up 
almost two-thirds of the global population (5 out of 7.5 billion) and 
earns almost one-third of global income (Gill and Kharas 2015). As of 
2016, Turkey sits in the upper middle-income group with approximately 
US$9,500 per-capita income. Based on 2016 metrics, upper 
 middle- income economies are those with a GNI per capita between 
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US$4,036 and US$12,475; high-income economies are those with a 
GNI per capita of US$12,476 or more.

Middle-income countries face many common issues. Characteristically, 
these countries have remained stuck in a middle-income growth trap 
either because they are unable to attract sufficient funds from domestic or 
outside sources or because of political instabilities, poor educational and 
health standards, low levels of human capital, inadequate physical and 
institutional infrastructures, lack of diversification in manufacturing and 
exports, and, most importantly, total factor productivity.

In the early 1960s, 101 countries were in the middle- or low-income 
group, whereas by the early 2000s only 13 of those countries had suc-
ceeded in crossing over into the high-income category without getting 
stuck in the middle-income trap (Gill and Kharas 2015; Wilson 2014). 
In addition to these countries, in recent years it has been observed that 
some countries in the European Union (EU) integration process, such as 
the Czech Republic and Slovakia, have reached high-level income 
status.

In this chapter, the Turkish economy and its structural problems are 
analyzed with an eye toward the concept of middle-income trap. Looking 
at economic conditions and the position Turkey occupies in the global 
context in terms of the knowledge economy, one might ask whether 
Turkey will remain stuck in the middle-income trap. Employing several 
parameters and indicators such as competitiveness, productivity, innova-
tion capacity, and others, this study tries to gain a better understanding 
of Turkey’s propensities to fall into the middle-income trap or, alterna-
tively, attain high-income levels with an innovation-driven knowledge 
economy. Special attention is paid to the innovation system, human capi-
tal, and Turkey’s higher education system as a potential policy area with 
which Ankara might reach the high-income category. Thus, experiences 
of country cases are essential for Turkey to design a suitable development 
program in which higher education and national innovation systems are 
crucial.

Table 1 shows human development indicators for selected countries. 
All the countries in the table (except Turkey) have managed to escape the 
middle-income trap in recent decades. Figures for Turkey can be seen in 
the last row for comparison purposes. It is clear that socioeconomic indi-
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cators of the other countries are significantly better than they are for 
Turkey. Common characteristics of these achievers might help countries 
trapped in the middle-income category. All countries in the table 
remained in the “very high human development” group in the given year. 
Economic and social indicators are balanced. All have excellent education 
and life expectancy figures, and average schooling generally exceeds 10 
years for their populations.

The middle-income-growth trap is related to the transformative diffi-
culties of national economies. As a country becomes richer, the structure 
of the national economy evolves from economic activities with low pro-
ductivity into relatively high-productivity sectors. In the early stages of 
their development efforts these countries experience input-driven pro-
duction where the achievement of a moment of growth is not difficult 
since labor is cheap and abundant. These countries experience large pro-
ductivity gains at first through a reallocation of rural labor from the 
agricultural sector to relatively high-productivity light industrial manu-
facturing activities. After a certain amount of time has elapsed, these new 

Table 1 Human development indicators of selected countries, 2016

Country
HDI 
rank

Population 
(millions)

Per capita 
income in US 
dollars (PPP)a

Life 
expectancy

Average 
schooling

Singapore 5 5.5 85.382 82.6 10.2
Ireland 8 4.6 68.513 81.1 11.7
Hong 

Kong
12 7.3 56.923 83.9 10.1

Japan 17 126.9 40.763 83.6 11.6
S. Korea 18 50.6 34.647 82.1 11.9
Slovenia 25 2.1 28.664 80.6 12.1
Spain 27 46.4 34.906 83.0 9.8
Czech 

Rep.
28 10.5 28.144 78.8 12.3

Greece 29 10.8 26.379 81.3 10.3
Chile 38 17.9 21.665 82.0 9.9
Slovakia 40 5.4 26.764 76.4 12.2
Turkey 71 78.6 20.008 75.3 7.9

Source: Human Development Report 2016; for population figures, world 
development indicators 2016 (World Bank 2017)

aFigures show gross national product (GNP) calculated according to Purchasing 
Power Parity (PPP)
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urban classes reach middle-income levels, the pool of low-wage workers 
diminishes, and wage levels gradually rise. Wages increase as the economy 
evolves from low-skilled, labor-intensive activities into relatively advanced 
and complex ones. As discussed in the literature, the progression from 
middle to high income is not an easy and guaranteed destination on a 
linear growth path (Felipe et al. 2012; Berg et al. 2012). The types of 
goods and services produced and exported would not have the same 
impact for further growth and development in this economy. At some 
point it becomes harder to increase per-capita income (Gill and Kharas 
2015).

In the development literature it is well documented that hardships for 
countries in their middle-income stages are essentially due to productiv-
ity issues. According to a World Bank study, 85% of the slowdown in the 
rate of output growth in middle-income economies is explained by the 
total factor productivity growth (Agenor et al. 2012). In other words, the 
growth of the economy should be coupled to improvements in the total 
factor productivity. To be able to compete successfully in the global mar-
ket, a middle-income country must be equipped with a sound national 
innovation framework, high-quality human capital, a skilled labor pool, 
and technological advancements.

For the Turkish economy we could look at the experiences of countries 
that have recently achieved high-income status such as South Korea, 
Spain, Ireland, Portugal, and Singapore. These countries managed to 
overcome the middle-income trap. A simple keyword for their success is 
total factor productivity, which accounted for the national economy’s 
transformative dynamism. Gains in efficiency may come from all eco-
nomic factors or inputs into the production processes. Thus, improve-
ments in labor (human capital and education), technological advancements 
(innovation), and efficiency gains in capital (saving and investment) are 
all important for capturing total factor productivity. For instance, to 
avoid the middle-income trap, South Korea strengthened its education 
system in order to ensure for the essential standard required for building 
human capital. It also prioritized R&D activities along with a national 
innovation infrastructure. By 2015, the proportion of the population 
with university degrees in Turkey and South Korea was at about the same 
levels for the age group 55–65; however, for the age group 25–34 this 
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figure was 65% for Korea and 18% for Turkey (Gür et al. 2017). This was 
the performance differential due to South Korea’s sound and timely edu-
cation reforms in the 1990s.

3  Findings and Discussion

According to a World Bank (2007) study regarding knowledge econo-
mies and economic development, countries need to make deep structural 
reforms, particularly in their education and innovation systems, along 
with domestic ICT infrastructure. For these economic transformation 
policies to be successful, national governments must have an attainable 
strategic vision that is shared by all domestic stakeholders. Then the gov-
ernment should put together necessary reform packages that contain sys-
tematic, gradual, and simultaneous policy aspects. The World Bank’s 
(2007) knowledge economy framework is based on four pillars:

 (1) the country’s education and training base,
 (2) its information and telecommunications infrastructure,
 (3) the innovation system,
 (4) the overall business and governance framework.

Accordingly, in the following subsections each pillar is analyzed in 
order to evaluate institutional and organizational setbacks in the Turkish 
framework.

3.1  First Pillar: Turkey’s Education and Training Base

Since the industrial revolution, the capitalist world system has brought 
about deep inequalities among social groups and nations as well. In the 
twenty-first century this trend has gained momentum. Saving, invest-
ment, capital accumulation, and technological advancements, all of 
which are strongly associated and interconnected, further deepen these 
inequalities. It is interesting to note that R&D expenditures made by 
only one giant global corporation exceeds the total R&D expenditures 
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made by Turkey. For example, companies such as Volkswagen, Samsung, 
Microsoft, Roche, and Intel allocated more than US$10 billion for R&D 
in 2014; Samsung has about 320,000 employees around the world, and 
one out of four (around 80,000) works in R&D. In contrast, Turkey was 
able to allocate almost US$7 billion (1% of its GDP) and the total num-
ber of R&D personnel in Turkey is reportedly 111,000 as of 2016.

As can be seen in the following table, the largest corporations with the 
highest market value have also concentrated in a few countries, regions, 
and selected sectors only. According to market research institutions such 
as Forbes, Interbrand, and Brand Finance, the most valuable brands are 
generally technology and telecom companies. Transnational corporations 
account for almost half of world trade volume, yet over half the world’s 
500 largest corporations are in only four countries: the United States, 
Japan, France, and Germany. In 2016, Interbrand found that Apple, the 
American technology corporation, was the most valuable firm in the 
world. Its reported revenue was US$50 billion and its brand value was 
US$179 billion; second was Google, worth US$133 billion. Additionally, 
based on May 2017 data from the New York Stock Exchange, the market 
value of Apple Corp. reached US$776 billion, nearly equal to Turkey’s 
annual GDP. In the following table, company brands are ranked by Brand 
Finance for the year 2017. Another important note is that the over-
whelming majority of the world’s patents belong to this handful of giant 
companies (Table 2).

Given these numbers and the realities of scale economy, it would 
appear that small and medium-sized economies have very little if any 
chance of competing on global production structures. South Korea owes 
its development success to its strategic decision in the aftermath of the 
East Asian Crisis to concentrate on a few sectors and allocating its scarce 
investment funds to these sectors. Today, South Korea makes up 50% of 
world ship production, and it is the world’s sixth largest automotive man-
ufacturer and third largest steel producer.

According to 2015 figures, the economy of South Korea, with a popu-
lation of around 51 million, is worth US$1.2 trillion, while Turkey, with 
a population of 80 million, has a an economy worth US$800 billion. 
South Korea exports about US$550 billion worth of goods and services, 
yielding a US$120 billion foreign trade surplus, making it the world’s 
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sixth largest exporter; Turkey exports $152 billion in goods and services, 
has a US$48 billion foreign trade deficit, and ranks 30th in world exports. 
More importantly, 27% of South Korea’s exports are high-technology 
products, while that number is 2% for Turkey.

As of 1990, South Korea was ranked 30th in world automobile exports 
and Turkey followed right behind in the 31st spot. Fast forward 25 years 
later to 2015, and South Korea’s rank rose to 5th place in world automo-
tive production and exports, whereas Turkey was ranked 19th. South 
Korea had more than 30 multinational corporations before the 1996 cri-
sis; because of restructuring and the elimination of inefficient players, 
this number dropped to 11. Out of seven automotive companies, only 
two survived. After the East Asian Crisis, South Korea focused on a cou-
ple of select sectors: electronics and automotive industries. As giant 
 corporations of South Korea went bankrupt, the remaining chaebols 

Table 2 World’s most valuable brands (2017)

No. Company

Brand 
value (in 
billion $) Sector Country

1 Google 109.4 IT USA
2 Apple 107.1 Telecom USA
3 Amazon 106.4 Retail USA
4 AT&T 87 Telecom USA
5 Microsoft 76.2 IT USA
6 Samsung 66.2 Telecom information South Korea
7 Verizon 65.8 Telecom USA
8 Walmart 62.2 Retail USA
9 Facebook 62 IT USA
10 ICBC 47.8 Finance China
11 China Mobile 46.7 Telecom China
12 Toyota 46.2 Automotive Japan
13 Wells Fargo 41.6 Finance USA
14 China Construction Bank 41.3 Finance China
15 NTT Group 40.5 Telecom Japan
16 Mc Donald’s 38.9 Food USA
17 BMW 37.1 Automotive Germany
18 Shell 36.7 Energy Netherlands
19 Deutsche Telekom 36.4 Telecom Germany
20 IBM 36.1 IT USA

Source: Brand Finance Global 500 (2017)
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(industrial conglomerates run and controlled by an owner or family in 
South Korea) carried out serious restructuring procedures. The East Asian 
Crisis was seen as an opportunity to transition to high-efficiency sectors. 
It is doubtless that as specialization in certain sectors increases, factor 
shifts occur rom less efficient sectors toward more efficient ones.

In Turkey, officials and especially bureaucrats in planning bodies have 
enough awareness of this fact. The Supreme Council for Science and 
Technology (SCST) specified a small number of priority areas for R&D 
activities and it designed Turkey’s National Innovation System. 
Automotive, machine manufacturing, information and communication 
technologies, defense, space, health, energy, water, and food sectors are 
specified as priority areas. A number of selective measures and incentives 
have been included, especially in the 9th and 10th Development Plans 
prepared by the Ministry of Development to reach development targets 
in Turkey in certain industries. Furthermore, a National Science, 
Technology, and Innovation Strategy Document (2011–2016) was also 
issued by TÜBİTAK. One of the most important preconditions for 
Turkey to increase its share of high-tech products in its overall exports is 
delivering high-quality human capital to be trained in these priority sec-
tors; thus, national universities and technology centers have important 
roles in this matter.

As countries become mature enough to export higher proportions of 
high-tech products thanks to their well-educated workforce, it is easier to 
get out of the middle-income trap. For example, in 2015, Turkey 
imported goods in the electronics sector in the amount of US$24.6 bil-
lion and exported goods worth US$13.4 billion. If Turkey were good 
enough in terms of quality, innovation, and technology in the electronics 
sector, it would reduce its dependence on these goods and bring down its 
current account deficit significantly.

The proportion of R&D expenditures in terms of national income and 
number of people employed in R&D services, the proportion of high- 
tech commodities in the overall export figures are some of the major 
indicators of the strength of knowledge economies. There is a positive 
correlation between the magnitude of R&D expenditures and the level of 
high-tech exports in national income. According to World Development 
Indicators (2015) data, the percentage of high-tech exports is approxi-
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mately 11% for Indonesia, 16% for Germany and Japan, and at or above 
20% for South Korea, the USA, and China (People’s Republic of China, 
or PRC).

It is obvious that Turkey needs to concentrate on a few industrial sec-
tors and allocate its scarce human and financial capital so as to develop 
those sectors and gain a competitive advantage in global markets. 
However, it seems that Turkish authorities have not paid enough atten-
tion to education, particularly higher education, to complement national 
innovation efforts in those sectors. There are a couple of points to elabo-
rate on weaknesses in the development and use of human capital. The 
first point is that inputs to the Turkish higher education system are weak 
and misallocated. The second point is that human capital output from 
the higher education system does not match well with the industrial 
needs of those sectors to make Turkey competitive in the world markets. 
In sum, the structure of the higher education system and Turkey’s selected 
priority sectors do not match well.

The most important input of the higher education system is incoming 
students. Trends in International Mathematics and Science Study 
(TIMSS) statistics on the international field of mathematics and science 
provide insight into comparative student performance. It is a test applied 
to fourth- and eighth-grade students, and since 1995 it has been con-
ducted every 4 years. The following table shows the country rankings. 
The successful countries and Turkey’s position are closely aligned with the 
results of the Program for International Student Assessment (PISA) test 
conducted by the OECD. These international tests give an idea about the 
state of education in those countries Table 3.

In the PISA program, proficiency levels are divided into seven clusters 
for each part: reading, science, and math. Among them the most critical 
proficiency groups are Level 5 (607–669) and Level 6 (669) students. In 
PISA tests, students in Levels 5 and 6, particularly in mathematics and 
science, are important in terms of developing the necessary human capi-
tal for innovation and production of intellectual property. Students in 
these two top performing groups must systematically be placed in univer-
sity departments that Turkey sees as priority development areas. The pro-
portion of these top-ranked students within the national system is a very 
important indicator. In 2012, Levels 5 and 6 top performers made up 
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13% of students in mathematics on average among all OECD members, 
and the OECD average for science and reading was approximately 8%. 
For Turkey, these figures were 5.9% in mathematics, 4.3% in science, and 
1.8% in reading (MEB 2013). There are two critical inferences to make 
from these data. First, in Turkey, input to the higher education system is 
weak at the beginning. Second, these top performers are not systemati-
cally channeled into Turkey’s higher education institutions in compliance 
with Ankara’s selected priority sectors such as biotechnology or pharma-
ceutical manufacturing.

Turkey also has deep quality problems regarding outputs from the 
higher education system. There are also quality assurance issues, misallo-
cation problems, and mismatch between graduates and industrial 
demand. A couple of examples might be sufficient to highlight these 
points. According to 2014 figures, 1 out of every 10 students enrolled in 
graduate programs and only 1 out of 20 doctoral students were able to 
graduate from their programs. This means that graduate programs could 
not produce efficient turn out rates. Moreover, compared to the OECD 
figures, Turkey’s higher education programs were relatively more concen-
trated on agriculture and social sciences and relatively less concentrated 
on necessary fields for innovation such as science, humanities, and engi-
neering (Tekneci 2016).

Another important indicator in the higher education system is aca-
demic staff and their work. Employment of qualified faculty members 
has critical importance in enhancing the effectiveness of a higher educa-

Table 3 TIMSS student performance indicators

2011 Indicators 2015 Indicators

No. Country Score No. Country Score

1 Singapore 606 1 Singapore 618
2 South Korea 605 2 Hong Kong 615
3 Hong Kong 602 3 South Korea 608
4 Taiwan (PRC) 591 4 Taiwan (PRC) 597
5 Japan 585 5 Japan 593
6 North Ireland 562 6 North Ireland 570
7 Belgium 549 7 Russia 564
35 Turkey 469 39 Turkey 483

Source: National Center for Education Statistics (NCES 2015)
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tion system and research activities. In Turkey, with the rapid expansion of 
universities in the last decade, the number of full-time faculty members 
was doubled. It was about 82,000 in 2004 and reached almost 150,000 
by 2014. However, it is useful to note that the student/faculty ratio was 
25 in 2004, and this figure worsened to 41 in 2014 (Tekneci 2016). In 
other words, the amount of time that academics can devote to R&D has 
diminished.

Regarding the shortage of qualified faculty, especially in science and 
engineering fields, there are some programs for training prospective fac-
ulty members such as the Faculty Member Training Program (ÖYP), 
which is being implemented by YOK, and scholarships that are given by 
TÜBİTAK and the Ministry of Education. However, these programs are 
conducted without coordination and there are rumors about their over-
politicization. Additionally, the total number of doctorate graduates is 
comparatively low in Turkey. According to OECD (2016a) data, the 
USA is the leading country in terms of PhD output, with 67,449 gradu-
ates from all fields, Germany has 28,147 graduates, the UK has 25,020 
graduates, and Turkey has 4,516 graduates. Unfortunately, most new 
PhDs in Turkey are in the social sciences and agricultural studies.

There are also important problems regarding the promotion of faculty 
members and tenure issues (Açıkgöz 2012). In this phase, in addition to 
quantitative inadequacies, it is useful to underline two important prob-
lems: overpoliticization of universities and a very limited incentive sys-
tem. In sum, a high-quality education system, especially higher education, 
should be restructured in a rational incentive-based system. Rewards and 
punishment must be put in place in the institutional mechanisms.

According to a study conducted by TÜBİTAK (2015), the number of 
total articles published during the 2004–2014 period by higher education or 
research institutions based in Turkey was 228,856 and the number of cita-
tions was 1,517,691 in the same period. In terms of the number of publica-
tions, Turkey ranks 26th in the world; however, in terms of citations, the 
rank is much lower at the 42nd spot in the world according to data by the 
TÜBİTAK (2015) during the 2004–2014 period. The Web of Science data-
base has shown that Turkish universities produced publications above the 
world average in only 17 subfields out of 250. Among these subfields the 
most important for Turkey’s development in priority areas are integrative 
and complementary medicine, medical laboratory technology, nuclear phys-
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ics, applied chemistry, thermodynamic, mechanics, instrumentation, water 
resources, energy and fuels, construction engineering, and chemical engi-
neering (Tekneci 2016).

Although the deficiencies in Turkey’s education system and in particu-
lar the higher education system are partly related to inadequate resources, 
the most important problem is the lack of an all-inclusive system. More 
precisely, there is no well-established system in which the input, output, 
and process dimensions of the system are determined in light of reward 
and punishment parameters. In Turkey, both the number of universities 
and the number of students have experienced huge increases in the last 
decade; the number of universities, which was 73 in 2004, reached 180 
by 2016. The total number of university students, including those 
enrolled in open education, almost quadrupled, reaching 7.2 million stu-
dents in 2016 from approximately 1.8 million students in 2000 (Gür 
et al. 2017). However, this rapid expansion has not been accompanied by 
quality increases and institutional adaptation to new conditions.

The turmoil brought on by Turkey’s rapid increase in the number of 
universities began to be felt after 2006. New universities have many 
administrative, financial-infrastructural, academic, and social problems 
(Özog ̌lu et al. 2016). To restructure the national economy in accordance 
with the requirements of the knowledge economy and innovation, it is 
possible to carry out quality control processes at three points in the edu-
cation system: input control, process control, and output control. In 
Turkey’s higher education system, the most rigorous control is made in 
the input phase, while there is no systematic and meaningful control 
mechanism in the process and output phases (Açıkgöz 2012).

Another parameter regarding educational quality is government expen-
ditures. Public expenditures in higher education are on average 1.63% of 
GDP in OECD countries. In Turkey, this number is 1.32% in 2011 
(OECD 2016a). It is striking that Turkey remains among the lowest 
ranked among OECD countries in terms of education expenditures per 
student. The share of the education budget in Turkey has increased in 
recent years; however, per-pupil expenditure has improved slightly due to 
a huge expansion in enrollment. The largest share of Turkey’s 2014 bud-
get appropriations was allocated to national education. It is striking to 
observe that approximately 80% of the public funds allocated to the edu-
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cation system in Turkey go to personnel wages. The funds received by the 
top ten universities of Turkey from the national budget are around 
US$2.4 billion. For comparison, recall that in the USA, the public bud-
get allocation for Harvard University in 2016 was around US$4.5 bil-
lion, and according to a study by the Council for Aid to Education, 
Harvard raised US$1.19 billion in gifts and donations in fiscal year 2016. 
This study revealed that all colleges and universities in the USA collec-
tively raised nearly US$41 billion in fiscal year 2016 (Dixon and Yared 
2017).

Another problem area regarding the input structure of the Turkish 
higher education system is the low level of internationalization. In terms 
of the percentage of foreign students enrolled in universities, Turkey 
ranked second from the last row among 35 OECD countries in 2013 
(Tekneci 2016). Moreover, while there are approximately 150,000 aca-
demic personnel in Turkey, the number of foreign academics is 1,703, 
representing about 2% of the total (Şeremet 2015). Moreover, the major-
ity of foreign faculty members have been clustered around a few universi-
ties, such as Bilkent and Koç Universities. In a comparative study of 
global higher education systems by the British Council (2016), the major 
deficiencies of Turkey’s higher education system are identified as the lack 
of internationalization and institutionalization and, more importantly, 
weaknesses in quality assurance and international recognition.

BRICS countries attach special importance to modernization and 
internationalization of their national education systems. The PRC hosted 
about 250,000 foreign students by 2012 and aims to increase this num-
ber of international students to half a million by 2020 (Hu et al. 2015). 
With the same purpose, South Korea has reached its target of hosting 
100,000 foreign students in 2012 (Byun et al. 2013). On the other hand, 
Turkey’s legal system and regulations are not flexible enough to enhance 
internationalization demands. Phil Baty, editor of the Times Higher 
Education magazine comments that Turkey’s universities are pretty good 
in research; however, in terms of reputation and recognition, much 
remains to be done compared to the top universities in the world. 
Dr. Ahmet Acar, Middle East Technical University (METU) president, 
touched upon crucial problems of higher education institutions in an 
interview:
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One of my colleagues, who was an assistant professor at electronics depart-
ment, waited 8 months for tenure position, and out of hope he had to leave 
for Stanford Univeristy. He told me that “I left METU with brokenheart-
edly, but I cannot stand it anymore” … In the last 8 years, the number of 
undergraduate students at METU increased 15%, the number of graduate 
students increased 25%, and the number of doctoral students increased 
35%. Nonetheless, the number of faculty members decreased by 5%. We 
are not allowed to fill vacant positions… Per student budgets for world-
wide universities at the top ranks are 10 times more than our institutions. 
(Yüzak 2014)

It is generally acknowledged that higher education institutions, and 
especially elite research institutions, play a very important role in terms 
of productivity and innovation. Countries with strong innovation records 
such as PRC, South Korea, Japan, Russia, and Singapore have developed 
elite university policies to increase the quality of research in higher educa-
tion institutions. Recently the Russian government started a new project 
at elite universities. Russia aims to have at least 5 Russian universities in 
the rankings of the top 100 world-class universities. Moscow will priori-
tize 15 universities with extra support so as to get 5 of them into the top 
100 list (Milliyet, 27 September 2014).

In these countries, certain universities or specific programs have been 
selected and financial resources have been transferred to these universities 
or programs. It seems that successful East Asian developing countries and 
the PRC have been coordinating their industrial structure, employment 
projections, and education policies and planning. In these countries, gov-
ernments specify where, when, and how much educated human capital is 
needed in their industrial establishments.

The PRC issued the 13th Development Plan (2016–2020), in which 
the second section is about the “Innovation-Driven Economic 
Development.” In the most recent plan, the goal is developing world- 
class universities, enabling PRC to become the world leader in certain 
disciplines. The PRC government has identified a specific number of uni-
versities in the elite university category.

Since the late 1990s, the South Korea government has been actively 
engaged in selective incentive policies aimed at raising universities to 
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world-class status. Seoul officials selected the top 10 universities planning 
to be in the top 500 world-class universities by providing serious incen-
tives. The Brain Korea 21 (BK21) project and World-Class-University- 
WCU projects were influential (Moon and Kim 2001; Byun et al. 2013). 
Another project, Work in South Korea, aimed to attract talented students 
and researchers. The South Korean Advanced Institute of Science and 
Technology (KAIST) was established to attract Korean scientists from 
developed countries to the homeland (Michalski et  al. 2013). In the 
period between 2003 and 2011, 10 South Korean universities entered the 
rankings of the top 500 universities in the world (Michalski et al. 2013).

After the introduction of the BK21 project, it was observed that the 
total number of articles published in the Science Citation Index (SCI) 
journals has increased significantly. The number of publications, which 
was 10,700 in 1998, reached 40,000 in 2010. It is important to under-
line that the most significant contribution to this increase came from the 
elite universities discussed earlier. Note that the number of foreign stu-
dents coming to the country under the Study in South Korea project has 
increased significantly (Jon and Chung 2014). The number of foreign 
students, which was 16,000 in 2004, approached 100,000 in 2010, 
which indicates an almost sevenfold increase. Also, the number of foreign 
faculty members working in South Korea during the period from 2000 to 
2009 increased threefold (Byun et al. 2013).

3.2  Second Pillar: Turkey’s Information  
and Telecommunications Infrastructure

A strong information and communication technology (ICT) infrastruc-
ture enables countries to conduct a rapid and efficient exchange of infor-
mation. ICT variables measure the penetration of telephones (fixed and 
mobile), computers, and the Internet. To create and sustain a strong over-
arching ICT infrastructure, it is imperative to mobilize the many stake-
holders involved in its deployment and use: government, businesses, 
universities, telecommunications and information service providers, rural 
representatives, and so on.

The World Economic Forum has suggested that we are on the brink of 
a technological revolution that will fundamentally alter the way we live, 
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work, and relate to one another. The Third Industrial Revolution was 
about electronics and information technology, which led to automation 
in production. The Fourth Industrial Revolution, a continuation of the 
Third, will bring about the digital revolution, and it is characterized by a 
fusion of technologies that is blurring the lines between the physical, 
digital, and biological spheres.

For a country to register a strong development record in the ICT sec-
tor, human capital is one of the most important factors. Based on 2015 
World Bank data, Turkey ranks 19th in terms of telephone lines, with 
almost 11.5 million subscriptions and 14 subscriptions per 100 inhabit-
ants; in terms of cell phones, Turkey’s world rank is 21st with 73.5 mil-
lion users and 93% penetration; in terms of Internet access, Turkey has 
42.5 million users, 54% of the population has access to the Internet, and 
the country rank is 19.

According to TÜBİSAD data (Turkey’s Informatics Industry 
Association) from 2015, 113,000 people are employed in the ICT sector, 
and market volume is at around US$30 billion. A survey conducted by 
TÜBİSAD (2017) revealed that the number one complaint among ICT 
firms has to do with the lack of qualified talent (61% of respondents), the 
second major problem area is public procurement policies (51% of 
respondents), and the third problem area was reported to be high taxes 
and the complex tax system (39% of respondents).

3.3  Third Pillar: Turkey’s Innovation Base

There exists a social geography of innovation: Silicon Valley-like technol-
ogy clusters have emerged around the world, and the vast majority of 
them are concentrated in a few regions or countries. It is becoming 
increasingly difficult to enter the league of worldwide tech giants. As of 
2008, almost half of the 4,000 innovation centers around the world are 
in the USA. The vast majority of worldwide patents are concentrated in 
five centers: the USA, Japan, South Korea, the PRC, and Europe, whose 
patent offices signed about 77% of the 727,000 patents registered in 
2006.
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It is obvious that in order to transform the Turkish economy into a 
more innovative and competitive one, government must increase R&D 
activities both quantitatively and qualitatively. In advanced countries, the 
share of R&D expenditures as a percentage of GDP is around 3%. In 
Turkey, R&D expenditures have just reached the 1% level (Table 4).

Regarding global economic competition, it is no longer meaningful to 
talk about the best university in a country. Worldwide rankings have cru-
cial importance. Higher education institutions now tend to center around 
geographical clusters or university hubs. Just as the center of gravity in 
the world economy shifts toward the Asia Pacific region, so the universi-
ties of this region are also on the rise. Of the top 200 universities in the 
world, 5 are from the PRC, 3 are from South Korea, and 2 are from 
Singapore and Japan. Additionally, it is not only universities but also 
innovation centers that have been gathering in certain geographical loca-
tions. For instance, in South Korea, the R&D headquarters of Samsung 
is located in Suwon city, which is 1 hour away from Seoul. With its 1 
million residents, the city of Suwon is home to 11 universities, and it has 
Samsung’s Digital City, Crystal City, and Nano City campuses.

There is also a sociocultural dimension of innovation. Taking social 
values and norms into account, the overall picture of entrepreneurship, 
risk taking, and business administration and similar activities should be 
examined. Although an important problem in the Turkish context relates 
to financial limitations, it is reported that some R&D funds have not 

Table 4 R&D as a share of national revenue in OECD and other countries

Year South Korea PRC Germany Japan
Czech 
Republic Israel OECD Turkey

1995 2.20 0.57 2.13 2.66 0.88 2.44 1.68 0.28
2000 2.18 0.89 2.39 3.00 1.12 3.93 1.77 0.48
2005 2.63 1.31 2.42 3.31 1.17 4.05 1.78 0.59
2010 3.47 1.71 2.71 3.25 1.34 3.94 1.99 0.84
2011 3.74 1.78 2.8 3.38 1.56 4.02 2.03 0.86
2012 4.03 1.91 2.87 3.34 1.78 4.16 2.06 0.92
2013 4.15 1.99 2.82 3.48 1.90 4.15 2.07 0.94
2014 4.29 2.02 2.89 3.59 1.97 4.27 2.10 1.01
2015 4.23 2.07 2.87 3.49 1.95 4.25 2.08 1.02

Source: OECD (2016a) “International Comparisons,” Main Science and 
Technology Indicators http://www.oecd.org/sti/msti.htm
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been used due to a lack of applications. Fikri Işık, Science, Industry and 
Technology Minister, stated that an innovation culture has not settled 
well in Turkey; he admitted that the financial aspect of R&D activities 
has been significantly improved, but the mentality problem still endures 
(Şeref Oğuz, Sabah, 3 December 2014).

Moreover, the concepts of innovation and the knowledge economy 
become more meaningful together with sociology and geography. 
Innovation has a geographical dimension and sociological dynamics. 
Techno-parks, global cities, “smart cities,” “competitiveness of cities,” and 
“viable cities index” – all these novel concepts are related to an innovation 
ecosystem. In order to be able to attract talent, it is necessary to ensure a 
livable environment for scholars and researchers (Gill and Kharas 2015). 
For example, Mercer’s Quality of Living Index has been evaluating and 
ranking 230 cities around the world by over 39 parameters, including 
politics, economy, environment, safety, health, and transportation, for 
almost 10 years. According to this ranking, Vienna is at the top of the list 
as the most livable city.

Human capital is one of the important inputs within the ecosystem of 
innovation, but it is not sufficient by itself. Additional criteria, such as 
strategic decision-making mechanisms and an entrepreneurship culture, 
have also been put in place to grow innovation ecosystems. New concepts 
such as Mode-1, Mode-2, and “Triple Helix” are concepts designed to 
develop a culture of innovation and a sociological framework for 
university- industry-public relations. One such example in Turkey is the 
Center for Excellence in Composite Technologies, which recently allied 
with Sabancı University, Kordsa, and the government.

Innovations and patents, which are economic concepts, can only be 
achieved when they are designed within an ecosystem (Jackson 2011). 
This includes the harmonized components of a common system with 
many variables such as sociological parameters, research inputs, material 
capital (financial supports) and human capital (e.g., students, academics, 
researchers, laboratory staff), businessmen, public administrators, politi-
cians, centers of excellence, and satellite campuses. One of the successful 
academics of Harvard University, Prof. Gökhan Hotamışlıgil, in an 
interview revealed the importance of the ecosystem in science and 
innovation:
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If you draw a circle with a radius of 3 miles in the Cambridge district of 
Harvard and MIT where I live, you can find 10 thousand research labora-
tories. This is where researchers in the world demand the most and settle 
most. Even when you go out and walk in the streets in the evenings you 
breath science in the air. Continuous interaction is needed in our fields. 
The intelligence and creative capacity of anyone can never be strong enough 
to solve the complexity of science. This is all about the environment. You 
can use your mental liberty here unconditionally. (Milliyet, 1 November 
2015)

In Turkey, recently universities have been categorized by TÜBİTAK 
based on innovation capacity. This is the Ranking of the Entrepreneurial 
and Innovative University Index that has been prepared by the leadership 
of TÜBİTAK. This index, which was produced for the last 4 years, is an 
important step. This initiative might be the first step toward differentiat-
ing the leading universities of Turkey (Table 5).

Table 5 Entrepreneurship and innovation index in Turkish universities

2012 Ranking 2014 Ranking 2016 Ranking

Rank University Score Rank University Score Rank University Score

1 Sabancı 84 1 ODTÜ 83 1 Sabancı 95
2 ODTÜ 83 2 Sabancı 81 2 ODTÜ 85
3 Bilkent 70 3 Boğaziçi 76 3 Bilkent 83
4 Özyeğin 69 4 Bilkent 75 4 İTÜ 80
5 İTÜ 67 5 Koç 74 5 Boğaziçi 80
6 Boğaziçi 65 6 Özyeğin 73 6 Koç 79
7 İzmir YTE 58 7 İTÜ 72 7 Gebze YTE 78
8 Koç 57 8 TOBB ETÜ 69 8 Özyeğin 75
9 Gebze YTE 57 9 İzmir YTE 67 9 İzmir YTE 69
10 TOBB ETÜ 54 10 Selçuk 60 10 Yıldız 68
11 Hacettepe 49 11 Yıldız 57 11 TOBB 64
12 Ege 47 12 Gebze YTE 57 12 Selçuk 59
13 Erciyes 46 13 Anadolu 55 13 Ege 55
14 SDÜ 45 14 Hacettepe 54 14 Erciyes 53
15 Gazi 44 15 Ege 49 15 İst. Şehir 53
16 Selçuk 43 16 Gazi 48 16 Gaziantep 52
17 Çankaya 43 17 Atılım 47 17 Hacettepe 52
18 Bahçeşehir 43 18 Çukurova 43 18 Çankaya 51
19 Yıldız 41 19 Uludağ 43 19 Atılım 51
20 Çukurova 41 20 SDÜ 43 20 Anadolu 50

Source: TÜBİTAK 2016
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When looking at this ranking, it is clear that the majority of leading 
universities are in three metropolitan areas. The top ten universities three 
times in a row are as follows: ODTÜ, Sabancı, Bilkent, Boğaziçi, Özyeğin, 
ITU, İzmir High Technology, Koç, and TOBB-ETU.  There are some 
break points in this list of rankings. METU and Sabancı Universities, 
which share the first two ranks, are clearly leading institutions. In the 
future, this index should be used in connection with Turkey’s innovation 
policies. Priority areas for Turkey’s development must be taken into con-
sideration along with this index, and officials should introduce the elite 
university concept when designing higher education reforms in the 
future.

3.4  Fourth Pillar: Turkey’s Business and Governance 
Climate

The most important need of Turkey is to come up with a common vision 
that all stakeholders share and internalize. General strategy and vision 
documents within a 25- to 50-year time period should be prepared with 
the participation of all public- and private-sector stakeholders bearing 
responsibility in national education, higher education, technology, and 
development areas (Tekneci 2016). Five-year interim plans should be 
prepared under the guidance of these main documents. Institutions that 
have become dysfunctional owing to excessive centralized and bloated 
bureaucratic structures such as YOK must be redesigned in a more inte-
grated, holistic way.

The most critical step Turkey needs to take is the construction of a 
commonly shared strategic vision. All stakeholders should agree on this 
vision. All public institutions, predominantly the YÖK, must be rede-
signed in a holistic policy. The entrepreneurship and innovation index 
produced by TÜBİTAK for Turkey’s universities is an important step. To 
move into the high-income league, Turkey must focus on the concept of 
elite universities. In order for Turkey’s universities to reach global stan-
dards, at least some of them must be able to operate autonomously.

For example, an investigation of the productivity of public universities 
outside of major cities in Turkey revealed strong organic links between 
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academic administration and local interest groups. In any public university 
in a small city, the influence of local elites is observed in recruitment, pro-
motion, and appointment in the universities. Özoğlu et al. (2016) reported 
on intervention by local elites and the public authority to the newly estab-
lished public universities in the respective cities as an important problem 
area in research conducted at 12 newly established universities.

One of the important recommendations mentioned in the literature 
on the middle-income trap and development is the need to change the 
central government’s economic philosophy or mentality. In particular, 
policies on social programs and income inequality need to be formulated 
independently of development strategies. With a simple statement, a 
demand-oriented production structure should be targeted for transition 
to the category of high-income countries; possible social programs in the 
transition from poverty to the middle-income level are no longer the 
main parameters. The tendency to pursue populist politics is one of the 
biggest hurdles in the transition to a higher income class. In this regard, 
we can give examples of populist practices such as the elimination of stu-
dent fees at public universities and the distribution of free milk to ele-
mentary school students.

4  Conclusion

For Turkey to advance in the league of knowledge economies the critical 
reform area is education, and especially higher education. World politics 
has been witnessing fierce competition, and nations tend to amass power 
through innovation, education, and knowledge economies. The primary 
tool for accumulating political and economic power is the production of 
advanced knowledge. Turkey as a middle power with middle-income lev-
els in world politics has been trying to secure more advantageous posi-
tions in the global system. On this matter Turkish officials need first a 
commonly shared development vision that should contain higher 
 education reform, innovation culture, entrepreneurship, and university- 
industry- public coordination.

It is important to aim for qualitative and holistic targets. Focusing on 
narrowly quantitative targets is not a good strategy. Turkey needs to 
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design a sui generis development model that is appropriate to its culture, 
history, demographic structure, and all other sociopolitical realities. In 
recent times, South Korea, Singapore, Taiwan (PRC), and Japan created 
successful economic models. However, there have been some negative 
side effects in these cases. For example, according to World Health 
Organization data, South Korea is in first place in suicides. According to 
2013 data, the number of deaths due to suicide per 100,000 residents is 
28.5 in South Korea and 21.4 in Japan, while this figure is around 4 for 
Turkey (WHO 2014). Likewise, in terms of population growth rate, 
South Korea, Singapore, and Japan are expected to face serious problems. 
In sum, in the course of planning and implementing Turkey’s economic 
growth and development policies, special attention should be paid to 
important social and political parameters such as fertility, suicide, divorce, 
and social capital, in addition to efficiency and productivity.
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1  Introduction

Economic theory, based on assumptions of competitive and efficient 
markets, argues that financial openness and financial development pro-
mote economic growth. However, experiences in various developing 
countries did not always correspond to this theoretical reality since some 
countries benefited more from financial openness, while others experi-
enced severe crises following financial liberalization. Moreover, the 
impact of financial openness on growth is not linear. In other words, 
there is a trade-off between openness and growth over time: a country 
that experienced crises and recessions in the first years following financial 
openness had higher growth rates in the long run, or vice versa.

The Turkish liberalization experience also fits the preceding descrip-
tion. Following the capital account liberalization implemented in 1989, 
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Turkey suffered three full-fledged financial crises in 1994, 1998–1999, 
and 2000–2001, while economic outcomes such as growth and inflation 
have improved remarkably in the post-2001 crisis period. This is mainly 
due to more effective fiscal and monetary management, strengthened 
banking regulation and supervision, and conservative banking practices 
(IMF 2012) pursued over the last decade and a half that significantly 
contributed to greater financial stability. On the other hand, thanks to 
these policies the Turkish financial system showed great resilience to the 
2008–2009 global financial crisis compared to other emerging market 
economies in Europe, Latin America, and Asia.

This paper aims to show in a descriptive and comparative way the 
importance of financial stability and financial development in Turkey’s 
macroeconomic performance in the aftermath of the severe financial cri-
sis in 2001. The paper will argue that financial liberalization should be 
implemented in a well-designed, effective supervisory and regulatory 
framework and in a sequenced manner in order to allow emerging coun-
tries such as Turkey to enjoy the potential benefits of financial openness 
and development for economic growth.

This chapter is organized as follows. Section 2 presents two opposite 
faces of financial openness and development from both theoretical and 
empirical perspectives. Section 3 details the Turkish experience with 
financial liberalization since the early 1980s. Section 4 concludes with 
some policy recommendations.

2  Financial Openness: Is It Growth- 
Enhancing or Crisis-Causing?

Since the pioneering contributions of Patrick (1966), McKinnon (1973), 
and Shaw (1973), the link between financial development and economic 
growth remains an important subject in economic literature. Different 
aspects of this relationship have been extensively analyzed in both theo-
retical and empirical studies for single countries and across nations as well 
as at industry and firm levels. According to the theory, a well-developed 
financial system plays an important role in the growth process because it 
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channels and mobilizes savings into profitable large-scale investments, 
reduces the costs of acquiring and evaluating information on prospective 
projects, and helps to monitor investments to reduce the risk of resource 
mismanagement (OECD 2004; Levine 2005).

On the other hand, financial openness that contributes to financial 
development (Rajan and Zingales 2003; Baltagi et al. 2009) is a key fac-
tor for long-term economic growth. As explained in Stiglitz (2000), free 
capital mobility offers the opportunity to realize the highest return on 
savings that is expected to affect capital accumulation, allocation of 
resources, and technological innovation, to borrow at the most favour-
able rates, and to diversify away idiosyncratic risk. Moreover, exposure to 
international competition may improve the efficiency of the domestic 
financial system through the introduction of international standards and 
financial innovation, which can directly broaden the scope of financial 
services (Huang 2010).

However, in less-developed and developing countries where financial 
markets lack depth, high amounts of capital in- and outflows may lead to 
financial crises (Aghion et al. 2004; Stiglitz et al. 2006). While foreign 
capital flows in, the local currency appreciates, leading to an unsustain-
able expansion of consumption and to changes in the structure of pro-
duction. The short-term capital generally goes into real estate and equity 
markets. This leads to price increases in these markets and engenders 
wealth effects, thereby raising private consumption. The demand boom 
and overvalued currency encourage growth in domestic non-tradable sec-
tors but lowers exports, causing high current account deficits. When a 
shift occurs in investors’ sentiment towards a certain economic situation, 
capital inflows suddenly stop and turn into outflows. This leads to a 
devaluation of the domestic currency, which results in large increases in 
the domestic value of foreign-currency-denominated debt. Monetary 
authorities often raise interest rates to stop currency depreciation, but 
this policy generally worsens the economic situation because aggregate 
demand drops, forcing a contraction of production and employment. 
With less tax revenues and less foreign credits, governments are then 
forced to cut back expenditures, which further aggravates the economic 
contraction.1
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Empirical studies are also far from establishing a consensus on the rela-
tionship between financial development and economic growth. A large 
number of empirical studies, using mostly cross-sectional methods, have 
found that an increase in the level of financial development is associated 
with higher economic growth (King and Levine 1993; Beck et al. 2000; 
Edison et al. 2004; Bekaert et al. 2005; Ranciere et al. 2006; Kose et al. 
2009a). Alternatively, other cross-sectional studies present a non-linear 
relationship between financial development and economic growth 
(Odedokun 1996; Deidda and Fattouh 2002; Andersen and Tarp 2003; 
Rioja and Valev 2004). This means that financial development is not 
related to higher growth rates at all levels of economic development. 
Edwards (2001) shows that financial development is a good predictor of 
economic growth in developed countries, while Klein (2003) finds that 
financial development has no impact on growth in the poorest and the 
richest countries, but a substantial impact in the middle-income ones. 
Conversely, some empirical papers find no significant effect of financial 
development on economic growth (Rodrik 1998; Ram 1999; Barro 
2003).

On the other hand, some papers focusing on the openness–growth 
nexus affirm that financial liberalization that greatly contributes to finan-
cial development produces financial instability, leading to crises and 
recessions, particularly in developing countries (Demirguc-Kunt and 
Detragiache 1998; Kaminsky and Reinhart 1999) because capital flows 
increase economic and financial volatility and the probability of a crisis 
by promoting greater risk-taking and leverage, particularly when the 
financial system is poorly regulated.

However, some others show the non-linearity of the impact of finan-
cial openness on growth. For instance, Aizenman (2004), Loayza and 
Ranciere (2006), and Kaminsky and Schmukler (2008) underline the 
fact that financial liberalization is followed by more pronounced boom–
bust cycles in the short run but leads to more stable markets in the long 
run. In contrast, Bussiere and Fratzscher (2008) indicate that countries 
tend to gain in the short term immediately following capital account 
liberalization but may not grow faster or may even experience temporary 
growth reversals in the medium to long term. De Gregorio and Guidotti 
(1995), Levine et  al. (2000), Arteta et  al. (2001), Eichengreen and 
Leblang (2003), Kose et  al. (2009a, b), and Eichengreen et  al. (2011) 
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assert that the benefits of financial liberalization are likely to outweigh its 
costs when the domestic financial system is robust.

The preceding discussion illustrates that capital account liberalization 
and financial development contribute to economic growth if the country 
puts in place an effective supervisory and regulatory framework. This 
argument is also valid for the Turkish case since Turkey had two distinct 
periods of economic development following the financial openness in the 
1980s: high instability and three crisis episodes in the 1990s and early 
2000s and a relatively stable economy later on when strengthened bank-
ing regulation and conservative banking practices were put in place.

3  Turkish Liberalization Experience: 
From Crises to Growth

Following the severe currency and debt crises in the late 1970s, Turkish 
authorities reoriented their development strategy by adopting a radical 
structural adjustment program in January 1980. This program, largely 
supported by the International Monetary Fund (IMF) and the World 
Bank, aimed to establish an outward-looking and free-market economy 
in order to restore growth by improving economic and financial effi-
ciency, increasing domestic savings, and attracting foreign capital.

In the early phase of the programme (1980–1984), Turkish authorities 
gradually liberalized trade policy and ended interest rate controls (Rodrik 
1990), while in the second phase (1985–1989) they facilitated the entry 
of new banks in the banking system and opened the domestic economy 
to foreign capital flows (Boratav and Yeldan 2006). These liberalization 
efforts contributed to increasing economic growth by 5.5% on average in 
the period 1982–1989, but this early success was overshadowed by the 
occurrence of severe financial crises in 1994, 1998–1999, and 2000–2001. 
These crises led to adverse economic consequences in terms of increasing 
interest rates, excessive output losses, and failure or nationalization of 
nearly 30 domestic banks (Fig. 1).

These crises were mainly related to rapid financial sector liberalization 
since excessive short-term capital inflows due to high real interest rates 

 Financial Openness, Financial Stability, and Macroeconomic… 



156 

-1
5

-1
0-5051015

19
80

19
85

19
90

19
95

20
00

20
05

20
10

20
15

G
D

P
 G

ro
w

th
 R

at
e 

(%
)

U
ne

m
pl

oy
m

en
t R

at
e 

(%
)

B
ud

ge
t B

al
an

ce
/G

D
P

 (%
)

C
ur

re
nt

 A
cc

ou
nt

/G
D

P
 (%

)

C
ap

ita
l a

cc
ou

nt
 li

be
ra

lis
at

io
n 

(1
98

9)

19
94

 c
ris

is
20

01
 c

ris
is

20
08

-0
9 

cr
is

is

-4-20246 19
80

19
85

19
90

19
95

20
00

20
05

20
10

20
15

Fo
re

ig
n 

D
ire

ct
 In

v.
/G

D
P

 (%
)

P
or

tfo
lio

 In
v.

/G
D

P
 (%

)
R

ea
l E

xc
ha

ng
e 

R
at

e 
(T

L/
U

S
$)

C
ap

ita
l a

cc
ou

nt
 li

be
ra

lis
at

io
n

19
94

 c
ris

is
20

01
 c

ris
is

 a
nd

 F
lo

at
in

g 
ex

ch
an

ge
 re

gi
m

e

20
08

-0
9 

cr
is

is
C

ap
ita

l o
ut

flo
w

s 
du

e 
to

19
98

 R
us

si
an

 c
ris

is

02040608010
0

12
0

19
80

19
85

19
90

19
95

20
00

20
05

20
10

20
15

In
fla

tio
n 

R
at

e 
(C

on
su

m
er

 P
ric

es
, %

)
M

2/
G

D
P

 (%
)

3-
M

on
th

 D
ep

os
it 

R
at

e 
(%

)
D

om
es

tic
 C

re
di

t/G
D

P 
(%

)

C
ap

ita
l a

cc
ou

nt
 li

be
ra

lis
at

io
n

E
nd

in
g 

in
te

re
st

 ra
te

 c
on

tro
ls

19
94

 c
ris

is 20
01

 c
ris

is

In
fla

tio
n 

ta
rg

et
in

g 
re

gi
m

e

20
08

-0
9 

cr
is

is

010203040506070

19
80

19
85

19
90

19
95

20
00

20
05

20
10

20
15

C
ap

ita
l a

cc
ou

nt
 li

be
ra

lis
at

io
n

19
94

 c
ris

is20
01

 c
ris

is

20
08

-0
9 

cr
is

is

Pr
iv

at
e 

Se
ct

or
 F

or
ei

gn
 D

eb
t/G

D
P 

(%
)

Sh
or

t-T
er

m
 F

or
ei

gn
 D

eb
t/G

D
P 

(%
)

G
ro

ss
 F

or
ei

gn
 D

eb
t/G

D
P 

(%
)

D
om

es
tic

 D
eb

t/G
D

P 
(%

)

Fi
g

. 
1 

M
ac

ro
ec

o
n

o
m

ic
 i

n
d

ic
at

o
rs

 o
f 

Tu
rk

is
h

 e
co

n
o

m
y 

(S
o

u
rc

e:
 W

o
rl

d
 B

an
k-

W
o

rl
d

 D
ev

el
o

p
m

en
t 

In
d

ic
at

o
rs

 (
W

D
I)

, 
IM

F-
 

In
te

rn
at

io
n

al
 F

in
an

ci
al

 S
ta

ti
st

ic
s 

(I
FS

),
 C

en
tr

al
 B

an
k 

o
f 

Tu
rk

ey
 (

C
B

R
T)

, a
n

d
 T

u
rk

is
h

 S
ta

ti
st

ic
al

 In
st

it
u

te
)

 A. Ari



157

led to the overvaluation of the domestic currency, which lowered the 
competitiveness of exporting firms and, hence, deteriorated the current 
account balance. To offset current account deficits (nearly 5% of GDP), 
the country needed more capital inflows, which constantly increased the 
ratio of short-term foreign debt stock to international reserves.

On the other hand, capital account liberalization, by facilitating bor-
rowing of banks in international capital markets, allowed for rapid growth 
in lending and a boom in investment, but at the expense of constant 
increases in bank non-performing loans and bank open positions. 
Moreover, poor supervision and regulation of the system, since the 
Banking Regulation and Supervision Agency (BRSA) had effectively 
been created in May 2001, and close connections between bank con-
glomerates and political authorities unquestionably fostered this exces-
sive risk-taking setting. Increasing vulnerabilities in the domestic 
economy then led to high amounts of capital outflows, which triggered 
the outbreak of financial crises with consequent negative impacts on both 
the financial sector and real economy.

Stabilization and restructuring efforts, i.e. effective fiscal and monetary 
management, strengthened banking regulation and supervision, the 
introduction of a floating exchange rate regime, and an inflation- targeting 
strategy, implemented following the severe 2001 crisis in the framework 
of an IMF-backed program, restored relative economic and financial  
stability: inflation decreased from nearly 60% to single digits, budget 
deficits plunged from 12% of GDP in 2001 to 2% in 2016, which helped 
to lower public debt from 80% of GDP in 2001 to 35% in 2016, and 
output continually increased (around 5% on average), except for the 
2008–2009 crisis period.

This performance is also worth highlighting because Turkey was able 
to reduce high chronic inflation rates together with increasing economic 
growth and doubled GDP per capita at purchasing power parity (PPP) in 
less than 15 years, despite the global financial crisis. This growth process 
is also said to be ‘inclusive’ since income inequality, measured by the Gini 
coefficient, fell, but more importantly, poverty was reduced by more than 
half, access to high-quality health, education, and municipal services 
expanded, and income gaps between regions narrowed (OECD 2014).
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Moreover, as shown in Fig. 2, Turkey outperformed most of its peer 
countries in terms of economic growth over the last 15-year period. This 
is mostly due to increasing financial stability, which also increased confi-
dence in the management of the economy. Thus, Turkey could attract 
significant amounts of foreign direct and portfolio investments to finance 
high growth rates.

Figure 3 shows the developments of some key banking sector indica-
tors in Turkey. As seen in Fig. 3, bank reserves to assets steadily declined 
from 1989 (date of capital account liberalization) to 2002; bank return 
on assets followed a downward trend from 1996 to 2002; bank open 
positions, measured by bank foreign exchange (FX) assets over FX liabili-
ties, steadily increased from 1997 to the start of the banking crisis in 
November 2000; bank non-performing loans reached record levels (26% 
of total loans in 2002) despite the fact that the ratio of loans to deposits 
decreased from 1997 to 2002 and that low bank loans to private sector 
reached only 20% of total loans. Although the CBRT massively bailed 
out the banking sector (the ratio of bank liabilities to CBRT over total 
liabilities was 6% on average from 1997 to 2001), nearly thirty domestic 
banks failed and/or transferred to the Savings Deposit Insurance Fund 
(SDIF) from 1994 to 2003 that cost more than US$50 billion or 25% of 
GDP at that time.

Since the severe financial crisis in February 2001, Turkey has made 
remarkable progress in renewing its regulatory and supervisory frame-
work to bring it further in line with international standards. The founda-
tion of politically independent BRSA and the amendment of CBRT law 
in 2001 that has strengthened central bank independence and powers 
were key factors behind this effective regulatory framework. Moreover, 
implementation of conservative banking practices by the BRSA and 
improvements in the monetary policy framework of the CBRT have sub-
stantially increased financial stability: banks have rebuilt capital and 
reserves to adequate and comfortable levels, bank profitability has been 
restored, and the ratio of non-performing loans to total loans has plunged, 
even though bank loans to the private sector have significantly increased. 
On the other hand, good prospects have attracted large-scale foreign 
direct investment into the banking sector, and Turkish banks have been 
able to obtain financing abroad at advantageous rates (IMF 2007). One 
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may thus affirm that assuring financial stability has fully contributed to 
high growth rates over the last 15-year period.

On the other hand, all these improvements also explain why the 
Turkish financial system showed great resilience to the 2008–2009 global 
financial crisis. Following the restructuring and recapitalization of the 
banking system after the 2000–2001 crisis, the regulatory framework was 
modernized via passage of a banking law in 2005. The strengthened regu-
latory framework accompanied by BRSA’s conservative banking practices 
and tight supervision prevented local banks from taking excessive risks 
like in the USA and the eurozone.2 To be more precise, by the end of 
2007, the ratio of gross non-performing loans to total loans was 3.4%, 
while the ratio of capital to assets and the ratio of liquid assets to total 
assets were 12.1% and 54.2%, respectively, and profits were robust. In 
addition, low financial development, measured frequently by the ratio of 
credit to the private sector over GDP, which reached only 26.2% in 2008, 
and very limited use of new financial instruments, such as derivatives, 
restrained the probable negative effects of the global financial crisis on the 
Turkish financial sector and real economy.

Moreover, a reactive role played by the CBRT during the global crisis 
was also quite important. After a reticent approach in the early stage of 
the global crisis in 2008, the CBRT engaged in unprecedented monetary 
easing during the crisis by cutting the policy interest rate by 9.5% from 
September 2008 to September 2009. One of the major factors determin-
ing the effectiveness of monetary policy in this period was an expansion-
ary fiscal policy that tended to revive domestic demand and boost 
investment in order to stimulate economic growth. Thanks to loose 
 monetary and fiscal policies, as well as easy global monetary conditions 
that led to a surge in short-term capital inflows, Turkey was assured a 
quick economic recovery compared to other countries from the fourth 
quarter of 2009. However, rapid credit growth pushed by lower borrow-
ing costs on loan engendered a strong growth in domestic demand, which 
contributed to the widening of the current account deficit at the end of 
2010. The lack of a formal institutional setup to contain increasing 
macro- financial risks in Turkey drove the CBRT to take a leading role 
(Kara 2016). Accordingly, the CBRT adopted a new policy strategy by 
incorporating financial stability into the conventional inflation-targeting 
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framework and redesigning the toolkit to address macro-financial risks 
such as credit growth, volatility in capital flows, and increasing current 
account deficits. In this sense, unconventional tools, such as the interest 
rate corridor and reserve requirements, were jointly used for both mon-
etary policy and macroprudential purposes. Note also that the creation of 
the Financial Stability Committee (FSC) in June 2011 was another major 
step towards establishing a formal macroprudential framework in Turkey. 
The FSC was then charged with assessing systemic risks, identifying nec-
essary measures, and making relevant policy recommendations. One can 
then affirm that Turkey’s macroprudential policy framework, introduced 
following the Great Recession in late 2010, has provided a basis for timely 
and coordinated responses to emerging risks.

However, there are still some deep-rooted structural issues that 
adversely affect financial stability in the Turkish economy, such as high 
current account deficits, a growing savings–investment gap, consumption- 
driven growth, high and increasing inflation and unemployment rates 
(Fig.  2), and recently emerging domestic and international political 
uncertainty (e.g. failed coup attack in July 2016, change of political sys-
tem in April 2017 referendum, the war in Syria).

Turkey has a long-term problem with current account deficits, mainly 
related to its dependence on imported energy sources, import-based, 
low-value-added production, and low private savings rates that barely 
reached 13% of GDP in 2016. Hence, higher growth rates lead to  
higher current account deficits, which necessitate larger capital inflows, 
which in turn leads to increases in real domestic interest rates. When 
interest rates are not set in accordance with international financial condi-
tions, the country has difficulties in attracting foreign capital, which puts 
pressure on the domestic currency, the Turkish lira (TL). The high rate of 
TL depreciation increases the burden of FX debt both for financial and 
non- financial corporations, which now stands at a gross level of US$400 
billion.

On the other hand, since external demand has been weak in European 
and oil-exporting trade partners, particularly since 2011, the contribu-
tion of net exports to real growth remains close to zero. Hence, the coun-
try relies on domestic consumption fuelled by externally financed bank 
loans to the private sector to assure an acceptable 3% growth rate in the 
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medium term. However, this growth rate, which is far below the long-run 
growth trend of the Turkish economy (4.5% between the years 1923 and 
2016), cannot cover an increasing labour supply and, thus, avoid higher 
unemployment rates. This domestic demand-driven growth also contrib-
utes to inflationist pressures. Hence, Turkey seems to be entering an early 
stagflation stage, presenting a challenging macro-financial environment.

Moreover, the pattern of economic growth based on domestic demand 
that is fuelled by externally financed bank loans also leads to banking sec-
tor problems (Fig. 3). The most notable issues are large open positions 
(bank FX assets can only cover 25% of its FX liabilities) and risks of 
liquidity and non-performing loans, which have built up as a result of 
increasing reliance on short-term FX financing. In a highly uncertain 
global environment, there are risks of a collapse of external financing that 
could lead to a depreciation of the domestic currency – and hence subse-
quent deterioration in bank balance sheets  – and push Turkey into 
recession.

This scenario actually materialized in 2006, 2008, 2013, and 2016. 
The fluctuations in the exchange rate in 2006 were mainly caused by 
international economic developments such as increasing global imbal-
ances, rising commodity and oil prices, and increasing speculative bub-
bles in the US mortgage market. Contrary to the 2006 episode, the 
2008–2009 crisis gravely affected the real economy as the country 
recorded a recession of nearly 5% of GDP, slumping export revenues 
(more than US$30 billion), and rising unemployment rates of 14% in 
2009. In 2013, political risks increased, which led to high depreciation of 
the domestic currency (more than 25%), increasing interest rates, and 
slowing growth rates (about 3%). Again late 2016 and early 2017 saw 
increasing domestic and international political risks that caused capital 
outflows and TL depreciation.

4  Conclusion

According to our descriptive study, there exist two distinct periods in the 
Turkish economy: before and after the 2000–2001 financial crisis. During 
the pre-2001 crisis period, Turkey displayed important macroeconomic 
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imbalances and significant banking sector weaknesses and underwent 
some external shocks, mostly related to the 1997–1998 Asian and 1998 
Russian crises. However, these domestic problems were related not only 
to domestic factors but also to volatile capital flows. Of course, the highly 
unstable and factional political context, excessive public deficits, and 
excessively risk-taking domestic banks in the poorly supervised and cor-
rupt banking system all created a crisis-prone economy. But significant 
capital in- and outflows following capital account liberalization in 1989 
worsened all these domestic problems. This is consistent with the recent 
literature, which demonstrates that the sustainability of financial open-
ness necessitates a deep fiscal and financial restructuring before its imple-
mentation (Aizenman 2004). In other words, if capital account 
liberalization is rapidly implemented without an efficient supervisory and 
regulatory framework, its crisis-causing effect exceeds its growth- 
enhancing effect.

In the post-2001 crisis period, Turkey managed to restore relative eco-
nomic and financial stability with a radical structural economic program 
in a relatively stable political framework. However, the country suffered a 
severe crisis in 2008–2009 and high fluctuations in its money and cur-
rency markets in 2006, 2013, and 2016. A pattern of production that 
was highly dependent on imported energy and high-tech inputs and eco-
nomic growth based on domestic demand that was heavily dependent on 
bank loans and short-term capital inflows were the main reasons behind 
this external vulnerability and financial fragility. Therefore, structural 
reforms should focus on decreasing dependence on imported inputs, 
increasing private savings, and improving labour productivity, which will 
reduce the dependence of the domestic economy on external financing, 
sustain investment and output, make the economy more competitive, 
and help Turkey to reduce its external deficit in order to join the ranks of 
high-income countries.

Recently, Turkish authorities have taken some measures in that order: 
voluntary pension accounts, introduced in 2003, have become manda-
tory in 2016 for both public servants and employees in the private sector, 
with a government matching contribution of 25% of the investment. 
Moreover, in the framework of the National Renewable Energy Action 
Plan implemented in late 2014, Turkish authorities have started to  
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provide subsidies for private investments in renewable energy production 
that should reduce the country’s over-dependence on imported energy 
sources and support sustainable economic growth under environmental 
considerations in the long run. But much work remains to be done.

On the other hand, macroprudential policies should take into account 
increased bank risks associated with FX borrowing and overall indebted-
ness, and authorities should further raise banking regulation and supervi-
sory effectiveness. In addition, further financial development would 
contribute to the diversity and efficiency of the financial system and ulti-
mately enhance macroeconomic and financial stability by lowering reli-
ance on FX borrowing (IMF 2017). This is actually confirmed by some 
empirical papers whose results indicate the existence of a long-run posi-
tive relationship between financial development and economic growth  
in Turkey  (Ozturk 2008; Yildirim and Tastan 2012; Arac and Ozcan 
2014; Ari and Cergibozan 2017). In this sense, stronger institutions, by 
providing better protection of property rights, creditor rights and infor-
mation, and higher regulatory quality and rule of law are necessary for 
greater financial development and, hence, higher economic growth 
(Sahay et al. 2015).

Notes

1. Note that we distinguish short-term capital flows from foreign direct 
investments, which are considered to be more stable long-term invest-
ments. Hence, they are less likely to destabilize the domestic economy.

2. Kara (2016) gives some highlights of these prudent banking policies: 
‘Banks were not allowed to have currency mismatches, foreign currency 
loans to consumers were prohibited, there were restrictions on foreign 
currency lending to non-financial firms, and tight restrictions were 
imposed on distributing bank dividends, new bank entry, branch open-
ings etc.’

 Financial Openness, Financial Stability, and Macroeconomic… 



166 

References

Aghion, Philippe, Philippe Bacchetta, and Abhijit Banerjee. 2004. Financial 
Development and the Instability of Open Economies, NBER Working Paper 
10246. Cambridge, MA: NBER.

Aizenman, Joshua. 2004. Financial Opening: Evidence and Policy Options. In 
Challenges to Globalization: Analyzing the Economics, ed. Robert E. Baldwin 
and L. Alan Winters, 473–497. Chicago: University of Chicago Press.

Andersen, Thomas B., and Finn Tarp. 2003. Financial Liberalization, Financial 
Development and Economic Growth in LDCs. Journal of International 
Development 15: 189–209.

Arac, Aysen, and Suleyman Kutalmis Ozcan. 2014. The Causality Between 
Financial Development and Economic Growth: The Case of Turkey. Journal 
of Economic Cooperation and Development 35: 171–198.

Ari, Ali, and Raif Cergibozan. 2017. Sustainable Growth in Turkey: The Role of 
Trade Openness, Financial Development, and Renewable Energy Use. In 
Industrial Policy and Sustainable Growth, ed. Murat Yulek, 1–21. Singapore: 
Springer.

Arteta, Carlos, Barry Eichengreen, and Charles Wyplosz. 2001. When Does 
Capital Account Liberalization Help More Than It Hurts, NBER Working 
Paper 8414. Cambridge, MA: NBER.

Baltagi, Badi H., Panicos O. Demetriades, and Siong H. Law. 2009. Financial 
Development and Openness: Evidence from Panel Data. Journal of 
Development Economics 89: 285–296.

Barro, Robert J.  2003. Determinants of Economic Growth in a Panel of 
Countries. Annals of Economics and Finance 4: 231–274.

Beck, Thorsten, Ross Levine, and Norman Loayza. 2000. Finance and the 
Sources of Growth. Journal of Financial Economics 58: 261–300.

Bekaert, Geert, Campbell R.  Harvey, and Christian Lundblad. 2005. Does 
Financial Liberalization Spur Growth? Journal of Financial Economics 77: 
3–55.

Boratav, Korkut, and Erinc Yeldan. 2006. Turkey, 1980–2000: Financial 
Liberalization, Macroeconomic (In)stability, and Patterns of Distribution. In 
External Liberalization in Asia, Post-socialist Europe, and Brazil, ed. Lance 
Taylor, 417–455. Oxford: Oxford University Press.

Bussiere, Mathieu, and Marcel Fratzscher. 2008. Financial Openness and 
Growth: Short-Run Gain, Long-Run Pain? Review of International Economics 
16: 69–95.

 A. Ari



167

De Gregorio, Jose, and Pablo E. Guidotti. 1995. Financial Development and 
Economic Growth. World Development 23: 433–448.

Deidda, Luca, and Bassam Fattouh. 2002. Non-Linearity Between Finance and 
Growth. Economics Letters 74: 339–345.

Demirguc-Kunt, Asli, and Enrica Detragiache. 1998. The Determinants of 
Banking Crises: Evidence from Developing and Developed Countries. IMF 
Staff Papers 45: 81–109.

Edison, Hali J., Michael W.  Klein, Luca A.  Ricci, and Torsten Slok. 2004. 
Capital Account Liberalization and Economic Performance: Survey and 
Synthesis. IMF Staff Papers 51: 220–256.

Edwards, Sebastian. 2001. Capital Mobility and Economic Performance: Are 
Emerging Economies Different? NBER Working Paper 8076. Cambridge, MA: 
NBER.

Eichengreen, Barry, and David Leblang. 2003. Capital Account Liberalization 
and Growth: Was Mr. Mahathir Right? International Journal of Finance & 
Economics 8: 205–224.

Eichengreen, Barry, Rachita Gullapalli, and Ugo Panizza. 2011. Capital Account 
Liberalization, Financial Development and Industry Growth: A Synthetic 
View. Journal of International Money and Finance 30: 1090–1106.

Huang, Yongfu. 2010. Determinants of Financial Development. Basingstoke: 
Palgrave Macmillan.

IMF. 2007. IMF Country Report: Turkey. 07/361.
———. 2012. IMF Country Report: Turkey. 12/261.
———. 2017. IMF Country Report: Turkey. 17/35.
Kaminsky, Graciela L., and Carmen M. Reinhart. 1999. The Twin Crises: The 

Causes of Banking and Balance of Payment Problems. American Economic 
Review 89: 473–500.

Kaminsky, Graciela L., and Sergio L. Schmukler. 2008. Short-Run Pain, Long- 
Run Gain: Financial Liberalization and Stock Market Cycles. Review of 
Finance 12: 253–292.

Kara, A. Hakan. 2016. A Brief Assessment of Turkey’s Macroprudential Policy 
Approach: 2011–2015. Central Bank Review 16: 85–92.

King, Robert G., and Ross Levine. 1993. Finance, Entrepreneurship, and 
Growth: Theory and Evidence. Journal of Monetary Economics 32: 513–542.

Klein, Michael W. 2003. Capital Account Openness and the Varieties of Growth 
Experience, NBER Working Paper 9500. Cambridge, MA: NBER.

 Financial Openness, Financial Stability, and Macroeconomic… 



168 

Kose, M.  Ayhan, Eswar S.  Prasad, and Marco E.  Terrones. 2009a. Does 
Openness to International Financial Flows Raise Productivity Growth? 
Journal of International Money and Finance 28: 554–580.

Kose, M. Ayhan, Eswar S. Prasad, Kenneth Rogoff, and Shanjg-Jin Wei. 2009b. 
Financial Globalization: A Reappraisal. IMF Staff Papers 56: 8–62.

Levine, Ross. 2005. Finance and Growth: Theory and Evidence. In Handbook of 
Economic Growth Volume 1A, ed. Philippe Aghion and Steven N. Durlauf, 
865–934. Amsterdam: Elsevier.

Levine, Ross, Norman Loayza, and Thorsten Beck. 2000. Financial 
Intermediation and Growth: Causality and Causes. Journal of Monetary 
Economics 46: 31–77.

Loayza, Norman, and Romain Ranciere. 2006. Financial Development, 
Financial Fragility, and Growth. Journal of Money, Credit and Banking 38: 
1051–1076.

McKinnon, Ronald I. 1973. Money and Capital in Economic Development. 
Washington, DC: The Brookings Institution.

Odedokun, Matthew O. 1996. Alternative Econometric Approaches for 
Analyzing the Role of the Financial Sector in Economic Growth: Time-Series 
Evidence from LDCs. Journal of Development Economics 50: 119–146.

OECD. 2004. Understanding Economic Growth: Macro-Level, Industry-Level, 
Firm-Level. New York: Palgrave Macmillan.

———. 2014. OECD Economic Surveys: Turkey.
Ozturk, Ilhan. 2008. Financial Development and Economic Growth: Evidence 

from Turkey. Applied Econometrics and International Development 8: 85–98.
Patrick, Hugh T. 1966. Financial Development and Economic Growth in 

Underdeveloped Countries. Economic Development and Cultural Change 14: 
174–189.

Rajan, Raghuram G., and Luigi Zingales. 2003. The Great Reversals: The 
Politics of Financial Development in the Twentieth Century. Journal of 
Financial Economics 69: 5–50.

Ram, Rati. 1999. Financial Development and Economic Growth: Additional 
Evidence. Journal of Development Studies 35: 164–174.

Ranciere, Romain, Aaron Tornell, and Frank Westermann. 2006. Decomposing 
the Effects of Financial Liberalization: Crises vs. Growth. Journal of Banking 
& Finance 30: 3331–3348.

Rioja, Felix, and Neven Valev. 2004. Does One Size Fit All? A Reexamination of 
the Finance and Growth Relationship. Journal of Development Economics 74: 
429–447.

 A. Ari



169

Rodrik, Dani. 1990. Premature Liberalization, Incomplete Stabilization: The Özal 
Decade in Turkey, NBER Working Paper 3300. Cambridge, MA: NBER.

———. 1998. Who Needs Capital-Account Convertibility? In Should the IMF 
Pursue Capital-Account Convertibility? ed. Stanley Fischer et  al., 55–65. 
Princeton: Princeton University Press.

Sahay, Ratna, et al. 2015. Rethinking Financial Deepening: Stability and Growth 
in Emerging Markets, IMF Staff Discussion Note 15-08. Washington, DC: 
IMF.

Shaw, Edward S. 1973. Financial Deepening in Economic Development. New York: 
Oxford University Press.

Stiglitz, Joseph E. 2000. Capital Market Liberalization, Economic Growth, and 
Instability. World Development 28: 1075–1086.

Stiglitz, Joseph E., Jose A. Ocampo, Shari Spiegel, Ricardo Ffrench-Davis, and 
Deepak Nayyar. 2006. Stability with Growth – Macroeconomics, Liberalization, 
and Development. New York: Oxford University Press.

Yildirim, Nuri, and Huseyin Tastan. 2012. Capital Flows and Economic Growth 
Across Spectral Frequencies: Evidence from Turkey. Panoeconomicus 59: 
441–462.

 Financial Openness, Financial Stability, and Macroeconomic… 



171© The Author(s) 2018
A. F. Aysan et al. (eds.), Turkish Economy,  
https://doi.org/10.1007/978-3-319-70380-0_8

Capital Inflows and Banking 
in the Turkish Economy

Resul Aydemir and Gokhan Ovenc

1  Introduction

The Turkish economy has increasingly become more integrated into the 
global economy through not just trade but also capital flows. In the after-
math of the 2001 banking and financial crises, the process of capital inte-
gration of the Turkish economy with the rest of the world has moved into 
a new phase supported by structural financial reforms and political 
stability.

Capital inflows can provide substantial benefits for emerging countries 
at the expense of additional risks. Capital inflows can stimulate domestic 
investment through lending, thereby increasing growth rates and living 
standards. They also supply necessary funds for developing countries that 
make it easier for them to sustain their budget deficits. On the other 
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hand, capital inflows lead to current account deficits, market bubbles, 
lending booms, volatile and short-run flows, and exchange rate fluctua-
tions risks, which are even prevalent in countries having sound economic 
fundamentals (Calvo et  al. 1996; Mishkin 2009; Caballero 2016). 
Emerging market economies (EMEs) have implemented several macro-
prudential policies to minimize the risks associated with capital flows and 
increase their potential benefits.

Banks, as intermediaries of financial flows between domestic and 
global markets, play a significant role in managing the trade-off between 
these benefits and risks. Banks also act as a bridge between foreign loans 
(cross-border liability) and domestic lending. In recent years, EMEs have 
witnessed a rapid growth in bank credits. Simultaneously, there has been 
an increasing trend towards the internationalization of EMEs banking 
through cross-border banking (i.e., non-core) liability (Fig.  1) (BIS 
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2014). Therefore, any overuse or abuse of cross-border liability by EME 
banks to meet domestic lending demand could create a banking crisis or 
financial turbulence since cross-border banking liability directly affects 
the level of domestic lending, especially when the domestic banking sec-
tor cannot find enough core liability (i.e. domestic deposit).

Since 2002, Turkish domestic deposits have grown significantly as a 
result of financial deepening and overall income growth. Likewise, the 
Turkish economy’s credit growth has increased during the same period. 
However, as the loan-to-deposit ratio exceeded the critical level of one in 
2011, the Turkish banking sector gradually started to rely increasingly on 
cross-border liability.1 This higher reliance on cross-border liability may 
have increased banking risks related to maturity mismatch, currency mis-
match, liquidity, short-/long-term foreign exchange (FX) liability, and 
interest and exchange rates. In response to larger access to non-core liabil-
ity (banking foreign loan inflow) and sudden stop/volatile financial flows, 
the Central Bank of Turkey (CBRT) started to implement new policies 
(such as interest rate corridor and reserve option mechanism) and changed 
its reserve requirement rate for non-deposit FX liability to deal with these 
potential risks. As a consequence of macroprudential policies, foreign 
borrowing in the Turkish banking sector creates little short-term risk due 
to non-deposit FX liability. However, because the loan-to-deposit ratio of 
the sector exceeds the 100% threshold, there would still be a problem 
because the higher reliance on foreign sources makes the domestic bank-
ing system more vulnerable to external shocks.

In this chapter, we examine the developments in the Turkish banking 
industry in the context of capital and financial flows, specifically focusing 
on cross-border banking liability (non-core). In the first part, we briefly 
analyse how the Turkish economy, as an EME, has been affected by capi-
tal and financial inflows. Then, we touch upon how different types of 
financial inflows and the banking sector are interrelated especially through 
cross-border liability. In the second part, the transformation of the 
Turkish banking sector will be described by focusing on the post-2001 
period. Then we investigate the association between cross-border liability 
(non-core) and the performance of Turkish banks. Afterward, we exam-
ine the current outlook for the Turkish banking sector. Finally, we con-
clude with policy recommendations.
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2  The Turkish Economy and Financial 
Inflows

The Turkish economy has demonstrated similar characteristics to other 
emerging economies. The prevailing facts regarding financial flows 
observed in the other EMEs and the impacts of these flows specified in 
the literature, such as lower interest rates, market bubbles, lending booms, 
and monetary expansion, have been true for the case of Turkey as well 
(Calvo et al. 1996). As an example, in Fig. 2 we show the first 10 coun-
tries with the largest international investment deficits (IIDs) (financial 
assets: e.g. foreign direct investment (FDI), portfolios, loans). Turkey has 
the ninth largest international trade deficit in the world economy (ranked 
between Mexico and Indonesia). More importantly, Turkey has the fifth 
highest ratio of IID to GDP.2 We need to look at the composition of 
financial flows into a country to understand its international investment 
position.

The composition of financial flows in the Turkish economy can be seen 
in Fig. 3. The total share of FDI in financial flows is smaller than that of 
other categories but follows a stable pattern, while portfolio inflows are 
more volatile compared to other inflows. We observe an increasing trend 
in financial inflows since 2003, albeit with high volatility.
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The large swings in financial inflows inevitably influence the macro-
economic environment by affecting firms’ and banks’ balance sheets, 
their access to credit, lending behaviour, pricing dynamics, and 
import/export structure. To address potential risks created by short-run/
volatile financial flows, which have started to rise again since the 2008 
financial crisis, the CBRT has been very actively and successfully manag-
ing the volatile and sudden stop in financial flows through traditional 
and new macroprudential tools. For instance, the active use of the inter-
est rate corridor (widening or narrowing) and the reserve option mecha-
nism by the CBRT in 2010 reduced the lower bound of the interest rate 
(borrowing rate) and increased the reserve option coefficient during large 
capital inflows, restricting the supply of foreign currency and its deprecia-
tion (Aysan et al. 2015). Moreover, the ratio of current account deficit to 
GDP was again reduced to a critical level of 5% (CBRT 2016; Roubini 
and Wachtel 1999).

During the same period, the Borsa Istanbul stock exchange’s main 
BIST 100 index rose about 700% from an average of 10,000 to around 
80,000, and the secondary-market bond rate with 2-year maturity 
decreased from 65% to 9%, while the USD/TL exchange rate was stable 
between 2002 and 2014. The exchange rate showed a declining trend 
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between 2003 and 2009 but then increased as a result of the US Federal 
Reserve (Fed)’s announcement of possible systematic interest rate hikes in 
2014. Real consumption doubled over 2002 levels. The M1 money sup-
ply in the Turkish economy rose about 1700% between 2002 and 2015. 
One of the main characteristics of this period is the high appreciation of 
Turkish housing prices, especially in big cities. All these facts are consis-
tent with the financial inflow literature.

3  Types of Financial Flows and Banking 
Through Non-core Liabilities

Financial flows are comprised of various components such as FDI, port-
folios, deposits, credit, and reserves that differ based on the maturity 
(long, short) or nature of the claim (equity, debt). Each component has a 
different effect on the financial system and banking industry (Caballero 
2016). It is held that equity-based inflow is not damaging compared to 
debt-based inflow. For instance, equity-based inflow FDI is steady and 
usually demonstrates long-run characteristics, while debt-type inflows, 
such as deposits or credit (through banking), have short-run and sudden- 
stop characteristics. One crucial component of financial inflows is cross- 
border banking liability (bank loans, debt securities inflows). Although 
the share of banking industry credit inflow (cross-border loan liability) in 
overall financial inflow is low, it could adversely affect the financial sys-
tem stability because of its volatile and procyclical nature, especially in 
emerging economies depending on the global and domestic risk percep-
tions (Bruno and Shin 2014; Shin 2014; Cowan et al. 2007). Concerns 
related to cross-border banking credit inflows can be observed through 
banks’ balance-sheet transactions, and they can influence banks’ lending 
behaviours since they are directly related to how banks manage their 
external and internal balance-sheet liabilities. The main funding source of 
domestic banks is domestic savings, which make up the deposit part of 
the balance-sheet liability, the so-called core liability. However, bank 
deposits heavily depend on the performance of the domestic economy, 
specifically on households’ savings rates, which constrain the size of the 
overall internal funding source. If demand for domestic credit grows 
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faster than the supply of total domestic deposits, banks turn to foreign 
funds to finance the excess demand for domestic credits. Especially dur-
ing a credit boom period, we observe that banks in emerging economies 
such as Turkey and Brazil try to increase their lending capacity by bor-
rowing from abroad using the international banking system. Figure  4 
shows the cross-border banking liability for some emerging countries.

This kind of credit inflow or wholesale funding from foreign creditors 
increases the non-core liabilities of banks’ balance sheets. It is important 
to note that banking industry credit inflow (wholesale foreign funding) is 
unstable compared to domestic deposits since it depends on international 
capital market conditions and risk perceptions (Hermann and Mihaljek 
2010). Therefore, how banks improve their ability to lend through equity 
and debt (internal or external) is crucial. For example, Hahm et al. (2013) 
find that the non-core liabilities of banks are the most pronounced indi-
cator of financial vulnerability during lending booms since they directly 
affect the risk variables of an economy such as maturity mismatch, liquid-
ity, short-/long-term FX liability (non-deposit and deposit), and interest 
and exchange rates.
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One of the main factors affecting domestic banking cross-border lia-
bility is exchange rate as domestic banks borrow and pay back foreign 
wholesale loans in foreign currency, for example in USD and euros. 
Economists have been studying how financial inflows and exchange rates 
are interrelated. For instance, Bruno and Shin (2014) show that local cur-
rency appreciation has a major impact on the foreign borrowing of 
domestic banks. Therefore, exchange rate volatility might harm banks’ 
balance sheets through maturity mismatch and the time horizon of their 
debt positions.

Apart from cross-border liability, normally domestic currency appre-
ciation is expected to reduce the amount of capital inflows since capital 
inflow would earn a lower return in a non-appreciation period. If policy-
makers intervene in the foreign exchange market to limit appreciation 
and control capital inflows, they may encourage additional capital inflows 
and create extra-market distortions in the short run. Regarding cross- 
border banking liability and the balance-sheet perspective, domestic cur-
rency appreciation is believed to positively affect banking performance 
since banking credit inflow depends mainly on borrowing in foreign cur-
rency and lending in domestic currency. Therefore, policymakers should 
be very careful in their attempts to control capital inflows and apprecia-
tion. Their policies may influence the real economy and financial system 
in unintended ways. Evidence suggests that EME banks have learned 
how to deal with or dampen exchange rate fluctuations following the 
2008 financial crisis (Brunnermeier et al. 2012). Foreign currency reserves 
and FX asset/liability composition (long vs. short) in EME banks’ bal-
ance sheets are shelters against exchange rate fluctuations and financial 
crises that minimize the damage from external factors.

4  Turkish Banking Sector

4.1  Pre-2001 Developments

After transforming its economy into a fully liberalized market in the 
1980s, Turkey began to receive its first huge volume of capital inflows by 
the end of the 1980s (Agenor et  al. 1997). Significant structural eco-
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nomic reforms, such as the convertibility of the domestic currency, free 
capital movement, and liberalization of loan and deposit rates and the 
foreign exchange regime were implemented during the middle of the 
1980s, and as a result, Turkey has integrated into the global financial 
system.

Turkey’s integration into the global financial system has advantages 
and risks. As a result of liberal market reforms, the Turkish financial and 
banking sector made rapid progress. With the entrance of new private 
and foreign banks, the share of public banks in the total industry fell 
precipitously. The new entries made the industry more competitive and 
more institutionalized. Nonetheless, from this point the Turkish econ-
omy has had a short-term capital inflow problem. In addition to short- 
term capital inflows, high inflation, increasing public debt, current 
account deficits, and dollarization were negative characteristics of the 
period between 1989 and 2000. During that period, the annual average 
inflation rate was 72%, distorting the efficiency of monetary/fiscal policy 
and increasing the uncertainty of economic transactions. The average 
ratio of external or foreign debt (including public) to GNP was about 
47% and increased to 78% for 2000–2001, as a result of public budget 
deficit financing. During this period, the main objective of the private 
banks was to provide short-term funds to the public sector by borrowing 
from abroad, which allowed them to earn the simple interest spread but 
exposed them to exchange rate risk, while public banks had poor 
 performance mainly because of political intervention and mismanage-
ment. Given all these facts, Turkey experienced several crises resulting 
from domestic and global events. Among them were the 1991 Gulf War, 
the 1994 Mexican currency crisis, the 1997 devaluation, the 1997 East 
Asian financial crisis, the 1998 Russian financial crisis, and the 2000–2001 
banking liquidity and FX crises in Turkey (Mercan et al. 2003). In par-
ticular, the general outlook and disappointing performance of the Turkish 
banking industry and political instability were considered to be major 
consequences of the 2000 and 2001 economic crises. As a result, the pri-
mary measures taken to restore the Turkish economy focused on the 
structural issues of the banking and financial industry.
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4.2  Post-2001 Developments

With the Banking Sector Restructuring Programme following the 2001 
banking crisis, authorities aimed to increase the efficiency of state banks, 
solve the problems of the insolvent banks transferred to the Saving 
Deposit Insurance Fund (SDIF), strengthen the balance sheets of private 
banks, and broaden the supervisory and regulatory scopes by the Banking 
Regulatory and Supervisory Agency (BRSA). Certain criteria about 
deposit insurance, capital adequacy, non-performing loans, ownership, 
FX position, and liquidity management were established to make the 
supervisory and regulatory framework function well. For instance, under 
the new FX regulation, banks were not allowed to increase their FX posi-
tions to more than 20% of their equity. In the years following the regula-
tory and supervisory measures, the overall size of the banking industry 
shrank. The number of banks, branches, and employees significantly 
declined. The period between 2001 and 2004 is known as the period of 
recovery and stabilization of the Turkish banking sector (Akın et  al. 
2009).

After the recovery and stabilization period, the Turkish banking sector 
entered a new phase in which political stability, economic growth, and 
external factors such as EU membership negotiations and global macro-
economic recovery played important roles in this development. From 
2004 to 2008, the total USD-valued assets increased by 183% and total 
equity rose by about 156% (Fig. 5).

The number of employees in the banking industry increased by about 
25%, and the number of branches rose by about 80%. During the same 
period, five additional foreign commercial banks entered the Turkish 
market, and the Turkish banking industry was able to borrow large 
amounts of money from international financial markets through syndica-
tion and securitization loans in which the total amount of cross-border 
liabilities rose from 4.3 billion USD in 2004 to 27 billion USD in 2008.

Even though there was an increase in the number of employees and 
branches in the Turkish banking sector between 2008 and 2011, global 
economic and financial conditions depressed banking activities. During 
this period, the total assets, total lending, and cross-border inflows 
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declined. The period between 2011 and 2015 was dominated by internal 
conflict in 2013, political uncertainties that resulted from governmental 
elections in 2015, and change in the Fed’s interest rate policy. Also, 
increased risk perception towards EMEs and lower growth rates of the 
Chinese economy shaped this period. Moreover, tighter domestic pru-
dential regulations on credit, a rise in interest rates, and lower economic 
growth put pressure on banking activities and lending in the last 2 years 
of this period (CBRT 2015). Although these internal and external factors 
might have short-run negative impacts on the banking industry and 
lending activities, the Turkish banking industry is expected to progress 
and grow as it has in the past. When global economic and financial con-
ditions improve, rising GDP growth rates and domestic political stability 
could foster international financial flows into Turkey and stimulate 
domestic investment.

4.3  The Turkish Banking Sector and Non-core 
Liabilities

In recent years, EMEs have witnessed rapid growth in bank credit. 
Simultaneously, emerging economies have faced an increasing trend in 
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cross-border banking credit that has led to greater profitability through 
higher interest rate spreads but is also a new risk factor for financial inter-
mediation. In EMEs such as Turkey, Korea, and Mexico, the share of 
wholesale funding in total liabilities has increased in the last decade  
(BIS 2016). Like other EMEs, total syndication and securitization loans 
(cross-border liability) in the Turkish banking industry have risen steadily  
since 2002 (Fig. 6).

Between 2003 and 2008, banks were increasingly able to borrow from 
abroad, but global financial turbulence reversed this inflow because of 
changes in the global risk perception. Then the Turkish banking industry 
started to receive a high volume of foreign credit again from the begin-
ning of the second quarter of 2013 until the second quarter of 2015. The 
year 2012 and the last two quarters of 2015 were dominated by elections 
and domestic conflicts, which increased the country’s risk level and dis-
couraged international investors’ willingness to lend.

Cross-border banking liability is crucial for domestic lending, espe-
cially when the banking sector cannot find enough core liability (domes-
tic deposits). Domestic deposit growth has followed a strong path in the 
Turkish economy, resulting from financial deepening and general income 
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growth since 2002. Simultaneously, the trend in credit growth outpacing 
domestic deposit growth has also increased during the same period. But 
the sector’s loan-to-deposit ratio exceeded the critical level of one in 
2011, which in turn increased banks’ reliance on foreign funding. As the 
domestic credit growth/level has been larger than the domestic deposit 
growth/level, banks have started to turn to foreign markets (external bor-
rowing) (Fig. 6). The high correlation between lending to deposit ratio and 
cross-border liability to asset ratio since 2010 might be a potential risk that 
should be taken into account. The increasing reliance of the Turkish 
banking sector on cross-border liability might create risks such as credit 
risk, funding risk, maturity mismatch, currency mismatch, liquidity, 
short/long-term FX liability, and interest and exchange rate fluctuations 
(Adrian and Shin 2009; Hills and Hoggarth 2013; Allen 2011). For 
instance, when banks expand their balance sheets through cross-border 
liability, their borrowing has a shorter maturity than lending. This may 
make banks vulnerable to a maturity mismatch problem.

Banking non-core liability is directly associated with liquidity risk. 
Concerning liquidity risk, the Turkish banking industry has two concen-
trations: one around TL assets and core liabilities, the other around FX 
and non-core liabilities. Generally speaking, Turkish banks seem to be 
successful at containing their liquidity risk, including TL and 
FX. However, it is still important to manage the liquidity risk associated 
with external financing (non-core liabilities). Banking industry USD- 
valued external debt increased from 2009 but started to decrease in early 
2015 owing to internal and external risks. However, the growth rate of 
foreign debt is still positive under an exchange-rate-adjusted effect (CBRT 
2015).

To deal with the potential risks, the monetary authorities in emerging 
economies may implement policies and regulations to strengthen the 
resilience of the banking industry against risks associated with non-core 
liabilities. Monetary authorities in EMEs have carried out macropruden-
tial regulations such as raising non-deposit FX reserve requirement, 
attracting foreign bank entry, and stronger supervision (BIS 2009). In 
addition, the interest rate corridor and reserve option mechanism were 
new policy tools that started to be implemented in 2010 by the CBRT to 
reduce risks related to volatile short-term capital inflows and control cur-
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rency appreciation/depreciation (Aysan et al. 2015). These new tools are 
crucial because when volatile capital flows are not managed properly by 
monetary authorities, the sudden appreciation or depreciation of foreign 
exchange might occur. These sudden ups and downs inevitably affect 
banks’ balance sheets and lending activities adversely. Based on the 
empirical evidence from Turkey, Aysan et al. (2015) show that these new 
policy tools have been effective at minimizing the impacts of volatile 
cross-border capital inflows.

The composition of foreign financing also changed owing to the new 
arrangement of the CBRT that aimed to foster external financing with 
long-term maturities. The CBRT recently increased the reserve require-
ment ratios for non-deposit FX liability with a maturity of less than 3 
years. In response to this change, there was an increase in long-term 
external financing and a decrease in foreign funding with short-term 
maturities. The short-term foreign liabilities as a share of total foreign 
liabilities decreased from 58% in 2014 to 33% in 2015. Further, the 
average maturity of foreign liabilities of banks rose to 51 months, and the 
average maturity of syndicated loans increased from 12 to 15 months 
(CBRT 2015).

Interest rate and exchange rate fluctuations might create a risk of 
maturity mismatch between banks’ assets and liabilities. Since 2013, the 
average maturity of banks’ assets has been fluctuating between 19 and 21 
months, while liabilities exhibit a more stable and smoother pattern at 3 
months. During this period, the maturity of loans (interest-rate sensitive) 
and long-term TL deposits as a share of total deposits have been declin-
ing, whereas the share of FX assets and liabilities have been rising. The 
total amount of FX liabilities is higher than FX assets, and FX liabilities 
as a share of total liabilities has been increasing. According to the CBRT’s 
2015 financial report, the impact of exchange rate fluctuations on Turkish 
banks’ balance sheets is very limited since banks take on-balance-sheet 
short and off-balance-sheet long positions simultaneously. Therefore, net 
FX positions of the banking industry follow a steady trend (CBRT 2015). 
Instead, the banking industry’s long-term maturity TL assets and liabili-
ties are more sensitive to interest rates compared to maturities up to 1 
year (CBRT 2015).
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4.4  Overall Outlook and Some Policy 
Recommendations

As of 2016, 52 banks operate in the Turkish banking industry, including 
34 commercial banks (3 publicly owned, 9 privately owned with domes-
tic holders and 15 privately owned with foreign holders), 13 investment 
and development banks, and 5 participation banks. Six international 
commercial banks have branches in Turkey (BAT 2016). Over the last 15 
years, the total assets of the Turkish banking industry have risen by about 
505%, valued at 821 billion USD, and total equities have increased by 
416%, valued at over 91 billion USD. As can be seen in Fig. 7, the gen-
eral profitability of the Turkish banking sector has experienced a notice-
able decline in all measures including net interest margin (NIM), return 
on assets (ROA), and return on equity (ROE) since 2002. During this 
period, ROE diminished less than ROA since total banking assets grew 
more than total equities and the steady fall in interest rates kept down-
ward pressure on NIM.

To deal with declining profitability, the banking sector intends to 
increase efficiency, more effectively use technology, and minimize costs. A 
closer look at the numbers shows that the strong and well-designed 
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domestic supervisory and regulatory framework is likely to support the 
banking sector’s positive outlook. Risk indicators such as liquidity risk, 
capital adequacy, and non-performing loans reflect a stable and promis-
ing signal for the future. Cross-border liability (non-core) will continue 
to be the primary funding sources for domestic lending given that domes-
tic deposits and the savings rate continue to be low while domestic lend-
ing is on an upward trend. Although increased reliance on wholesale 
foreign borrowing does not create any short-term risk in terms of non- 
deposit FX liability, it is likely to be one of the risk factors that the bank-
ing sector will confront until it finds less risky funding sources, other 
than foreign funding, for its lending activities. In fact, the Turkish bank-
ing sector should devise a new road map, in line with its solid appearance, 
to be classified as one of the top banking systems among EMEs. In this 
context, we have some general and specific policy recommendations for 
the sector.

The interest income of Turkish banks dominates their non-interest 
income (Aydemir and Ovenc 2016). Unlike EMEs, one of the key fea-
tures of developed countries’ banking sectors is that they have higher 
trading income compared to interest income to hedge against interest 
rate risk. Hence, we recommend that the Turkish banking sector increase 
its trading income capacity through hedging, direct investment, or invest-
ment partnerships. These kinds of trading activities and investment 
 partnerships might help the sector to increase its profitability and shield 
the sector against possible risks.

In today’s international financial system, advanced economies and 
global banks capture the lion’s share of cross-border banking inflows. 
Against this backdrop, increasing the capacity of regional financial inte-
gration between the Turkish and other EMEs’ banks would be benefi-
cial. This kind of integration, through creative and efficient partnership 
models, has the potential to instigate a new momentum towards cross-
border liability expansion and might eventually reduce the global risks 
associated with capital flows from advanced economies. In this regard, 
the Turkish banking sector could seek to enter new markets in countries 
with which Turkey has historically maintained good relationships and 
has high levels of economic integration in other sectors. Opening new 
branches in neighbouring countries that Turkey trades with actively 
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could reduce Turkey’s dependence on non-core liabilities from advanced 
economies.

Given the difficulties in efficiently coordinating cross-border inflows 
and a lack of global regulation, the CBRT and other authorities should 
continue to closely monitor cross-border financial inflows. Measures 
should be pursued vigorously to attract long-term cross-border banking 
liabilities. Effective policies and regulations that stimulate domestic sav-
ings and long-term investment positions might reduce the banking sec-
tor’s reliance on cross-border foreign funding. Although the 
macroprudential policies implemented by the CBRT have helped man-
age capital flows and cross-border banking liability in the short term, we 
should keep in mind that these policies are only the second-best solutions 
until long-term structural reforms yield the desired results with respect to 
increasing savings rates and productivity and lowering inflation and cur-
rent account deficits (Kara 2016).

To limit the extent to which the banking and financial system is 
adversely affected by exchange rate fluctuations and outflows, a Tobin tax 
imposed on short-term financial capital might be considered an option. 
Indeed, following the East Asian and Latin American crises, Malaysia and 
Chile successfully implemented such a policy (Rajan 1998). The 
Malaysian authorities imposed controls on capital flows and foreign 
exchange transactions to deal with speculative capital movements (Kim 
2003). The possibility of levying such a tax on some types of financial 
flows was discussed in Turkey after the 2001 banking and financial sys-
tem crisis, and it is a hot topic among economists and authorities when-
ever current account deficits create a risk for the country. Apart from the 
current account risk, this kind of tax might dampen speculative flows 
into the Turkish economy.

Asset price bubbles, especially in real estate markets, have a direct 
impact on the excessive use of credits and, therefore, on cross-border 
banking liability. Effective use of monetary policy (i.e. interest rate) and 
macroprudential regulations could help reduce the systemic risks related 
to market bubbles. Given the facts that real estate prices vary by region 
and some cities have different economic fundamentals than others, using 
a tight monetary policy to address asset price bubbles might cause unin-
tended consequences. For instance, while a rise in the interest rate might 
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limit and control asset prices in some markets, it might also negatively 
affect real estate markets in cities that do not have bubbles. In such cir-
cumstances, in lieu of monetary policy, macroprudential policies such as 
fine-tuning of loan-to-value ratios would be more effective at dealing 
with market bubbles (Allen 2011). In this regard, the CBRT should 
actively continue using these targeted macroprudential policies to address 
systemic bubble risks.

The problems faced by banks, such as maturity mismatches, currency 
mismatches, and exchange rate volatility, are partly shaped by the nature 
of cross-border banking flows. Central banks play a critical role in reduc-
ing risks associated with these problems. Specifically, during shortages of 
foreign reserves, the timely intervention of the central bank to provide 
adequate reserves to the banking sector is vital, so that attempts to harm 
the credibility of the central bank should be avoided at all costs. To main-
tain its credibility, the central bank must not only be independent of 
outside pressure but also needs to be a good communicator. These quali-
ties would help resolve ambiguities that arise in the course of the central 
bank’s work, especially in dealing with problems related to cross-border 
banking inflows.

5  Conclusion

Since the early 2000s, the Turkish banking sector has continued to prosper 
significantly and gradually become more integrated into global financial 
markets. The strong and well-designed domestic supervisory and regula-
tory framework is likely to support the banking sector’s positive outlook. 
Risk indicators such as liquidity risk, capital adequacy, and non- performing 
loans reflect a stable and promising signal for the future. To deal with fall-
ing profitability, the banking sector must do its best to minimize costs, 
increase efficiency, and better utilize technological innovations.

Domestic deposit growth has followed a strong trajectory in the 
Turkish economy as a result of the financial deepening and overall income 
growth that have occurred since 2002. Likewise, the Turkish economy’s 
credit growth has also increased during the same period. The high corre-
lation between lending-to-deposit ratio and cross-border-liability-to-asset 
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ratio since 2010 might be a potential risk that should be taken into 
account. Cross-border liabilities (non-core) seem to be a key funding 
source for domestic lending, given that domestic deposit and savings 
rates in Turkey continue to remain low while domestic demand for lend-
ing is on an upward trend.

Although the increased reliance on wholesale foreign borrowing does 
not create any short-term risk in terms of non-deposit FX liability, matu-
rity mismatch, currency mismatch, and liquidity, it is likely to be one of 
the risk factors that the banking sector should confront until it finds 
alternative, less-risky financing sources since higher reliance on foreign 
wholesale funding makes the domestic banking system more vulnerable 
to external shocks. In fact, the Turkish banking sector should come up 
with an updated road map, in line with its solid appearance, to be classi-
fied as one of the top banking systems among the EMEs.

Notes

1. Turkish banking sector total cross-border liability has increased from 
USD 7.3 billion to USD 103 billion since 2002. Especially during the last 
5 years, total cross-border banking liability to banking total assets rose on 
average from 8% to 13%.

2. We calculate the ratio of IID to GDP using a 2014 data set of 15 coun-
tries that had the highest international investment deficit. For instance, 
USA’s IID-to-GDP ratio was around 0.4, while Turkey had a ratio of 
0.55. Greece, Portugal, and Spain were among the top three countries that 
had the highest IID to GDP ratio.
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Turkish Banking Industry: A CAMELS 
Analysis

Muhammed Habib Dolgun and Lokman Gündüz

1  Introduction

The Turkish financial system has had a long history of economic and 
financial crises. However, it experienced remarkable progress in perfor-
mance following the restructuring programme after the last crisis in the 
country in 2001. Because weaknesses in the banking sector were consid-
ered to be one major culprit of the crisis, efforts to restructure the Turkish 
economy were particularly focused on the banking industry. Many inef-
ficient banks were closed down or merged with stronger banks. Several 
foreign players (including Citigroup, Fortis, and BNP Paribas) started to 
invest in the Turkish banking system after 2004, at which time the 
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 banking sector entered a “growth period” (Aysan et al. 2009). The regula-
tory, supervisory, and macroprudential measures taken by the financial 
authorities after the global financial crisis also increased the resiliency of 
the Turkish banking system. In addition to having a resilient asset struc-
ture, it also has a sound capital base thanks to restrictive regulatory 
requirements and a notable, well-developed approach to liquidity 
management.

The successful implementation of the programme was reflected in the 
banking sector structure. Private banks increased their regulatory capital, 
which had eroded during the 2001 crisis. Those banks that failed to 
underwrite new capital had to merge with other banks or were national-
ized by the Savings Deposit Insurance Fund (SDIF). State-owned banks 
were restructured and recapitalized after the 2001 crisis. Non-performing 
loans (NPLs) that were on the balance sheets of the state-owned banks 
were settled against government debt securities, and the financial struc-
tures of these banks were strengthened. At the same time, the Banking 
Supervisory and Regulatory Agency (BRSA) gained greater autonomy 
with accountability for systemic banking stability. Laws and regulations 
regarding banks’ activities were revised in 2005 and converged with inter-
nationally recognized standards. Fukuyama and Matousek (2011) found 
that Turkish banks positively reacted to this consolidation and restructur-
ing process and that bank efficiency had gradually improved and cost- 
efficiency scores peaked immediately after the restructuring programme 
was introduced. However, they found a gradual deterioration of bank 
efficiency from 2004 to 2007, and they explained this negative trend by 
the strict regulatory rules imposed by the BRSA.

The Turkish financial system is dominated mainly by the banking sec-
tor. As of late 2016, the size of the financial sector reached approximately 
USD 1.2 trillion. Total banking sector asset size is around USD 780 bil-
lion (Table 1), which was only USD 51.6 billion in late 1995. Currently, 
51 banks operate in the sector, of which 5 are participation banks, 5 are 
state banks, and 21 are foreign banks. In 2016, the total assets of the 
Turkish commercial banks were around USD 700 billion, whereas par-
ticipation banks had nearly USD 38 billion, and investment and devel-
opment banks had USD 40 billion in assets.
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Turkish banks have a strong capital structure and efficient risk man-
agement approach. The intermediation function has been performed 
much more efficiently compared to the pre-2001 crisis era, and the 
credit-to-deposit ratio reached 123% as of December 2016. The Turkish 
banking sector has higher profitability ratios than the banking sectors of 
many countries, including European Union countries. Return on equity 
is greater than 10%, and return on assets is almost 1.5%. The banking 
industry as a whole documented an 18.3% rate of growth in deposits and 
19.7% increase in credit volumes in 2015. However, owing to geopoliti-
cal risks, an attempted military coup, and depreciation of the local cur-
rency, the banking sector’s asset size, in USD terms, showed a 4.3% rate 
of decrease at the end of 2016. The Turkish banking sector maintained its 
robust position during the global financial turmoil as the profitability of 
the banking sector continued to be quite high in international standards. 
In the last 12 years, Turkey has improved the regulatory and supervisory 
framework and harmonized its banking sector with the best international 
standards. In this regard, Turkey’s banking sector was found to be fully 
compliant with the Basel II and Basel III standards in risk-based capital 
standards as well as other capital components regulations as of 2016 by 
the Regulatory Consistency Assessment Programme (RCAP) coordinated 
by the Basel Committee in 2016.

If the Turkish banking sector is in better shape today, it is mainly due 
to implementation of the right policies at home at the right time. The 
Great Moderation also helped significantly when those reforms were 
under way. However, it still has its weaknesses, most of which stem from 
structural problems of the Turkish economy such as low savings rates 
and, hence, a dependence on foreign capital flows. Relatively higher but 
volatile economic growth rates over the years do not help the banking 
industry either. The banks continue to move in a procyclical direction, 

Table 1 Overview of Turkish banking sector (late 2016, million USD)

Total assets Credit Deposit Equity

Commercial banks 700,031 444,433 391,580 14,503
Participation banks 37,701 21,536 23,064 2,222
Investment and development banks 40,613 28,558 0 5,667
Banking sector 778,347 494,529 414,916 22,394

Source: Banking Regulation and Supervision Authority (BRSA)
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while regulatory authorities are trying to implement a right mix of mon-
etary and macroprudential policies in times of increasing global financial 
uncertainty. All these factors are reflected in the various indicators of the 
banking industry. While some of them, like financial performance indi-
cators, are much better relative to the previous decade, others, such as 
credit-to-deposit ratio and the low level of competition, signal that there 
are limits to the banks’ further growth.

In this paper, we briefly examine the Turkish banking industry by 
making use of CAMELS analysis. The acronym CAMELS refers to the 
six component of a bank’s condition that is assessed: capital adequacy, 
asset quality, management, earnings, liquidity, and sensitivity to market 
risk and interest rate risk. Several academic studies have found CAMELS 
to be very useful both in summarizing current conditions and in the 
supervisory monitoring of bank conditions. We then point to the chal-
lenges and opportunities facing the Turkish banking industry in the years 
ahead and conclude with some key lessons.

2  CAMELS

2.1  Capital Structure

The financial reforms implemented following the 2001 crisis and the 
excessive prudence of the supervisory authorities led banks to hold high 
capital ratios. Until 2005, the average capital adequacy ratio (CAR) in 
the banking sector was above 20%. It then continued to perform at these 
levels, although it showed a slight decrease in 2011. The CAR of the 
Turkish banking sector has remained around 16% for more than 5 years, 
above the legal ratio (8%) and the target ratio (12%) of the BRSA as of 
October 2016 (Graph 1).

The capital structure of the Turkish banking system is much better 
than that of the banks in most countries. The persistently high propor-
tion of the main capital ratio shows that the prudential approach to 
banking still continues. There are also some disadvantages of having a 
high capital ratio. Since the capital ratio is measured in relation to 
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 risk- sensitive assets, the banks do not give credit to high-risk entities, 
which may cause harm to real sectors and economic growth. In many 
countries, banks hold several items as elements of capital such as convert-
ible bonds issued by banks as Tier 2 products or additional Tier 1 instru-
ments. These products are very rare in Turkish banks’ capital structure, 
and the Tier 1 common equity capital has an important share in the capi-
tal structure of Turkish banks.

2.2  Asset Quality

Thanks to the Turkish banking sector’s strong capital structure and effi-
cient risk management applications, the industry has increased its asset 
size. In 2016, the banking sector’s total assets reached USD 778 billion. 
Its lending reached 1609 billion Turkish lira (TL) as of October 2016. 
The cumulative annual credit growth rate in TL was 27% between 2002 
and 2016, well above the global average. The average deposit growth rate 
was 19% between 2002 and 2016 in TL. A rule of thumb suggests that 
when the sum of the assets in the banking sector in a country exceeds 
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gross national income, the financial wealth of the citizens is also posi-
tively influenced by economic growth. In this context, the Turkish bank-
ing sector’s total assets to total national income exceed 100%. At the end 
of 2015, the ratio of total assets to gross domestic product (GDP) 
exceeded 120%, but it then decreased to 105% by the end of 2016 
(Graph 2).

However, it is clear that the Turkish banking sector has increased its 
assets significantly over time. Yener et al. (2007) divide the Turkish bank-
ing system into two segments, commercial banks and non-depository 
banks. Commercial banks have an authority to collect deposits, while the 
others do not. Yener et al. (2007) claim that commercial banks in Turkey 
operate as universal banks. In other words, they offer a broad range of 
products and services to their customers. The second group of banks con-
centrate on investment activities. Although the shares of development 
and investment banks and participation banks have increased, the Turkish 
banking sector is still dominated by deposit banks, which are typically 
commercial banks.

The Turkish banking sector’s total loan ratio has increased in the last 
13 years, though its ratio to GDP is far below 100% (Graph 2). In par-
ticular, there was massive credit growth in the 2011–2012 period. 
However, annual credit growth started to decrease after 2012 because of 
a tight monetary policy stance and the implementation of new macro-
prudential policies such as higher risk weights and provisions for  consumer 
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loans, an increase in the loan-to-value cap for housing loans and vehicle 
loans, credit card payment regulation, and maturity restrictions for 
uncollateralized consumer loans. Hence, it should be noted that the ratio 
of non-bank corporate credit to GDP remains lower than that of advanced 
countries, which signals that there is ample room for financial deepening. 
It is expected that credit will continue to grow at moderate rates owing to 
the introduction of several macroprudential measures.

One of the most significant problems in fast-growing economies is 
that the deterioration of NPLs is not easily seen in the good times. 
Therefore, it is necessary to impose macroprudential measures in a timely 
manner. The banking sector continued to enjoy high asset quality while 
the NPL ratio stood at low levels. As of October 2016, the NPL ratio was 
3.3% (Banking Regulation and Supervision Agency 2016). Although 
NPLs have been on a rising trend due to a slowdown in consumer demand 
and economic growth, the increase in these ratios is low in comparison 
with the 2009–2010 period (Akıncı et al. 2013). Moreover, it should be 
stressed that currently, the NPL ratio in the Turkish banking sector is 
much lower than that of many advanced economies, especially European 
countries (Graph 3).
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Managing the balance between costs associated with NPLs and income 
is and will be an important issue in the years to come. Though macropru-
dential measures and regulations are very efficient in controlling NPLs, 
new reforms and other financial stability measures should be taken to 
mitigate their risks (Aysan et  al. 2015). Loan demand decreased com-
pared to 2011 due to the many macroprudential measures taken by the 
CBRT and BRSA, especially after 2012. Today, Turkish banks’ loan 
growth is more sustainable compared with the higher trend before 2012. 
The household leverage ratio (liabilities/assets) has also been declining 
since 2012.

Although there is stability regarding household indebtedness, exchange 
rate movements increased non-bank corporate debt in 2016. Accordingly, 
macroprudential measures such as consumer loan risk weights are 
expected to support credit growth in the upcoming period. On the other 
hand, the probability of exchange-rate-related risk in the private sector 
remains low because of the increasing share of long-term foreign- 
currency- denominated loans in recent years. These loans continue to be 
concentrated in larger firms that are relatively better at risk 
management.
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The ratio of credits to deposits is alarming because it has exceeded the 
threshold of 100% (Graph 4). Historically it was less than 100% before 
2012. Since the Turkish banking sector has a strong capital base, stable 
funding, and low foreign currency risk, this ratio would not be a big 
problem in the short run. On the other hand, the Turkish banking system 
is capable and very careful in managing exchange rate risk. The ratio of 
foreign-currency-denominated liquid assets to foreign-currency- 
denominated other resources has not changed much since 2012. Although 
banks include the exchange rate risk on their balance sheets, they miti-
gate it via off-balance-sheet operations. In doing so, the banking sector 
maintains a neutral net general FX position. While external borrowing 
has declined, favourable borrowing costs and longer maturities signal 
that banks hold a positive outlook when it comes to accessing external 
funding sources.

2.3  Management Capabilities (Financial 
Performance, Governance, and Rating)

A well-educated management team and calibrated good corporate gover-
nance rules increase efficiency and decrease idiosyncratic risks. The man-
agement system in the Turkish banking sector is very competitive and 
similar to international counterparts. Turkish banks are aware of the con-
stant need to increase the quality of their services and decrease costs. In 
this connection, the Turkish banking sector increased the number of 
ATMs to facilitate banking services and to reduce their costs related to 
branches and employees. The number of ATMs and branches is increas-
ing, but the employment rate increase is very slow in comparative terms 
(Graph 5). The recent increase in the number of branches signals a tough 
competitive environment among banks but also suggests that opening up 
new branches can increase costs and result in lower efficiency, as argued 
by Aysan and Ceyhan (2008).
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2.4  Earnings

In a high-inflation-rate environment with economic growth, the banking 
sector, based on consumer loans, made huge profits after 2001. After the 
2008 crisis it witnessed decreasing profitability. Profitability indicators 
for the banking sector started to deteriorate by mid-2013, when the 
U.S. Federal Reserve announced a tapering policy to reduce the amount 
of money it was feeding into the system, which led to the so-called taper 
tantrum, and this trend continued until September 2015. Interest 
expenses increased as a result of rising funding costs, which caused a 
decline in profitability in the sector. However, the banking sector is still 
very profitable. A more efficient management of non-interest expenses is 
the primary element partially limiting the negative effects of rising fund-
ing costs. Although there has been a decrease in the return on equity 
(ROE) and return on assets (ROA) in comparison to 2007, the sector’s 
average ROE and ROA ratios are higher than those of many European 
banks. By the end of 2016, ROE was around 14 and ROA 1.5% at the 
end of 2016 (Graph 6).
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2.5  Liquidity Structure

The last global financial crisis revealed the importance of liquidity risk 
management, and many countries have accordingly changed their regula-
tory framework to mitigate several risks, including liquidity risk. Bank 
liquidity is a crucial component in managing bank assets. A resilient and 
robust liquidity management framework can ease the transformation of 
maturity between liabilities and assets. Without enough liquidity, a bank 
may face several risks, such as fiduciary risk, operational risk, maturity 
transformation risk, and other risks that affect the bank’s financial stabil-
ity as a whole. Turkey did not experience a major liquidity problem dur-
ing the global financial crisis and has not experienced one since the crisis. 
Currently, the liquidity position of the Turkish banking system is quite 
strong. The liquidity requirement ratio – up to a month – is more than 
100% (Graph 7).

On the other hand, several structural changes have been made to 
liquidity components. The liquidity structure of the Turkish banking sys-
tem reflects monetary policy changes made by the CBRT and the 
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BRSA. As a result of monetary policy and macroprudential policies of 
regulators, the share of securities available for sale and investment 
decreased, whereas required reserves increased after 2011. During this 
time, the main concern was to control credit growth, which was annually 
more than 40%. The CBRT and the BRSA decided to implement many 
macroprudential policies for managing credit growth. These attempts 
have definitely changed the liquidity structure of the banking system.

2.6  Sensitivity to Market Risk and Interest-Rate Risk

The Turkish banking sector’s data show that the sensitivity to market risk 
and interest-rate risk has not increased, though the ratio of foreign debt 
to bank assets is rising (Graph 8 and Table 2 respectively). The net inter-
est margin ratio of the Turkish banking sector has decreased slightly in 
recent years thanks to falling interest rates. There is an increase in the 
ratio of foreign debt to bank assets, but it is around 20% (Graph 8). On 
the other hand, the net interest margin of the Turkish banking sector was 

80

90

100

110

120

130

140

150

160

170

180

04–07 04–08 04–09 04–10 04–11 04–12 04–13 04–14 04–15 04–16

Liquidity Requirement Ratio -Up to 1 Month

Graph 7 Liquidity requirement ratio (Source: CBRT)

 M. H. Dolgun and L. Gündüz



205

0

10

20

30

40

50

60

70

0

5

10

15

20

25

30

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Foreign Debt to Banks Assets (%)
Short Term Foreign Debt to Total Foreign Debt (%) (right)

Graph 8 Foreign debt to banks assets (Source: CBRT)

Table 2 FX loans to total loans and FX deposits to total deposits

Total credit 
(million TL)

Total deposits 
(million TL)

FX loans/
total loans 
(%)

FX deposits/
total deposits 
(%)

Net interest 
margin (%)

12.02 48.981 137.973 59 57 5.10
12.03 66.222 155.312 45 49 5.06
12.04 99.342 191.065 35 45 6.36
12.05 156.410 251.490 27 37 5.37
12.06 218.987 307.647 26 39 4.71
12.07 285.616 356.865 24 35 4.88
12.08 367.445 454.599 29 35 4.72
12.09 392.621 514.620 27 34 5.44
12.10 525.851 617.037 27 30 4.30
12.11 682.893 695.496 29 34 3.45
12.12 794.756 772.217 26 33 4.07
12.13 1.047.410 945.770 28 37 3.72
12.14 1.240.708 1.052.693 29 37 3.53
12.15 1.484.960 1.245.428 32 43 3.45
12.16 1.734.342 1.453.632 35 42 3.64

Source: CBRT
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3.6%, down from 4.6% in 2006, but still relatively higher than that of its 
emerging market peers.

Turkish banks’ level of exposure to credit risk is low. The Turkish bank-
ing sector has almost entirely hedged its FX lending, though the cost of 
hedging is increasing. The sector has many buffers against the indirect 
risk caused by the FX liabilities of non-financial corporations thanks to 
its ability to adapt to global changes and to its high-quality collateral 
obtained from non-financial corporations.

Macroprudential policies are expected to encourage long-term external 
funding to reduce the banking sector’s susceptibility to adverse develop-
ments in global markets by lengthening maturities. The Turkish banks’ 
ratio of FX general positions to regulatory capital remains stable, whereas 
the ratio of on-balance-sheet foreign currency deficit to regulatory capital 
keeps increasing. Accordingly, the developments in the global economy, 
domestic markets, balance of payments, and public sector have proved 
influential and effective at maintaining financial stability during these 
times. Global and local markets, as well as the balance of payments and 
the public sector, have contributed favourably to financial stability.

3  Challenges and Opportunities Ahead

The fact that the rate of increase in deposits continues to slow down while 
the ratio of credit to deposits is growing presents a major challenge for the 
Turkish banking sector in the years ahead. Several factors seem to be 
effective at reducing the rate of increase in deposits. Lower savings and 
relatively high inflation rates may be among the main reasons. 
Furthermore, financial inclusion may not enhance the income of deposi-
tors. More likely, in an environment where real interest rates are low, 
people may prefer not to put their deposits in a bank. Another reason 
may be the increase in construction investment, which means people 
may prefer to invest in real estate rather than parking their cash in a 
deposit account. As a result, the growing banking sector is more depen-
dent on outsourcing and syndicated loans. However, the syndication loan 
cost is linked to credit rating. This implies a more reasonable scenario 
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that either foreign funding needs to be sustainable as previously or 
domestic savings will increase.

Indeed, a glance at the last three decades reveals how the growth rate 
of the Turkish economy and Turkish financial sector are sensitive to global 
conditions. This in large part stems from the fact that the domestic sav-
ings rate is low in comparison to many emerging countries. Foreign capi-
tal flows thus play a prominent role in explaining both the volatility and 
growth of the Turkish economy. In a period of high capital inflows, both 
the real economy and the financial sector benefit and have high growth 
rates. On the other hand, both suffer and show a slowdown in bad times. 
Moreover, sometimes a rosy global picture is not enough if the domestic 
economic and political stability are not maintained. The Turkish econ-
omy in the 1990s illustrated this well. It was, after all, a lost decade for 
Turkey mainly as a result of domestic political uncertainty. A cloudy and 
cold global climate does not necessarily translate to a worse scenario for 
the Turkish real economy and the financial sector when local economic 
and political policies are correct and implemented well. The period after 
the recent global financial crisis is a case in point. It is striking to note 
that with a right combination of political and economic decisions, the 
Turkish economy has rebounded very quickly from the trough of the 
crisis and performed relatively very well.

Recall that recent global liquidity conditions are indicating a tighter 
turnaround for many emerging markets, including Turkey. The measures 
taken in the framework of Basel III and the reforms being carried out 
should all be in full force soon, which may result in tighter conditions for 
banks. Moreover, structural conditions no longer make it easy for the 
banking sector to grow; on the contrary, they make it even more chal-
lenging. Regulations implemented in the context of increases in capital 
market financing arrangements and the Istanbul International Finance 
Centre project show that banks are likely to enter a more challenging era.

Regarding competition in banking, Turkey is not a good example and 
differs from other emerging countries. Yıldırım (2014) argued that the 
level of competition in the Turkish banking system did not increase 
despite the restructuring undertaken at the time and the increased for-
eign bank competition. She further found that the level of competition 
in the sector deteriorated during the global crisis. It seems that strong 
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economic growth in the last decade positively strengthened Turkish 
banks.1 Aydemir (2014) also found that the market structure of the 
Turkish banking industry, which is very concentrated, is conducive to a 
lack of competition. This is not surprising given the fact that greater 
concentration in the marketplace is associated with less competition. 
Foreign bank entry is likely to strengthen competition in banking. Aysan 
et al. (2014) argued that there are procompetitive spillover effects from 
foreign banks on their domestic counterparts that boost banking out-
reach. Süer et al. (2016) also found that increases in foreign ownership 
lead to a decrease in accounting profits owing to the increased competi-
tion and or greater efficiency. In any case, there is ample room for the 
government to promote banking competition in all parts of Turkey.

From an economic policy perspective, it is clear that there is a need for 
a more developed and diversified financial sector in Turkey. The domi-
nant role of the banking sector and heavy dependence on bank loans pose 
threats to long-term macroeconomic stability. Turgutlu (2010), for exam-
ple, provides strong evidence regarding the counter-cyclicality of Turkish 
banks’ margin. In other words, Turkish banks can easily fail to provide 
sufficient funds to economic actors when there is an immediate need, 
especially in times of economic contraction, and hence can delay eco-
nomic recovery. To overcome the obstacles posed by bank the dominant 
financial sector, financial instruments should be differentiated further 
and their use encouraged by authorities.

Accordingly, Turkish banks must find new ways to increase their prof-
its and mitigate their risks while continuing to provide financing to non- 
financial corporations. In this sense, issuing or arranging capital market 
products and providing more risk-sharing instruments or equity financ-
ing seem to be important areas in which banks could expand their activi-
ties. Certainly, diversification of income sources would also help banks to 
mitigate the negative effects of possible economic downturn periods asso-
ciated with a decline in loan portfolios and an increase in NPLs.
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4  Conclusion

In this chapter, we briefly examined the Turkish banking system using a 
CAMELS approach with a focus on recent developments. The ROA and 
ROE of the Turkish banking sector are at a comparatively satisfactory 
level and have been trending higher lately. The increase in profitability in 
the sector strengthens capital, and the slowdown in the loan growth rate 
limits risk-weighted asset growth. The Turkish banking system continues 
to remain resilient to interest-rate shocks and maintains its resilience to 
exchange-rate risk. Banks’ use of foreign resources for the moment 
remains stable, and their liquidity buffers are adequate to cover shocks in 
global liquidity conditions. It is fair to say that, overall, the Turkish bank-
ing sector has remained resilient and continued to preserve its credibility 
in domestic and international markets in a period marked by increased 
volatility in global markets.

The Turkish financial industry faces both opportunities and challenges. 
After all, it is a concentrated bank-based financial sector. There is ample 
room for the development and diversification of financial markets, insti-
tutions, and instruments. Recent experience suggests that in order to 
mitigate the risks in an uncertain global economic environment, one 
should do her homework well and act proactively. Given the structural 
problems of the economy and its dependence on foreign capital inflows, 
eventually, the Turkish banking system will need to resolve these fragili-
ties. In the case of a sudden stop in capital flows, the private sector’s 
problems can easily turn into bankers’ problems. Prudently, Turkish 
banks still have some time and capital to prepare for that moment.

Notes

1. See also Aysan et al. 2013. “Bank Competition and Outreach: Evidence 
from Turkey”,
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Modern History of Islamic Finance 
and a Strategic Roadmap for Its 

Development in Turkey
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1  Introduction

Unlike many financial centres that have recently been keen to become 
hubs of Islamic finance by promoting Islamic financial products and ser-
vices in the last decade, Turkey has more than a 30 year history in Islamic 
finance. The government of Turgut Özal in the 1980s introduced a num-
ber of initiatives as part of the government strategy for developing the 
Islamic finance industry. However, Turkey, according to an Islamic 
Finance Development Index report published by Thomson Reuters in 
2016, is not among even the top 20 Islamic financial centres. Poor legal 
and regulatory frameworks and a lack of supportive government policies, 
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in the period after Turgut Özal, have been major reasons for the  stagnation 
of Islamic finance in Turkey. Moreover, increasing political pressure 
against Special Finance Houses (SFHs) after the so-called post-modern 
coup in 1997 that ousted the government at the time led to a bill pro-
posal in 1999 regarding the inclusion of SFHs in the Banking Act aimed 
at obliging it to follow conventional banking principles. This would have 
signalled the end of Islamic banking in Turkey in legal terms if some 
prominent members of parliament members and leading businessmen 
had not objected so strenuously to the bill.

After the election of the AK Party government in 2002, the removal of 
political pressures on the Islamic finance industry enabled the achieve-
ment of double-digit growth over the next decade. Recently, the govern-
ment has been keener to promote the development of Islamic finance in 
Turkey through initial steps aimed at improving legal and regulatory 
frameworks as well as the establishment of state-owned Islamic banks to 
enable further growth (Aysan et al. 2013). However, those initiatives are 
still far from achieving Turkey’s potential to expand this market as well as 
to become a regional and, later, a global hub of Islamic finance.

This chapter contributes to filling the gap in the literature by investi-
gating the modern history of Islamic finance in Turkey in detail to under-
stand its challenges and potential and providing a general framework for 
designing initiatives and strategies for the development of an Islamic 
financial services industry in Turkey.

2  Modern History of Islamic Finance 
in Turkey

2.1  Islamic Banking

The enactment of the Special Finance Houses decree in August 1983 
enabled the establishment of Islamic banks under the legal title of Special 
Finance House (SFH) as part of a plan to attract deposits from religious 
citizens. Bahrain-based Albaraka Türk, the first Islamic bank in Turkey, 
acquired a license to begin operations in 1984, while a Saudi-owned 
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Islamic bank, Faisal Finans, followed it in 1985. In 1988, the assets of 
SFHs reached 1.3 per cent of total financial assets, despite a market sur-
vey showing its potential to be around 15 per cent (Pir 1988). In 1989, 
another Gulf-based Islamic banking group established Kuveyt Türk (KT) 
in a partnership with the Directorate General of Foundations in Turkey 
and Islamic Development Bank based in Saudi Arabia. In 1991, the first 
domestic SFH, Anadolu Finans, was established by a family business 
group from Kayseri. In 1991, the total assets of Islamic banks in Turkey 
reached 2.8 per cent of total banking assets (Milliyet 1991).

In the early 1990s, the Turkish economy suffered severe setbacks from 
large and volatile international capital flows. Firstly, the embargo on Iraq 
due to the Gulf War in 1991 and Iran’s reorientation of its exports to Asia 
and Europe led to the loss of a huge export market. Secondly and more 
importantly, huge requirements for public sector borrowing combined 
with major policy errors to finance the deficit led to the currency crash in 
1994. However, Prime Minister Tansu Çiller stated that SFHs had shown 
better performance than conventional banks during the currency crisis in 
1994 (Özgentürk 1994).

In 1995, Ihlas Finans and, 1 year later, Asya Finans became new 
domestically owned players in the Islamic banking industry. In 1996, a 
segment of the Islamic banking sector with six actors increased its pene-
tration to 3 per cent of the industry’s total. Meanwhile, MUSIAD, a 
well- known Islamic business association in Turkey, also attempted, yet 
failed, to acquire a licence for the establishment of two more SFHs, Genç 
Finans and Gümüş Finans in 1996 (Güngör 1996). The post-modern 
coup in February 1997 forced the resignation of Islamist Prime Minister 
Necmettin Erbakan’s Welfare Party and dissolved parliament by ending 
the coalition government. The establishment of the new Mesut Yılmaz- 
led government in June 1997 was a sign of an impending period of tre-
mendous political pressure on the Islamic banking industry while 
deposits, namely participation accounts of SFHs, were at their highest 
market share of 10 per cent of total banking deposits in 1998 (Sabah 
1998). Afterward, the Mesut Yılmaz government also announced stricter 
regulations and supervision of SFHs not only to ensure the stability and 
soundness of the sector but also to remove some advantages enjoyed 
exclusively by SFHs, such as lower reserve ratio requirements, as a 
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response to the political discomfort felt due to the high market  penetration 
of SFHs (Sabah 1998). Meanwhile, Prince Muhammed Al-Faysal, as the 
owner of Faisal Finans, was summoned to court owing to allegations of 
the involvement of Faisal Finans in a deal involving fake invoices during 
one of its purchase and sale transactions. Thus, in 1998, Prince 
Muhammed Al-Faysal sold Faisal Finans to OLFO AG, a Swiss Company 
owned by Kombassan Holding in Turkey because of a lawsuit against him 
(Yeni Şafak 2002). Similarly, 75 per cent of Anadolu Finans’s shares has 
been sold to Boydak Holding in June 1999.

Turkey went through a severe financial crisis between 1999 and 2001 
owing to a financing budget deficit and a fragile banking system suffering 
from lack of prudential regulation and supervision, political instability, 
and over-reliance on foreign investment in high yield bonds. Consequently, 
five conventional banks filed for bankruptcy in December 1999 after the 
closure of interbank credit lines to vulnerable banks ended in a liquidity 
crisis. At the same time, a bill regarding the abolition of the SFH decree 
by incorporating it into the Banking Act, which disregards SFHs’ need to 
ensure compliance with Islamic financial principles, was considered as 
marking the end of Islamic banking in Turkey (Milliyet 1999). However, 
an objection from some prominent parliament members, including 
Prime Minister Mesut Yılmaz, as well as complaints from well-known 
intellectuals and CEOs of the biggest conventional banks, enabled adjust-
ments to the draft of the Banking Act to ensure that Islamic banks could 
maintain compliance with Shariah principles in business activities.

After the establishment of the Banking Regulatory and Supervision 
Authority (BRSA) in 2000 to regulate and supervise banks more effec-
tively, BRSA registered 12 more banks for bankruptcy by the end of 
2001. In the middle of the financial turbulence, where the soundness and 
the stability of all banks were called into question, insider sales of 3.79 
per cent of total shares by Enver Ören, president of İhlas Finans, and 
news about its poor performance caused a flurry of rumours about the 
insolvency of İhlas Finans in November 2000 (Milliyet 2000). Moreover, 
a lack of corporate governance mechanisms and a large asset–liability 
mismatch also precipitated a bank panic. After İhlas Finans faced a liquid-
ity crisis and could not meet depositors’ withdrawal demands, BRSA 
revoked its banking licence in February 2001. The cancellation of its 
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banking licence, which required the liquidation of its assets and the 
 bankruptcy of İhlas Finans, spread panic and fear to other Islamic banks. 
Thus, total deposits of SFHs except İhlas Finans fell from USD1.75 bil-
lion to USD1.05 billion in just a few weeks. The lack of deposit insur-
ance in SFHs, unlike conventional banks, incited bank runs during the 
financial panic, and financial assets of SFHs fell to their lowest level, 1.08 
per cent of industry totals. Thus, a bill regarding the establishment of 
deposit insurance by SFHs was passed in the following year (Yeni şafak 
2001). In May 2001, Ülker Group acquired Faisal Finans, and the name 
of the bank was changed to Family Finans House.

Following improvements in macroeconomic stability, decreasing polit-
ical uncertainties, and the disappearance of political pressure put on the 
Islamic banking industry with the victory of the AK Party in the general 
elections, Islamic banks have enjoyed high rates of growth: the share of 
total Islamic banking assets rose from 1.08 per cent in 2001 to 1.83 per 
cent in 2002. In 2003, the establishment of state-owned Islamic banks 
was put on the agenda of the AK Party government through workshops 
managed by new board members of Ziraat and Halk Banks with Islamic 
banking experience (Milliyet 2003a).

In 2005, the Banking Law officially replaced the term special finance 
house with participation banking to enable SFHs to equip themselves with 
major financial instruments peculiar to Islamic banks, yet the law does 
not define in detail many Islamic financial contracts and products, as well 
as reporting, auditing, and corporate governance from the perspective of 
Islamic finance. In the same year, the merger of Anadolu Finans with 
Family Finans gave birth to Türkiye Finans. In 2007, AlBaraka Türk had 
its initial public offering, floating 25 per cent of its total shares. Islamic 
financial assets of Islamic banks rose from USD 2.4 billion in 2002 to 
USD 16.7 billion in 2007, with an average annual growth rate of 47.4 
per cent, while its market share increased from 1.8 per cent to 3.4 per 
cent. As a result of promising growth rates in the Islamic banking indus-
try and political stability under the AK Party government, investors from 
Gulf countries were keen to invest in Turkey’s Islamic banks again. In 
2007, National Commerce Bank, based in Saudi Arabia, acquired 60 per 
cent of Türkiye Finans.
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In 2009, Istanbul International Financial Centre put the promotion of 
Islamic financial products and the development of Islamic financial 
 institutions on its agenda. Islamic financial assets of Islamic banks 
increased from USD 16.7 billion in 2007 to USD 45 billion in 2013, 
with an average annual growth rate of 18 per cent, despite the 2008 
global financial crisis, while its market share increased from 3.4 to 5.5 per 
cent. In early 2013, the government announced that two state-owned 
conventional banks, Ziraat Bank and Halk Bank, were planning to launch 
Islamic bank subsidiaries (Sabah 2013). The establishment of state-owned 
Islamic banks signified the AK Party government’s determination not 
only to develop the Islamic banking industry but also to ensure the future 
of Islamic banks in Turkey against possible political threats by a secular 
government. However, the Gezi protests in May 2013, which demanded 
the downfall of the Erdoğan government, and the 17–25 December 
political crises organized by the Gülen Movement’s arm in the judicial 
system slowed down this process. The latter event involved demands to 
arrest several family members of cabinet ministers, pro-Erdoğan busi-
nessmen, and the CEO of Halk Bank based on corruption charges; this 
led to political uncertainties and slowed down the launch of state-owned 
Islamic banks until the AK Party government scored consecutive victories 
in general and presidential elections the following year.

Following the AK Party’s victory in the presidential election in 2014, 
state-owned companies and pro-AK Party businessmen also withdrew 
many deposits from Bank Asya, an Islamic bank associated with the 
Gülen Movement, and so Bank Asya faced a huge risk of bankruptcy, 
although it was the largest Islamic bank in Turkey. Consequently, between 
2013 and 2015 the Islamic banking industry recorded very low growth in 
financial assets, at 11.8 per cent annually, and experienced a loss in mar-
ket share, falling to 5.1 per cent following large-scale deposit withdrawals 
and political pressure that forced Bank Asya to downsize. Eventually, the 
banking licence of Bank Asya was revoked by BRSA on 22 July 2016 
because of the significant deterioration in its financial figures (Banking 
Regulation and Supervision Agency 2016).

Recently, the government has become keen to introduce initiatives and 
launch governmental Islamic financial institutions to spur growth in the 
Islamic finance industry. Thus, Ziraat Participation was established in 
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May 2015 as the first state-owned participation bank (PB), followed by 
the launch of Vakıf Participation in February 2016. In 2017, the total 
assets of Ziraat and Vakif reached USD 4.28 billion, which represents 11 
per cent of total assets of Islamic banks. However, the total share of PBs 
in the banking sector was still around 5 per cent at the end of 2016.

2.2  Islamic Capital Markets

Capital markets play a crucial role in the economy by channeling savings 
and investment from those with excess funds (such as retail and institu-
tional investors) to those in need of such funds (such as individuals, compa-
nies, and government). This applies especially to developing countries, 
including Turkey, which are intensively dependent on savings and invest-
ments to maintain economic growth. However, domestic savings levels in 
those countries generally do not furnish the required capital. Therefore, 
they must develop and differentiate capital market products to attract not 
only domestic funds but also international savings and investments. On this 
point, Islamic capital markets in which activities are compliant with Islamic 
principles, such as the prohibition of riba (interest), maisir (gambling), and 
gharar (excessive uncertainty), provides the best opportunity to attract for-
eign investment to not only Muslim-majority countries but also to other 
non-Muslim-majority countries. In this section, the progress of Islamic 
capital markets in Turkey will be investigated from a historical perspective, 
especially focusing on recent developments, dividing the discussion into 
two categories: sukuk and Islamic indices and funds.

 Sukuk

The Islamic capital market is the fastest growing constituent of the over-
all Islamic finance system, although it has been a late entrant into the 
industry, starting only in the mid-1990s. Islamic capital market instru-
ments consist of three main sectors: Shariah-compatible indices (equi-
ties), sukuk (Islamic bond market), and Islamic funds market (e.g. 
mutual, pension funds) (IFSB 2015). The sukuk market comprises 15 
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per cent of the Islamic financial services industry and is the most wide-
spread and known Islamic capital market instrument (IFSB 2016). 
Global sukuk issuances in 2012 (USD 138 billion) and in 2013 (USD 
136 billion) reached peak levels; however, the market witnessed sharp 
decrease (43 per cent fall compared to 2014) in 2015, with only USD 
61 billion sukuk being issued. The reason behind this major decline is 
the strategic decision of Bank Negara Malaysia to discontinue issuance 
of short-term investment sukuk (International Islamic Financial Market 
2016). Apart from sukuk, other Islamic capital markets, such as Islamic 
indices and funds, have been showing significant development in recent 
years.

Although Turkey has recently embraced Islamic capital markets by 
issuing its first sovereign dollar currency sukuk in 2012, major attempts 
to introduce Islamic capital market products began in the 1980s. In par-
ticular, the Legislation to Promote Savings and Acceleration of Public 
Investment was issued in 1984 so that state institutions and organizations 
could issue revenue sharing certificates (RSCs), which entitle certificate 
holders to the revenues of publicly held infrastructure facilities such as 
those related to transportation and communication. The Turgut Özal 
government issued the first RSCs supported by revenues of Bosporus 
Bridge tolls in 1984 (Milliyet 1984) and later Keban and Oymapinar 
barrage RSCs in 1985 (Milliyet 1985).

In 2003, the AK Party government also attempted to issue new RSCs 
supported by the revenues from several barrages (Radikal 2003a), bridges, 
and highways (Radikal 2003b), but the draft legislation was merely issued 
in 2005 as a result of asset extensions with hydroelectric plans (Hürriyet 
2005). Although there has been significant progress with new RSC issu-
ances, the size of the RSC market continues to fall short of its potential. 
Another kind of interest-free certificate that is issuable by joint stock 
companies is the profit and loss sharing certificate (PLSC). Unfortunately, 
PLSCs and RSCs have not been issued since 1995 and 1996 (Capital 
Market Board of Turkey 2017) respectively, and these products have not 
been used effectively by the government or companies.

The most significant and controversial interest-free certificate is the 
revenue indexed bond (RIB), which was first issued by the Turkish trea-
sury on 28 January 2009, with the aim of encouraging domestic savings, 
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broadening the investor base, and diversifying borrowing instruments. 
The coupon payments on these instruments are indexed to the revenues 
of some state-owned enterprises including Turkish Petroleum Corporation, 
State Procurement Office, General Directorate of State Airports Authority, 
and General Directorate of Coast Safety, which is transferred to the state’s 
budget as “Treasury Levy Payments” (REVENUE INDEXED BONDS 
2017). Moreover, the yields of these securities are guaranteed within a 
certain range for eliminating uncertainty over fluctuations of revenues 
during the lifetime of the bond.

The first issuance of RIBs was followed by new issuances on 29 April 
2009, 24 February 2010, 11 August 2010, 23 February 2011, and 24 
August 2011. PBs were the main investors behind the RIBs, and the total 
amount of RIBs in their portfolios reached USD 1 billion by the end of 
2011. This new instrument allowed PBs to diversify their asset structure 
and was used as collateral to obtain funds from the Central Bank of the 
Republic of Turkey (CBRT) through weekly repo transactions starting in 
the third quarter of 2011. However, Hayrettin Karaman, who is one of 
the most prominent Shariah scholars in Turkey and a member of some 
Shariah boards of Islamic banks, declared in his article (Karaman 2012) 
on 19 February 2012 that RIBs do not comply with Shariah since they 
are not backed by assets that create a cash flow but by coupon payments 
linked to an index, and therefore their return is treated as interest until 
they are converted into RSCs. PBs did not participate in the RIB issuance 
by the Treasury on 17 February 2012 because they had been informed 
before the article became publicly available. After this article, PBs were 
seen as investing in interest-based securities with ongoing 1 billion RIB 
portfolios and facing a Shariah risk. The uncertainty regarding Shariah 
compliance of RIBs continued for several months, and the Participation 
Banks Association of Turkey has made some announcements in order to 
mitigate Shariah risk (“Karaman: GES´ler devlet tahvilinden farksız” 
[Karaman: RIB’S are no different from government bonds.] 2018). 
Although this undesirable development has negatively affected PBs’ cred-
ibility in the eyes of customers, it has accelerated the long-awaited sover-
eign sukuk issuance. The AK Party government (Hürriyet 2003) and KT 
(Milliyet 2003b) made some attempts to issue the first sovereign and 
corporate sukuks in Turkey in 2003 to attract funds from Gulf countries. 
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However, corporate and sovereign sukuks were not realized until 2010 
and 2012 respectively by Islamic banks and the government.

Turkey was very late in entering the global sukuk market – so much so 
that the first sukuk issuance was done by the KT participation bank only 
in 2010 with USD 100 million. KT used KT Turkey Sukuk Limited as 
an special purpose vehicle (SPV) that was registered not in Turkey but in 
the Cayman Islands because of a lack of legislative infrastructure for 
sukuk issuance in Turkey. The Turkish government introduced legislation 
regarding sukuk just in 2010 and called it a ‘lease certificate’ since it only 
has to do with Ijarah Sukuk (Official Gazette of the Republic of Turkey 
2010). Some amendments were made in the income tax law, corporate 
tax law, VAT law, stamp duty law, and charges law to eliminate tax obsta-
cles for the issuance of sukuk in Turkey through the Finance Bill legisla-
tion for sukuks in 2011 (Official Gazette of the Republic of Turkey 
2011).

A high-performing economy and close relationship, especially with 
Gulf countries, enabled Turkey to issue its first sovereign sukuk of USD 
1.5 billion with 5.5-year maturity on 18 September 2012. The demand 
for the issuance was almost five times more than the actual amount. Two 
hundred fifty international investors (58 per cent from the Middle East, 
13 per cent from Europe, and 12 per cent from Asia) invested in the 
sukuk. This successful issuance and strong demand directed the govern-
ment to issue sukuks in USD and TRY currency regularly. The Turkish 
Treasury has issued 10 sukuks (three of them in USD) between 2012 and 
2015. The size of the sukuk market in Turkey has reached USD 11.5 bil-
lion and TRY 3.8 billion at the end of 2015. The type of all issued sukuks 
is Ijara sukuk since an abundance of tangible assets of the Treasury such 
as public buildings enabled them the Treasury to securitize them. The 
issuance of sovereign sukuk had a very positive effect on the issuance of 
corporate sukuk and thus directed the attention of international investors 
to Turkey.

The Turkish government also introduced legislation to support sover-
eign and corporate sukuk issuances. On 7 June 2013, a communiqué 
(“Sukuk communiqué”) prepared by Capital Markets Board (CMB) was 
published in Official Gazette and went into effect (Official Gazette of the 
Republic of Turkey 2013). The new legislation defined and enabled cor-
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porations to make use of different sukuk structures such as mudaraba, 
musharaka, murabaha, salam, and istithna. Thanks to these regulations 
and issuances by the Turkish Treasury, PBs have accelerated sukuk issu-
ance in different types such as Ijarah, Wakalah, and Tier 2 and in curren-
cies such as TRY, USD, and the Malaysian Ringgit (MYR). The total 
issuance of sukuk by the private sector registered with the Capital Market 
Board of Turkey (CMBT) between the first quarter of 2011 and second 
quarter of 2016 reached USD 8 billion. The positive trend in the growth 
of the Turkish sukuk market is expected to continue, and new actors in 
the market such as state-owned PBs will contribute to the growth of the 
market (Aysan Dolgun and Turhan 2013).

 Islamic Indices and Funds

Islamic indices are a subset of global stock market securities and include 
securities that are free from prohibited activities and elements such as 
riba, maisir, and gharar, haram (or forbidden) business activities. The 
Shariah screening attempts to exclude those securities that contravene 
these Shariah principles. The first Islamic index was established in 1998 in 
collaboration with Kuwait and FTSE Group and was followed by the 
Dow Jones Islamic Market Index the following year. Today, there are 
more than a hundred Islamic indices all over the world. The volume of 
these indices is very low compared with conventional securities; however, 
they have been outperforming conventional ones in recent years.

The Dow Jones Islamic Market Turkey Index was first calculated on 30 
September 2004, with companies trading on the Istanbul Stock Exchange 
(Borsa Istanbul-BIST) and compatible with Shariah investment guide-
lines. However, this index was not registered with BIST. Some attempts 
were made to establish an Islamic index in Turkey by BIST, but they did 
not work out and were postponed because of the global financial crises. 
The first Islamic index that was created domestically and registered with 
Borsa Istanbul, namely Participation Index 30 (PI30), was established in 
2007. It is composed of 30 companies traded on the Borsa Istanbul and 
complies with Islamic banking principles. This PI30 was followed by the 
PI50, introduced in 2014. PI30 has outperformed the BIST 100 index in 

 Modern History of Islamic Finance and a Strategic Roadmap… 



224 

the period 2011–2015, and the compound annual growth rate (CAGR) 
was 10.6 per cent (CAGR of BIST 100 was 8.8 per cent during the same 
period).

The availability of sukuk and Islamic equity indices has accelerated the 
formation and development of Islamic funds. More than a thousand 
Islamic funds operate in the world with assets under management valued 
at over USD 70 billion (IFSB 2016). In Turkey, the Islamic funds market 
has gained momentum thanks to the development of Islamic capital 
market instruments such as lease certificates and a participation index 
(PI).

Kuveyt Türk is very active in gold banking and has channelized this 
experience to the Islamic funds market. It has established two exchange- 
traded funds (ETFs), a type B gold ETF and type B silver ETF. In 2015, 
KT also established KT Portfoy as a fully owned subsidiary, which has 
become the first portfolio management firm ever to be established by an 
Islamic bank in Turkey. Apart from providing private portfolio manage-
ment and investment consultancy services to its clients, KT Portfoy also 
deals in collective investment products. KT has been forming various 
types of mutual funds such as global (foreign currency) and local (TRL) 
lease certificate funds, participation funds, and others. Another impor-
tant market player in Islamic capital markets is Bizim Securities Inc. This 
company also manages a wide range of mutual funds such as a participa-
tion fund, lease certificate fund, participation stock fund, PI30 fund, and 
gold ETFs. Apart from these two companies, leading conventional asset 
management companies have also formed interest-free mutual funds 
ranging from lease certificate to participation stock funds.

2.3  Takaful (Islamic Insurance)

While the first implementation of takaful started in Sudan in 1979, 
Malaysia, Saudi Arabia, and other Gulf countries also launched takaful 
businesses in subsequent years. Global takaful assets reached USD 38 bil-
lion in 2015 and were mainly driven by the top three countries, Saudi 
Arabia, Iran, and Malaysia, which together hold 85 per cent of total 
global assets. Saudi Arabia is the largest takaful market, and its insurance 
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market is based fully on a cooperative insurance model, after the 
 conversion of its insurance sector and the introduction of the law on the 
Supervision of Cooperative Insurance Companies in 2002 (World 
Takaful Report 2016). Considering that total Islamic financial assets 
reached USD 2 trillion, the takaful market has only around a 1.5 per cent 
share of the total market, yet it has enjoyed double-digit growth in the 
insurance and takaful markets, especially in Malaysia and Gulf 
countries.

In Turkey, the takaful concept was initially discussed by the Congress 
of International Islamic Commercial Law in 1996 (Yusuf 1996). In 1995, 
Işık Insurance was the first company to apply takaful in its business. 
However, it was only able to invest in interest-free financial instruments 
for the collected funds, yet there has been no official announcement 
regarding whether the company applies the takaful concept in its busi-
ness model or not. The first takaful company in Turkey was Neova, a 
subsidiary of KT, established in late 2009. The takaful assets of Neova 
reached almost 2 per cent of the Turkish insurance market within 7 years. 
What is more, the higher-than-average growth rate of takaful premium 
payments as a share of Neova’s business in the insurance industry holds 
great potential for the takaful market in Turkey. Doğa Insurance, a coop-
erative insurance company, began to offer takaful products through its 
takaful window in 2015 (Milliyet 2015). Shortly after its establishment, 
Ziraat Participation also started to offer takaful products by acting as an 
agent of Ziraat Insurance’s takaful window (Katılım Sigortacılığı 
[Participation Insurance] – Ziraat Sigorta A.Ş. 2016).

Even though potential is assumed to exist for the Turkish takaful mar-
ket (EY Takaful Insight 2014), there is as of yet no law or regulation 
governing takaful companies. Thus, no company is defined as takaful 
under Turkey’s insurance law. However, the lack of a legal infrastructure 
poses no legal obstacles for the operation of takaful companies and taka-
ful windows in Turkey. However, the reputation and public image of 
current takaful companies and windows can be damaged unless govern-
ment immediately issues comprehensive legislation and regulations to 
define business model and activities regarding takaful companies. Takaful 
companies were defined as ‘participation insurance companies’ in the 
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proposed omnibus bill in 2014. However, Article 29, which covers this 
definition, was removed before passage of the omnibus bill.

2.4  Islamic Pension Funds

A private pension system (PPS) was introduced in Turkey as an alterna-
tive to the governmental social security system in 2003. A total of 3.1 
million individuals subscribed to the PPS between 2003 and 2013, in 
addition to the 2 million people who enrolled after major amendments 
were made to the system in 2013. The government has considered the 
PPS one of the best instruments contributing to Turkey’s economic 
growth using savings in pension funds. Therefore, the PPS is a win-win 
system that will benefit both the country and retirees. Thus, the govern-
ment has also provided an incentive to PPS participants with a 25 per 
cent contribution. Recently, the government established a new system 
called ‘automatic participation’, which obliges companies with more than 
250 employees to participate in the PPS. Enforcement of the mandatory 
PPS commenced in early 2017 (Milliyet 2016).

An Islamic private pension fund was first launched in Turkey by 
Türkiye Finans under the name Organic PPS. The company cooperated 
with Garanti Private Pension, a conventional private pension company 
that offers fund management for Türkiye Finans, in 2010 (Milliyet 2010). 
Several conventional companies, such as Anadolu Hayat Pension, also 
started offering Islamic funds in 2010 (Alternative Earning Fund  – 
Anadolu Hayat 2016). The first Islamic private pension company, Asya 
Pension, was established in 2011. Katılım Pension was established in col-
laboration with Albaraka Türk and KT in 2013. The Capital Markets 
Board passed important regulations governing PPS in 2013, one of which 
is the introduction of non-interest methods as seen in the participation 
banking system. Although the system is quite new, 370,000 individuals 
are now increasing the value of their savings with such accounts. There is 
a fund of around TRY 1 billion in these accounts alone; it was launched 
in 2015 (Daily Sabah 2015). Two state-owned Islamic banks also started 
offering Islamic PPS products in collaboration with their conventional 
counterparts in 2016.
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Life insurance and private pension products are generally offered by the 
same companies in Turkey. The issue of life insurance is more controversial 
than non-life insurance in terms of Islamic law. Vakıf Pension offers some 
products for Türkiye Finans called profit sharing participation insurance 
(Kâr Paylaşımlı Finansman Güvence Sigortası [Profit Sharing Financial 
Security Insurance] Türkiye Finans 2016). This product targets those who 
use Islamic financing but may face default risk. Other Islamic private pen-
sion companies also offer a similar product that mainly offers protection 
against default risk. Life takaful products are not well developed in Turkey 
compared to other Islamic countries. Islamic PPS is more popular for long-
term investments and savings. However, the PPS cannot offer insurance in 
case of death or accident. Thus, family takaful products need further devel-
opment in Turkey.

Insurance and PP companies are regulated and supervised by the 
Turkish Treasury. Recently, Osman Çelik (Habertürk 2016), whose back-
ground is in Islamic finance, was appointed head of the Turkish Treasury. 
This new assignment is expected to bring new regulations for takaful and 
Islamic pension companies.

2.5  Islamic Microfinance

Today eradicating poverty is on the agendas not only of the least devel-
oped or developing countries but even of developed countries. Various 
policies and development strategies of banks have already been imple-
mented by governmental and international institutions and monitored to 
reduce the poverty level. Microfinance is seen as a significant tool for 
poverty reduction through the financial empowerment of entrepreneurs 
and small businesses, which are generally excluded from financial services 
by conventional financial institutions because of their high-risk profile. 
Microfinance has proved that the poor can also be financed with a low 
rate of default, contrary to the general perception, and it can be profitable 
for financial institutions. Although microfinance started in the 1970s as 
non-governmental organization (NGOs) with the support of donors but 
was ignored by formal financial institutions, today even commercial 
banks are providing small loans especially for the economically active 
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poor through their subsidiaries. It is estimated that more than 10,000 
microfinance institutions (responsAbility 2014) ranging from NGOs to 
microfinance banks are operating and serving millions of people.

While some state-owned banks such as Ziraat and Halk Bank have 
been providing microcredit to low-income people, especially microenter-
prises, for a long time, there are two so-called microfinance institutions, 
MAYA and Turkey Grameen Microfinance Programme, in Turkey. 
Microfinance institutions in Turkey provide not only financial services 
such as credit and savings to their clients but also other non-financial 
services such as education and training. In addition, some public institu-
tions provide loans and charitable donations to low-income people and 
microenterprises.

One of the main objectives of Islamic finance is to enable distributions 
of wealth justly by providing financial services not only for wealthy peo-
ple but also for all segments of society. However, Islamic financial institu-
tions have been diverging from this objective by becoming more like 
their conventional competitors, although the first modern Islamic bank, 
Mit Ghamr in Eygpt, was very similar to today’s microfinance institu-
tions in terms of providing financial services to low-income people. 
However, current Islamic banks ignore poor people as conventional 
counterparts and exclude them from financial services. Therefore, Islamic 
microfinance institutions have been developed especially in Muslim 
countries to fill the gap between poor people and Islamic finance.

Although it is asserted by Çizakça (2003) that the first microfinance 
institutions in the world are cash waqfs, an institution what dates back to 
the fifteenth century under the Ottoman Empire, Islamic microfinance 
in Turkey is a very new concept and no institution exists for the sole pur-
pose of extending interest-free microfinance to low-income people. Some 
institutions, such as KOSGEB, extend interest-free credit to microenter-
prises/small and medium-sized enterprises and insure credit without 
interest. PBs currently provide financial services to small and medium- 
sized enterprises; however, there is a need for a more strategic perspective 
that includes operational adjustments (Aysan et al. 2016). PBs also have 
small microloan portfolios in their total credit profiles. However, their 
strategy of targeting the upper segment of poor people, not the poorest of 
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the poor, is one of the most significant criticisms of microfinance institu-
tions globally.

3  Policy Recommendations

Although the Islamic banking industry, with its more than 30-year his-
tory, has proved so far that it holds great potential in Turkey, its market 
share was still less than 6 per cent in 2016. As we have seen, many large- 
scale failures have led to severe shocks in Turkey’s Islamic banking indus-
try and damaged confidence that prevented it from gaining further 
momentum. Many problems in the Islamic finance industry still need to 
be addressed by actors in the industry and by government. That is why 
the market share of Islamic banks is still much lower than past forecasts 
and polls of market potential had predicted.

In the first decade of Islamic banking, high demand and lax regula-
tions enabled high growth in the industry; at the same time, these very 
features exposed SFHs to higher risks through the use of a wide range of 
Islamic financial products whose risks were poorly understood because of 
poor corporate governance and low capital holdings.

Initially, the Islamic banking industry in Turkey went through a period 
of high volatility in assets as a result of losses due to poor management of 
liquidity risk, Shariah non-compliance risk, investment risk, operational 
risk, and credit risk. Since a lack of familiarity with the inherent risk of 
Islamic financial products and the absence of tools and control mecha-
nisms to manage those risks decrease the profitability and damage the 
reputation of the industry, Islamic banks, regulatory bodies, and universi-
ties must conduct comprehensive research and policy analysis over the 
relevant risks of Islamic financial products and improve appropriate risk 
management mechanisms to ensure the financial stability and sustainable 
growth of the industry.

Risk sharing is a significant concept in Islamic finance, yet the early 
development of the Islamic banking industry in Turkey pushed the exces-
sive use of debt-based contracts of murabahah and ijarah, particularly for 
more than 90 per cent of funding activities. On a relevant note, fixed- 
return investment products were almost the only option for investors. 

 Modern History of Islamic Finance and a Strategic Roadmap… 



230 

Thus, improvement of higher profit-loss-sharing-oriented products on 
the liability side and providing more mudharabah- and musharakah-based 
financing on the asset side will attract more borrowers and lenders with 
higher risk appetites.

Since Islamic banking is based on trading such as the purchase, sale, or 
lease of assets, Islamic banks are exposed to tax disadvantages compared 
to conventional banks. Tax disadvantages arising from the asset-based 
structure of Islamic banking should be removed to ensure a competitive 
environment for Islamic banks in Turkey. Moreover, some Islamic finan-
cial products can be promoted by the government by providing special 
tax benefits as part of relevant tax reforms.

In the Turkish secularist narrative, the word ‘Shariah’ has always been 
a buzz-word that has generated fear. That is why, although all activities of 
Islamic banks must be consistent with Shariah principles, even referring 
to them as Islamic banks has led to legal concerns in the context of 
Turkey’s brand of secularism. Similarly, such a concern regarding infringe-
ments on secularism led PBs to use the term ‘advisory committee’ rather 
than ‘Shariah Board’ and ‘Shariah Advisory Council’. Moreover, advisory 
committees and their fatwas, which plays a key role in ensuring compli-
ance of financial activities with Shariah law, are mostly not publicly avail-
able, even though their members are supposed to be well known and 
fatwas regarding Islamic financial products and activities must have been 
more transparent and in harmony with the majority rulings of other 
Islamic banks in the Gulf and South-East Asia regions. However, the 
presence of contrasting fatwas by different Islamic banks in Turkey and 
Islamic financial products that are available only in Turkey is also com-
mon. That is why Shariah non-compliance risk is one major issue facing 
Islamic banks and has not only caused financial losses so far but has also 
severely damaged the reputation of the industry. Therefore, the establish-
ment of a central Shariah authority, implementing external Shariah audits 
and standardization of Islamic financial products, would facilitate the 
growth of Islamic banking in Turkey.

Although Islamic and conventional banks seem to have a similar func-
tion as financial intermediaries by channeling funds from savers to spend-
ers indirectly, the majority of Islamic financial products and types of 
contracts are different from their conventional counterparts. However, 
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Islamic banks in Turkey use International Financial Reporting Standards 
(IFRS) as accounting standards to record Islamic financial transactions, 
despite the fact that IFRS does not have accounting rules for many types 
of Islamic financial contracts. What is more, IFRS accounting statements 
for conventional banks are heavily reliant on the concept of the time 
value of money, and such a practice is strictly forbidden under Shariah 
law. For this reason, other countries such as Pakistan and Malaysia use 
additional Islamic accounting standards alongside IFRS for Islamic 
banks, while some Gulf countries prefer to apply the guidelines of the 
Accounting and Auditing Organization for Islamic Financial Institutions 
as a completely separate set of Islamic accounting standards.

The development of Islamic financial institutions in Turkey is closely 
related to government support in various aspects. Firstly, the improve-
ment of the legal framework for Islamic financial institutions will make it 
possible to resolve current legal disputes more effectively. Secondly, more 
engagement by state-owned companies with Islamic banks in their finan-
cial activities will help spur the growth of Islamic finance. The Treasury 
and central bank should use Islamic financial products more to improve 
risk management mechanisms and catalyze the growth of the industry. 
Government should support the establishment of Islamic finance pro-
grammes in universities to fill the skills gap in human resources and 
improve Islamic finance practices through academic researchers. 
Attracting foreign Islamic banks and increasing the number of state- 
owned banks will also enable the further penetration of the market since 
Turkey has the lowest number of Islamic banks compared to its peers in 
South-East Asia and the Middle East. Finally, the government must 
ensure that in the context of secularism in Turkey, Islamic financial insti-
tutions are never considered a threat to secularism by clarifying the con-
cept of secularism more precisely since Islamic banks suffered severely 
from political risks in the past.

Compared to Islamic banking, less attention has been paid to Islamic 
capital markets in promoting Islamic finance in Turkey. However, recent 
initiatives such as sukuk issuances and incentives for the PPS have shown 
that developments in capital markets are quite positively affecting Islamic 
banking and complement each other. Although the Islamic capital mar-
ket of Turkey has been showing remarkable growth rates in recent years – 
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which is expected because of a very niche market that values this –much 
remains to be done to reach the desired level in the development of the 
Islamic finance industry and particularly in the Islamic capital markets in 
Turkey.

Private-sector companies such as Islamic banks, asset management 
companies, and pension funds are making efforts to diversify their prod-
ucts and increase their market penetration. However, new financial ser-
vice providers, especially in the Islamic fund market, which is relatively 
niche, offer significant opportunities for attracting foreign investment 
and catalyzing economic growth. The private sector should also take 
more responsibility for the development of new products through their 
relatively greater openness to innovation compared to state-owned finan-
cial institutions. South-East Asian countries, especially Indonesia and 
Malaysia, are very innovative in Islamic capital market products and 
should be emulated in Turkish regulations and structures. Not only the 
private sector but also the government has a great responsibility to ensure 
positive trends in the Islamic capital markets of Turkey. Supporting the 
role of government is the key determinant in the progress of Islamic capi-
tal markets. The Malaysian experience  – a pioneer in Islamic finance, 
especially in capital markets – shows the key role of government in pro-
moting the sector by, for example, introducing needed regulations, pro-
viding services as a market player, and issuing capital market instruments 
with high credit ratings. In recent years, the Turkish government has 
indeed begun working hard to formulate a strategic role of Islamic finance 
in its development programme and in supporting the sector.

Sukuk issuances by the Turkish Treasury have played a significant role 
in deepening the sukuk market and triggering the formation of a second-
ary market, which is vital, especially for PBs, for liquidity management. 
New state-owned PBs will also contribute to the sukuk market by being 
not only suppliers but also investors. Legislation governing sukuk issu-
ances introduced by the CMBT has paved the way for new issuances and 
the establishment of SPVs; however, the private sukuk market has still 
been driven by Islamic banks, which make up the demand and supply 
sides. Other corporations have not shown the expected interest in sukuk, 
and corporate sukuk issuances are very low. The main reason behind this 
is that legislation, especially tax law and procedures, is not easy to under-
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stand, and Islamic banks have had difficulties in clarifying the process. 
This problem has had two negative results for corporate sukuk issuance. 
Firstly, it has prevented companies from issuing sukuk; secondly, uncer-
tainties increase the cost of issuing because of consultancy fees. Therefore, 
legislation especially regarding tax issues should be simplified and clari-
fied, on top of incentives such as tax reductions. It should also be noted 
that companies must make issuance through SPVs, which also increases 
costs, bureaucracy, and the issuance period. This should also be reviewed 
by taking into consideration the stability of the market and the health 
and needs of companies.

The volume of the sukuk market in Turkey is very low. Thus, the sec-
ondary market of sukuk has not been developed as expected and remains 
far from desired levels. New strategies must be developed for domestic 
and international issuances in order to deepen the market. In recent 
years, Turkey has carried out high-budget projects such as a third airport, 
a bridge, and an undersea tunnel. At least some part of these should be 
financed by issuing Islamic capital market products such as sukuk and 
RSCs to entice international and domestic investors into contributing to 
and strengthening the market. Also, issued sukuk for the financing of 
infrastructure projects should be traded on the Borsa Istanbul. Investing 
on a secondary sukuk market should be encouraged by introducing tax 
advantages, especially for individual investors.

Although Islamic equity and fund markets in Turkey are new, market 
is still in its infancy compared to its potential. A PI provides Shariah- 
compliant investment opportunities in a stock market, which the major-
ity of Muslims have avoided for many years. Moreover, the fact that 
Shariah-compliant equities can outperform their conventional competi-
tors will attract more investment into the PI. However, the features and 
performance of the PI are not well known, and many people are not even 
aware of its existence. Thus, education and awareness regarding Islamic 
equity markets are critical for the development and growth of the 
market.

Capital market investors are quite sensitive to macroeconomic devel-
opments. Apart from the evaluation of a company/product, they analyse 
macro variables such as political stability, legal infrastructure, and credit 
ratings in detail. All relevant stakeholders ranging from government to 
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PBs have great responsibilities for the development of the Islamic finance 
industry in Turkey. In particular, the coordination of related public 
 institutions such as the Treasury, CBRT, BRSA, CMBT, and BIST has a 
vital role since regulations or incentives may not be effective without 
price stability or an investable credit rating. Some board members and 
presidents of three key institutions, CBRT, BRSA, and Treasury, have 
many years of experience in Islamic banking and they can play a signifi-
cant role in promoting the development of Islamic finance in Turkey 
more effectively.

Turkey has significant potential for Islamic microfinance, and 36 per 
cent of the population is economically vulnerable (Grossman 2006) – the 
main target of microfinance. Moreover, around 3 million Syrian refugees 
live in Turkey, and the government is planning to grant citizenship to 
some of them, which may add to the demand potential of microfinance. 
PBs can benefit from this potential and develop suitable products for the 
refugee population. In the short run, it may be expected that there will be 
limited return, yet in the medium to long run, some of them may turn 
into profitable customers. Thus, the objective of PBs is to attain a 15 per 
cent market share in the total banking sector, and this can be achieved by 
appealing to low-income people. A new state-owned PB, Vakıf Katılım, 
which was established by charity endowments to have a social impact and 
earn spiritual rewards for its founders, should serve the poor not only by 
spending company profits but also by extending them credit as 
customers.

In Turkey, takaful has a very low market share, around 1 per cent, of 
the insurance industry. Thus, the development of takaful in Turkey will 
take longer than other Islamic financial institutions. The situation is simi-
lar in the conventional finance sector. Firstly, takaful companies need a 
legal definition that differentiates them from other insurance companies. 
Secondly, agency training is very important in takaful, considering that 
contracts have an important role in the takaful business. Insurance and 
takaful agents should provide information that clarifies the differences 
between takaful and conventional insurance. This issue can be resolved 
easily by adding a module to the agency technical personnel exam, which 
is obligatory for all insurance agents. Several PBs still work as agents for 
conventional insurance companies. To develop a better image in society 
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and eliminate misconceptions, PBs should provide takaful products only 
at their branches. Retakaful, which is a kind of Islamic counterpart to 
reinsurance, needs to be established in Turkey. The government may lead 
the establishment of the first retakaful company not only to increase the 
number of takaful companies for catalysing growth of the takaful market 
but also to improve the public image of and trust in the takaful market. 
Deepened Islamic capital markets are a necessity for family takaful and 
private pension funds. In particular, long-term sukuks can greatly con-
tribute to the development of takaful and a PPS.
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1  Introduction

After the tumultuous decade of the 1990s, the Turkish economy evolved 
dramatically in the 2000s (economic performance recovered significantly, 
inflation rate plummeted from very high levels to below 10 per cent, fis-
cal deficits – one of the defining features of the 1990s – have been elimi-
nated, the financial sector has expanded tremendously, social expenditures 
have dramatically increased, and the current account balance has signifi-
cantly worsened). This period also witnessed the rapid decline of the 
Turkish saving rate from well over 20 per cent to below 15 per cent. This 
caused concern among policymakers and academics in Turkey due to the 
strong correlation between saving rates and economic growth. Motivated 
by the perceived importance of saving and the rapid decline of this rate 
in the 2000s, this study aims to uncover how the Turkish saving rate 
declined in the first place, determine where this rate is headed in the 
future, and address what can be done about it.
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Saving is one of the fundamental concepts in economics due to its 
alleged importance as the source of investment and, hence, productive 
capital. Saving seems to be correlated strongly with economic growth, 
and empirical findings indicate, though tentatively, that countries with 
higher economic growth rates tend to have higher saving rates. However, 
the direction of causation between saving and economic growth is ambig-
uous both theoretically and empirically.

Firstly, in the theoretical sense, while neoclassical economists regard 
saving as a key driver of economic growth and thrift as a valuable trait for 
the whole economy, on the other hand, Keynesians believe that more sav-
ing ceteris paribus is a drain on effective demand and actually disrupts the 
economy and paves the way to economic stagnation (Keynes 1936; 
Modigliani 1986). From a different perspective, while saving is, for the 
first camp, an exogenous variable affecting the real economy and hence 
the growth potential, the other camp argues that saving is actually an 
endogenous variable and its level is determined mainly by income level.

Secondly, in the empirical sense, while some studies report that saving 
precedes economic growth (e.g. Tang and Tan 2014; Mehta and Rami 
2014; Odionye et  al. 2016), others consistently find that economic 
growth precedes saving (e.g. Andrei and Huidumac-Petrescu 2013; 
Waithima 2008; Odhiambo 2009; Ekinci and Gül 2007). Yet others find 
a two-way relationship between these variables (e.g. Jouini 2016; Singh 
2010; Najarzadeh et al. 2014). Lastly, some studies show one- and two- 
way relationships between these variables for different countries (e.g. 
Kónya 2004). However, note that empirical studies have mostly been in 
favour of the causal relationship running from economic growth to sav-
ing (Mohan 2006). Whatever the direction of causation, nevertheless, the 
strong correlation between these variables highlight the importance of 
saving in the pursuit of prosperity, and the direction of causation comes 
into prominence only when deriving policy conclusions regarding 
saving.
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2  Methodology

Aggregate saving is a rather elusive concept both to define and calculate. 
From the standpoint of individuals, saving is just the money they did not 
spend from their income in a given period. However, for the whole econ-
omy, saving does not mean the money that is not spent, but the money 
that is not consumed for immediate needs, in other words, money that is 
spent on investments that generate future income. That means, in a 
closed economy, all income is spent by definition for either consumption 
or investment and saving level simply corresponds to investment level.

Therefore, how to demarcate the boundary between consumption and 
investment is of paramount importance, and the decision regarding this 
amounts to no less than the decision between what amount is consumed 
or saved by definition. For example, some argue that expenditures on 
durable goods should be regarded as investment, since these are not per-
ishable goods and can last years and even decades. Others argue the same 
for education and research and development (R&D) expenditures since 
these are actually long-term investments that greatly increase the produc-
tive capacity of the economy and so cannot be regarded as part of con-
sumption. Yet some advocate that health expenditures too should be 
considered as investment, since these increase health levels and life expec-
tancy and, hence, productive human capital. In a nutshell, any expendi-
ture on goods that are not consumed and exhausted immediately could 
be regarded as investment and, hence, saving (Reinsdorf 2004; Audenis 
et al. 2002; Gorman et al. 2013; Orthofer 2015; Rocher and Stierle 2015; 
Claus and Scobie 2002).

On the other hand, defining and calculating income represents another 
challenge, mostly for practical reasons on how to calculate the overall 
income level and how to derive the saving level from that. First of all, 
higher inflation distorts real income and saving levels for both borrowers 
and lenders. In an inflationary and high nominal interest rate environ-
ment, capital gains of lenders seem higher than the actual level, since 
capital gains consist of both real interest gains and interest gains for the 
compensation of the expected inflation rate. The converse holds true for 
borrowers: their income level seems lower because of interest payments 
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that stem from the expected inflation rate. Secondly, there is the dilemma 
of whether rising asset prices should be regarded as capital gains and, 
hence, income. Under fixed consumption, if these capital gains on paper 
are assumed to be income, then the overall saving rate of these investors 
will be higher. On the other hand, if only realized capital gains are 
regarded as income, then the saving rate of the investors will be lower.

Thirdly, tax composition constitutes another challenge for the calcula-
tion of income level. When calculating disposable income for house-
holds, direct taxes are subtracted from the gross income. However, this 
subtraction is not the case for indirect taxes such as a value-added tax 
(VAT). This creates a problem when comparing household saving rates 
across countries and time periods. For example, in countries that rely 
mostly on indirect taxes, households will pay lower income taxes and 
their income levels will seem higher. However, they will have to spend 
more because of higher indirect taxes. That means, when calculating their 
saving rates, their income or expenditure levels will be exaggerated and 
their saving rate will seem lower than it actually is. Likewise, if the com-
position of tax revenues changes in a way that lowering or increasing the 
share of direct taxes in favour of or against indirect taxes over time, then 
the household saving rate will seem to be declining or increasing, even 
though there is no change in household saving behaviour.

Fourthly, the health system and social security contribution structure 
have an important impact on the perceived household saving level. In 
countries with a more universal health system and inevitably a higher 
level of social contribution level, household saving rates tend to seem 
more than what they actually are since both the denominator (net dispos-
able income) and the numerator (expenditure) decline by the same 
amount, resulting in a seemingly higher saving rate. For example, sup-
pose that net disposable income declines from 100 to 90 units and health 
expenditure decreases from 85 to 75 units; then the saving rate increases 
from 15 per cent to 17 per cent, although household health expenditures 
did not change at all.

All in all, one needs to be very careful when assessing saving behaviour 
and comparing saving rates across time and space because of these meth-
odological difficulties.

 M. Tatlıyer



243

3  Potential Determinants of Saving

Although there is a vast empirical literature on saving behaviour for dif-
ferent time periods and different countries or country groups, no consen-
sus has emerged regarding the main determinants of saving. This is partly 
due to the chosen estimation technique (cross-sectional or time-series 
estimation) or the analysed time period or the countries or country 
groups being examined. For example, demographic variables tend to have 
more significant effects on saving rates in cross-sectional analyses than in 
time-series estimations since these variables tend to change very slowly. 
Moreover, there are some theoretical ambiguities concerning some poten-
tial determinants of saving as to their overall effect on saving such as real 
interest rate. In addition, there are well-known technical and practical 
drawbacks regarding the estimation of saving rates, as mentioned in the 
previous section.

The literature shows that there exist several potential determinants of 
saving in. Of these, income growth and the real interest rate are theoreti-
cally ambiguous and empirically inconclusive (Loayza et  al. 2000a, b; 
Edwards 1996). On the other hand, income level, inflation rate, favour-
able terms of trade, and current account surplus have a positive impact 
on saving rate theoretically and somewhat empirically. While a higher 
income level means a higher saving rate due to the Keynesian decreasing 
marginal propensity to consume (Hondroyiannis 2006; Attanasio et al. 
2000), a higher inflation rate prompts saving by increasing uncertainty 
(Bérubé and Côté 2000; Hüfner and Koske 2010). In addition, favour-
able terms of trade (Hevia 2010) and a current account surplus (Loayza 
et al. 2000b) mean higher income levels, so more saving.

Lastly, credit expansion, elderly and youth dependency ratios, social 
security level, and public saving have a negative effect on saving both 
theoretically and more or less empirically. While credit expansion prompts 
households to spend more and save less (Zeldes 1989; Bayoumi 1993), 
increasing elderly and youth dependency ratios put a downward pressure 
on the saving rate thanks to the increasing burden on the workforce 
(Agrawal et al. 2009; Kim and Lee 2008; Li et al. 2007). In addition, a 
higher social security level tends to decrease saving rates by mitigating 
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uncertainty (Horioka and Yin 2009; Feldstein 1980). Lastly, there is an 
apparent trade-off between public and private saving rates, i.e. increasing 
public saving rates tend to be accompanied by decreasing private saving 
rates, though this trade-off is by no means perfect (Masson et al. 1998; 
Matur et al. 2012; Schrooten and Stephan 2002).

4  Stylized Facts Regarding Saving Rates 
in Turkey

In order to be able to evaluate saving behaviour, one needs to understand 
how the private saving rate is calculated in Turkey. An economy consists 
of three major groups: households, firms, and government. While it is 
relatively easy to calculate the saving rate of the government, the saving 
rates of households and firms are not easy to determine. In this respect, as 
in some countries, the private saving rates – the saving rates of house-
holds plus firms, in other words, non-government saving rate – is calcu-
lated not directly but as a double residual in Turkey, and because of this 
there is no way to differentiate between savings of households and firms. 
When calculating private saving, private disposable income is first calcu-
lated as a residual by subtracting public disposable income from gross 
national product (GNP) prior to 1998 or from gross national disposable 
income (GNDI) since that time. Second, private consumption is also 
calculated as a residual by subtracting public expenditures (consumption 
and investment) from gross domestic product (GDP) and then decom-
posing the remaining part into consumption and investment. In the end, 
the private saving ratio is obtained as a ratio of two residuals, private 
consumption and income levels. In addition, relatively reliable and com-
parable private saving rate figures date back to only 1975, and prior to 
1963 it was impossible to calculate this variable since no disposable 
income or private consumption expenditure data series existed (Uygur 
2012; Alkin 1970; DPT 2010).

Historical saving rates in Turkey are shown in Fig. 1. First, the public 
saving rate was on the order of 5 per cent from 1975 to the late 1980s. It 
declined rapidly after 1988, reaching zero in 1991 and hovering around 
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there for half a decade. With the escalating political turmoil and particu-
larly the 28 February coup d’état and resulting budget deficits, this ratio 
began to plummet in 1997, reaching an all-time trough with a 7.1 dissav-
ing ratio in 2001, thanks partly to a devastating financial crisis in that 
year. However, the public saving ratio quickly recovered in the 2000s 
thanks to political and economic stability in that period and has been on 
the order of 3–4 per cent since 2006, except during the 2008–2009 
global financial crisis period.

On the other hand, the private saving rate was in a downward trend 
between 1975 and 1982 and declined from over 20 per cent to below 10 
per cent. In the second half of the 1980s this rate began to climb and 
reached well over 20 per cent and stayed there in the entire decade of the 
1990s. However, it plunged after the 2001 financial crisis and hit just 13 
per cent from over 25 per cent in just four years. It more or less stabilized 
after the 2008–2009 global financial crisis at around just over 10 per 
cent. The aggregate saving rate mostly followed a trajectory over time 
similar to that of the private saving rate. This ratio was also around well 
over 20 per cent in the 1990s, only declining rapidly after 1997 to just 
over 15 per cent in 2003, almost totally thanks to the rapid rise in the 
public saving rate. After that year, the aggregate saving rate more or less 
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stabilized at around 14 per cent, except during the 2008–2009 global 
financial crisis period.

5  Saving Behaviour in Turkey

Several factors account for the substantial decline in the Turkish aggre-
gate saving rate in the late 1990s and first half of the 2000s. The initial 
decrease in the aggregate saving rate was on the order of 6 percentage 
points and is explained by the rapid decline of the public saving rate 
owing to a marked deterioration in public finances in the 1997–2001 
period, wherein the private saving rate was relatively stable, hovering 
around 25 per cent. The second decrease in the aggregate saving rate hap-
pened in the 2001–2006 period and was milder (around 2.5 percentage 
points) compared to the first one. In this period, the public saving rate 
rose rapidly and the private saving rate plummeted, offsetting each other 
to a certain extent and limiting the fall in the overall saving rate. This rate 
fell a little bit further (1–2 percentage points) with the 2008–2009 global 
financial crisis owing both to a rapid decrease in the public saving rate 
and a more gradual decrease in the private saving rate. While the public 
saving rate has more or less reached pre-1988 levels in recent years, the 
private saving rate has decreased dramatically from around 24 to 12 per 
cent in the 2000s, due mostly to the rapid decline in the 2001–2006 
period.

While the public saving rate is determined primarily by the decisions 
of policymakers, explaining changes in the private saving rate is not an 
easy task. Why did the private saving rate fall so dramatically in just five 
years between 2001 and 2006, and why did it remain at those levels after-
wards, albeit fluctuating in the 2008–2009 global financial crisis period? 
There are several possible reasons behind this spectacular decrease, includ-
ing an increased public saving rate due to the significant recovery in pub-
lic finances, rapid financialization, a notable decline in the inflation rate, 
and a steep increase in social expenditures (Tatliyer 2017).

Firstly, the Turkish case confirms the well-documented trade-off 
between public and private saving rates in the literature, such that while 
the public saving rate increased markedly between 2001 and 2006, the 
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private saving rate decreased dramatically. Secondly, credit volume 
expanded immensely after 2001, increasing consumption and depressing 
the private saving rate. While the ratio of credit volume to GDP was 
around 9 per cent in 2002, it skyrocketed to 26 per cent in 2007 and over 
70 per cent as of 2015 by accelerating after 2008. In particular, house-
hold credit volume to GDP steeply increased from 2 per cent in 2001 to 
11 per cent in 2007 and around 19 per cent as of 2015.

Thirdly, the inflation rate decreased dramatically in the 2000s, from 
well over 50 to below 10 per cent in just a few years as of 2004, and 
nominal interest rates declined tremendously in the following years, 
reflecting rapidly diminishing uncertainty regarding the Turkish econ-
omy. Theoretically, the higher the uncertainty, the more people, both 
households and investors, tend to save for precautionary reasons. 
Therefore, a rapidly decreasing inflation rate should have a downward 
pressure on the private saving rate if this theoretical insight holds for 
Turkey. In addition, the almost perfect concurrence of these develop-
ments lends further support to this argument.

Fourthly, social expenditures in Turkey greatly expanded in the 2000s. 
The ratio of social expenditures to GDP was only 8.5 per cent in 2000. 
This ratio increased to 11.6 per cent in 2007 and 14.3 per cent as of 
2014, while the Turkish economy grew by 4.7 per cent annually on aver-
age in that period. Numerically, real social expenditures at 2014 prices 
increased from 95 billion to around a stunning 250 billion Turkish liras, 
almost tripling in just 14 years. As with a decreasing inflation rate, rap-
idly increasing social expenditures too should weaken uncertainty and 
insecurity among households, thereby decreasing the need to save for 
precautionary reasons and prompting people to spend more.

On the other hand, there are important income- or expenditure-related 
factors that have a bearing on the calculated private saving rate, but not 
necessarily on the real private saving rate (depending on the definition of 
saving that is adopted), including a changed tax structure, increased social 
security payments and contributions, and a decreased inflation rate 
through an inflation effect.

Firstly, the ratio of indirect to direct taxes collected was 1.3 in 1990 
and stood at 1.5 on average in the 1990s, despite some fluctuations, indi-
cating a more or less stable and relatively fair tax composition. However, 
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the tax composition has deteriorated markedly in the 2000s, with this 
ratio increasing from 1.5 to a stunning 2.4 in just six years between 2001 
and 2006, which is the same period in which the private saving rate 
plummeted. Therefore, relying much more heavily on indirect taxes has 
biased private saving rates downwardly to a marked extent. For example, 
if this ratio were 1.3 in 2006 as in 1990, then private disposable income 
and private expenditures would be 37.3 billion Turkish liras lower and 
the private saving rate would be 0.7 percentage points higher, not 12.4 
but 13.1 per cent. The effect of the tax structure on the private saving rate 
has been around 0.7 per cent on average for the entire period between 
2000 and 2013, reaching around 1 percentage point as of 2013. Note 
that this is a real effect; private disposable income was indeed not as high 
as it seems to have been in the 2000s compared to the 1990s, thus, in the 
same way, the private saving rate was not as low as it seems to have been. 
Overall, a rapidly changing tax composition accounts for a portion of the 
decrease in the private saving rate in the 2000s (Fig. 2).

Secondly, in the 1990s, one of the major reasons behind the low and 
even negative public savings was the expanding wedge between social 
security contributions and social expenditures, an exemple of the bad 
governance of the period. In that period, while governments were provid-
ing porous and limited social security to the public both quantitatively 
and qualitatively, a high level of corruption and ineffectiveness in the 
system resulted in ever-increasing public debts and even monetization of 
the debt to a significant degree and, hence, among other reasons, a plum-
meting public saving rate. However, in the 2000s, this outlook rapidly 
changed and the low efficiency level of the system quickly improved to a 
marked extent, while the social benefits increased significantly, as men-
tioned earlier. Therefore, as social security has begun to take root in 
Turkey, social security contributions have increased dramatically from 
around 3 per cent in the 1990s to around 7.8 per cent as of 2014. That 
means for households that they happened to be in a position that they 
have now been enjoying more social benefits in exchange for higher con-
tributions to the system. Therefore, a downward pressure emerged in the 
2000s on both private disposable income (denominator) and private 
expenditures (numerator), which meant a downward pressure on the pri-
vate consumption rate and, consequently, an upward pressure on the 

 M. Tatlıyer



249

-6.0

-5.0

-4.0

-3.0

-2.0

-1.0

0.0

1.0

2.0

6.0

12.0

18.0

24.0

30.0
19

90
19

91
19

92
19

93
19

94
19

95
19

96
19

97
19

98
19

99
20

00
20

01
20

02
20

03
20

04
20

05
20

06
20

07
20

08
20

09
20

10
20

11
20

12
20

13

Adjustment for Tax Structure Adjustment For Social Exp.

Adjustment for Inflation Private Saving Rate

Adjusted Private Saving Rate

Fig. 2 Adjusted and original private saving rates (1990–2013) (Note: the adjusted 
private saving rate denotes the private saving rate plus adjustments for tax struc-
ture, social expenditures, and inflation. While the left side of the vertical axis in the 
left is for original and adjusted private saving rate figures, the right side of the 
vertical axis is for the adjustments. The base year for the calculation of the adjust-
ments for the tax structure and inflation is the beginning year, 1990. However, it is 
2000 for social expenditures because the Turkish Statistical Institute has been pub-
lishing social expenditures series only since that year. The tax-structure- adjusted 
private saving rate was calculated as 1 minus the tax-structure-adjusted private con-
sumption rate (the ratio of private expenditures plus extra collected indirect taxes 
in excess of 1.3 times collected direct taxes in a given year to private disposable 
income plus the extra collected indirect taxes in the same year). The social-expendi-
ture-adjusted private saving rate was calculated as 1 minus social- expenditure- 
adjusted private consumption rate (the ratio of private expenditures plus extra 
social expenditures in excess of the 2000 level to private disposable income plus 
extra collected social contributions in excess of the 2000 level). Lastly, the inflation-
adjusted private saving rate was calculated as 1 minus the inflation- adjusted private 
consumption rate (which was calculated by subtracting the realized inflation part 
of the interest payments made by the government from private disposable income). 
We are subtracting interest payments from income. The wedge between the origi-
nal and adjusted private saving rates expands as the inflation effect strengthens in 
the second half of the 1990s; however, in the 2000s this effect dwindles substan-
tially. While all three of these factors affect the calculated private saving rate, only 
the effect of inflation has an impact on the public saving rate. Therefore, the aggre-
gate saving rate is also affected owing to the other two effects. However, these two 
effects cancel each other out almost completely, thereby exerting a negligible 
effect on the aggregate saving rate. Source: Ministry of Development of Turkey, 
Turkish Statistical Institute, and the author’s own calculations)
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 private saving rate, owing to the fact that if both the denominator and 
numerator decrease by the same amount, then the overall rate too 
decreases mathematically. As a result, the effect of social expenditures on 
the private saving rate stood at around 0.5 percentage points on average. 
That means the social-expenditure-adjusted private saving rate was actu-
ally lower by some 0.5 percentage points in the last decade.

Thirdly, inflation plays a distinct, albeit indirect, role in affecting the 
calculated or perceived saving rate, apart from its role in prompting house-
holds to save more owing to higher uncertainty. Theoretically, the nomi-
nal interest consists of two parts, the real interest rate and expected 
inflation rate. That means realized nominal interest income consists of 
two parts, real interest income and realized inflation rate. However, not 
real but nominal interest income counts as capital income. Thus, while 
the income level of lenders seems higher than it actually is, borrowers face 
the opposite situation: Their income level seems lower than it is in reality. 
However, for the whole economy this does not constitute a problem: 
These two distortionary effects cancel each other out, and overall the sav-
ing rate does not change in the end. Yet, if lenders and borrowers are 
different in nature from a saving behaviour perspective, then the inflation 
effect looms large. Firstly, if a country is a net borrower in a local currency 
from abroad, then its overall saving rate seems higher than what it actu-
ally is. However, Turkish net foreign debt did not change significantly, 
though there were some fluctuations, in the 1990s and 2000s. Therefore, 
the inflation effect is negligible in that dimension. Secondly, if the gov-
ernment is a net borrower chiefly from private individuals in a highly 
inflationary environment, then while the overall saving rate stands still, 
the private saving rate seems higher and the public saving rate seems 
lower than what they actually are. The inflation effect in this dimension 
is sizeable in Turkey, since both net public debt and the inflation rate 
were very high in the 1990s compared to the very low levels seen in the 
2000s. Numerically, the ratio of net public debt to GDP plummeted 
from 80 per cent in 2001 to the historically low level of 37 per cent as of 
2015. Moreover, the inflation rate was some 77 per cent on average, while 
the public borrowing rate was roughly 109 per cent in the 1990s. Both 
rates declined dramatically in the 2000s, eventually falling below 10 per 
cent. Thus, the inflation effect greatly diminished as the ratio of net 
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 public debt to GDP, the inflation rate, and the nominal interest rate 
plummeted. Therefore, the high level of private and low level of public 
saving in the 1990s emanates partly from that inflation effect. 
Consequently, the private saving rate was roughly 3.5 percentage points 
higher than what it actually was between 1998 and 2002 thanks to the 
inflation effect at its height. This difference diminished rapidly to only 
0.4 percentage points on average between 2004 and 2013, eventually 
reaching a mere 0.2 percentage points in 2013.

Taken all together, one-third of the decrease in the private saving rate 
for the periods 2001–2006 and 2001–2013 becomes spurious mostly 
thanks to the inflation effect since the effects of the changed tax structure 
and social expenditure pattern on the private saving rate in the 2000s 
roughly cancel each other out.

6  Different Definitions of Saving

On the other hand, as mentioned earlier, there is no standard agreed- 
upon definition of saving. In this sense, some expenditures can be regarded 
as investments, not consumption, on the grounds that these expenditures 
are made not for immediate consumption but for future benefits that will 
emerge, such as expenditures for education, health, durable goods, and 
R&D. Therefore, two kinds of saving definitions emerge. Narrowly 
defined, the saving ratio is the officially calculated rate, while broadly 
defined the saving ratio corresponds to the saving ratio in which expen-
ditures on education, health, R&D, and even (partly) durable goods are 
treated as investments.

In fact, expenditures in these categories have expanded tremendously 
in the 2000s, reflecting the increasingly stronger Turkish economy. Firstly, 
while education expenditures had been around 2.5 per cent of GDP in 
the 1990s, it increased significantly in the 2000s, averaging roughly 3.7 
per cent and reaching over 4 per cent in 2013. Moreover, the ratio of 
private education expenditures to GDP first declined and then slightly 
increased by 0.3 percentage points in the 2000s. Overall, if education 
expenditures are regarded as expenditures, then the overall saving rate 
increases by around 4 per cent from 13.4 to around 17.4 per cent as of 
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2013, and the difference between aggregate saving rates in the 1990s and 
2000s diminishes by around 1.5 percentage points.

Secondly, overall health expenditures increased significantly in the 
2000s, rising from 3.5 to 4.2 per cent of GDP, a 20 per cent increase in 
just 14 years between 2000 and 2014. On the other hand, the ratio of 
private health expenditures to GDP first stagnated and then slightly 
declined by some 0.1 percentage points in the 2000s, owing to the intro-
duction of near-universal health coverage. Overall, if one regards health 
expenditures as investments, then the overall saving rate increased by 
around 4.4 per cent in the 2000s, while the difference between aggregate 
saving rates in the 1990s and 2000s decreased by some 0.7 percentage 
points.

Thirdly, the ratio of durable goods consumption to GDP increased 
significantly, from around 12 per cent on average in the 1990s to some 
16 per cent in the 2000s, reaching a stunning 20 per cent in 2014. When 
the depreciation of durable goods is taken into account, the contribution 
of durable goods consumption to the overall and private saving rates were 
around 9 percentage points on average in the 1990s and 14 percentage 
points between 2004 and 2014. This means that the difference between 
aggregate saving rates in the 1990s and 2000s diminished by some 5 
percentage points under this extended definition of saving.

Lastly, the ratio of R&D expenditures to GDP was around a mere 0.5 
per cent in the 1990s. Though not sufficient, this ratio increased steadily 
in the 2000s, averaging some 0.8 per cent between 2005 and 2013 and 
reaching around 1 per cent as of 2013. If R&D expenditures are regarded 
as investments, then the difference in the overall saving rate between the 
1990s and 2000s dwindled by another 0.3 percentage points.

As can be seen in Fig. 3, BDASR+D was around 40 per cent in the 
1990s and declined significantly from 40.9 per cent to 32.5 per cent 
between 1998 and 2003; however, the ratio then recovered quickly and 
increased to some 39 per cent in 2013, reaching the levels attained in the 
1990s. On the other hand, the course of BDASR largely resembles that 
of NDASR, though the decrease in BDASR was only 31 and 29 per cent 
respectively for the periods 1998–2003 and 1998–2013, compared to 58 
and 45 per cent decreases in NDASR for the same periods respectively. 
Consequently, the decrease in BDASR was around one-half that of 
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NDASR for the period 1998–2003 and one-third that for the period 
1998–2013.

When all these figures are taken together, it becomes obvious that the 
rapid decrease in the private and aggregate saving rates in the 2000s can-
not be attributed to only increases in perishable consumption. On the 
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Fig. 3 Narrowly and broadly defined saving ratios (1990–2013) (Note: While 
NDASR denotes narrowly defined aggregate saving rate, BDASR designates 
broadly defined aggregate saving rate with education, health, and R&D effects. 
Lastly, BDASR+D denotes BDASR plus durable goods effect. While BDASR+D has 
returned roughly to the levels seen in the 1990s in recent years, BDASR declined 
in the late 1990s and in the early 2000s, as did NDASR, though much less pro-
nouncedly. In the end, while NDASR was below 15 per cent, BDASR stood at 22.5 
per cent, and BDASR+D was nearly 40 per cent in the 1990s. On the other hand, 
education data start in 1997 and health data in 2000. Because of this, the corre-
sponding series were constructed through extrapolation using averages of the 
next five years for the entire missing period. In addition, there are no direct data 
for the share of the durable goods in GDP after 2006. Because of this, the series 
from 1990 to 2006 were extrapolated for the 2007–2013 period using the durable 
goods expenditure share in household consumption expenditures multiplied by 
household final consumption share in GDP as a proxy; using this method, the 
durable goods expenditure share in the overall economy was obtained. Source: 
Ministry of Development of Turkey, Turkish Statistical Institute, and the author’s 
own calculations)
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contrary, a sizeable portion of the decrease could be accounted for by the 
significant increase in education and health expenditures, which are both 
very important for society as a whole as well as for the economy and can 
easily be regarded as investments. On the other hand, while one-third of 
the decrease in the private saving rate in the 2000s relative to the 1990s 
is spurious, the bulk of the decrease in the remaining two-thirds can be 
attributed to the rapid increase in expenditures on durable goods, which 
can partly be regarded as investment.

7  Where Are We and What Can We Do 
About It?

Although the definition of saving seems straightforward, as stated by 
Crossley et al. (2010, 36), ‘there is no single “correct” definition of sav-
ing’, and the definition of saving simply changes as ‘the issue under inves-
tigation’ changes and dictates its own terms. For example, education 
expenditures can easily be regarded as saving from the standpoint of poli-
cymakers and people who are trying to increase their human capital; 
however, it also can be regarded as sheer consumption for financial and 
affordability reasons in the short run. Therefore, policy conclusions 
regarding saving will largely be contingent upon the circumstances and 
priorities, such as financing and the need for development.

Therefore, although the Turkish aggregate saving rate plummeted in 
the late 1990s and in the early 2000s, and has not recovered fully since 
then, roughly one-half of the fall in the aggregate saving rate in the 2000s 
can be attributed to the rapid increase in education and health expendi-
tures, which can easily be regarded as investments under broader defini-
tions of saving. Nevertheless, the other half is still an important matter to 
be dealt with, not to mention there is no unique definition of saving to 
which everyone subscribes. In addition, one-third of the decrease in the 
private saving rate in the 2000s is spurious, and the other two-thirds are 
mostly associated with durable goods consumption, though counting 
durable goods as investment has its downsides as well as upsides.
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Moreover, it is hard to argue that the factors behind the decrease in the 
saving rate in the 2000s represent generally negative developments. 
Actually, except for the rapid expansion of credit volumes, other pro-
posed reasons are rather positive developments in nature, i.e. decreased 
inflation rate, expanded social expenditures, and increased public 
saving.

Therefore, as stressed earlier, the saving rate figure results from a myr-
iad of economic processes, and it is an end product of the real economy. 
Because of this, any attempt to increase the saving rate directly will have 
numerous unexpected and possibly undesirable consequences. Moreover, 
empirical evidence in the literature is tilted towards a causality running 
from economic growth to saving, though there is no consensus on that. 
Therefore, when all things are considered, rather than trying to increase 
the saving rate per se, one could argue that it would make more sense to 
focus on economic growth and development, not just because higher 
income levels will free up more savings and investment, but also because 
trying to increase savings directly can have detrimental effects on both 
levels of private consumption, which is the backbone of the real economy 
with around a 60 per cent share in GDP, and investments on education, 
R&D, health, and the like, which are of paramount importance for the 
future trajectory of the economy.

On the other hand, while financial deepening can have a considerably 
positive impact on the real economy, rapid credit expansion and deterio-
rating credit composition, i.e. higher share of credit directed to unpro-
ductive areas, can significantly harm the economy. In this sense, in an 
empirical study, Cecchetti and Kharroubi (2015) conclude that

the faster the financial sector expands, the slower the real economy grows 
… [and] financial growth disproportionately harms industries the less tan-
gible their assets or the more R&D intensive they are. [Italics added]

Therefore, limiting credit expansion and, maybe more importantly, 
improving credit composition by directing much more credit to produc-
tive industries away from unproductive ones and the bubble-prone hous-
ing sector with smart financial policies is of paramount importance. Such 
a policy will have the potential to create two desirable outcomes: on the 
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one hand, it will induce households to save more, for the betterment of the 
economy, and on the other hand, it will increase the productivity level of 
the entire economy, greatly contributing to economic growth and income 
levels and, hence, the saving rate.

A desirable and enhanced credit composition can be achieved through 
several policies, such as developing Islamic financial instruments and cre-
ating wealth and pension funds, among others. Islamic finance, which 
has the built-in advantage of being directly connected to the real econ-
omy, offers important opportunities in this regard. Developing carefully 
designed financial instruments via financial engineering within the tradi-
tion of Islamic finance can contribute greatly to the real economy and 
improve credit composition to a remarkable extent. Moreover, wealth 
and pension funds, which can be founded and run by either state or state- 
sponsored private enterprises, have the potential to channel funds to 
much-needed projects and industries much more directly and swiftly and 
for a much longer period than the traditional banking industry is willing 
to do. The Turkish state, actually, took important preliminary steps in this 
direction by founding the Turkish Wealth Fund, whose portfolio value 
reached USD 160 billion within just six months after its creation in 
August 2016, and by introducing a mandatory pension fund, BES 
(Bireysel Emeklilik Sistemi, or Individual Pension System), with the 
option of opting-out in January 2017.

Another factor presumably contributing to the decreasing saving rate 
in the 2000s is the global liquidity abundance, first in the early 2000s and 
then in the aftermath of the global financial crisis of 2008–2009, which 
almost perfectly overlaps with the decreasing saving rates in Turkey. 
Actually, this abundance of liquidity is one of the major factors of the 
rapid credit expansion in Turkey in the 2000s, among other reasons. In 
addition, it is now perfectly clear that the total elimination of barriers to 
international capital flows resulted in a much less stable global economy 
with numerous financial crisis.

In this regard, capital controls, which had been an integral part of the 
global financial structure under the Bretton Woods system and which was 
abandoned almost totally in the neoliberal era, has made a curious come-
back in the wake of the global financial crisis. Several mainstream econo-
mists began to question the existing financial structure and address the 
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possible benefits of some sort of capital controls. Shockingly, even the 
International Monetary Fund, once an ardent promoter of unfettered 
financial markets, has begun to advocate some sort of capital controls, 
among numerous others (Ostry et al. 2016; Magud et al. 2011; Kim and 
Doo Yong Yang 2012). Thus, implementing some sort of capital controls 
can mitigate both financial instability in an era of very high current account 
deficits and unproductive credit expansion in Turkey. In the end, the sav-
ing rate would be affected rather positively, both directly and indirectly.
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1  Introduction

Economic and social development, which is also called ‘inclusive growth’, 
occurs when the standard of living and welfare improve in all dimensions 
of life – real income, education, health, infrastructure, and political rep-
resentation. Therefore, the concept of inclusive growth is multidimen-
sional and multisectional, capturing all segments of the society. The main 
questions for sustainable development are why inclusive growth is impor-
tant and how it can be achieved.
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First of all, inclusive growth is important because rising inequality in 
earnings and standard of living is a major concern all around the world. 
Oxfam (2017) states that a world in which 1 per cent of humanity 
 controls as much wealth as the other 99 per cent will never be stable. 
Since 2015, the richest 1 per cent has owned more wealth than the rest of 
the planet. The top segment capturing the lion’s share of growth is a 
worldwide problem as much as it is a regional and national one.

Multidimensional inclusive policies aim to raise the pace of growth 
and expand the size of the economy, while all segments benefit fairly. 
Therefore, it depends on increasing international competitiveness by 
improving productivity in employment, investing in research and devel-
opment (R&D) and innovation, producing high-value-added products, 
and changing income redistribution schemes. Here, the key concept is 
knowledge, where technology, creativity, and innovation are cultivated to 
strengthen global competitiveness.

Secondly, the transition from middle-income to high-income levels 
has become an increasingly universal phenomenon especially among 
emerging economies. Many emerging market economies grew rapidly 
during the first decade of the twenty-first century, advancing from the 
ranks of low-income to middle-income countries. However, the transi-
tion from middle-income to high-income status is much harder to 
achieve. Since the 1960s just 13 out of 101 middle-income economies 
have managed to move from middle-income to high-income status, 
accounting for slightly over 4 per cent of the world’s population (World 
Bank 2017). The main reason for this difficulty in transition is the so- 
called middle-income trap, an economic development stage in which a 
country’s growth slows down after reaching middle-income levels. 
Escaping the middle-income trap has become harder since the global eco-
nomic crisis owing to a slowdown in global economic growth and trade.

Science, technology, and innovation (STI) are the main pillars of a 
knowledge-based economy and sustainable development (Fig.  1). It is 
found that countries that have STI-oriented global competitiveness strat-
egies demonstrate sustainable competitiveness, growth, and develop-
ment. Therefore, STI-oriented economic strategies and policies should 
inform structural reforms to achieve sustainable global competitiveness.
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These developments in emerging economies in the first decade of the 
twenty-first century and the challenge of escaping the middle-income 
trap in this post–global economic crisis age has become the driving force 
for this study. We believe that STI and inclusive growth will be major 
drivers fostering sustainable development in emerging economies. The 
purpose of the study is to analyse the national science, technology, and 
innovation (NSTI) policies in Turkey, to reveal the implications of NSTI 
policies for society, to compare Turkey’s current status with that of 
Organisation for Economic Co-operation and Development (OECD) 
and European Union (EU) countries, to develop custom-made policy 
recommendations as second-generation STI reforms based on the eco-
nomic and social realities of Turkey to meet 2023 Goals.

This chapter is organized as follows. Section 2 introduces the NSTI 
policies and their impacts in Turkey, and Section 3 provides a brief com-
parison of Turkey, OECD countries, and the EU based on STI perfor-
mance indicators. The final part proposes policy recommendations as 
second-generation STI reforms that are designed around inclusive 
growth.

Knowledge-based
Economy Strategy

Innovation
Strategy

Science and
Technology Policy

Fig. 1 Innovation policy (World Bank 2010)
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2  STI Policies in Turkey

Turkey is a fast-growing and promising middle-income emerging coun-
try at the crossroads of Europe and Asia that is dealing with the middle- 
income trap and income inequality. The Turkish economy ranks 17th 
among 196 countries with a gross domestic product (GDP) of USD 850 
billion. The income per capita over the past 14 years has risen from USD 
3,580 to nearly USD 10,800 in 2016. The increasing trend in GDP and 
GDP per capita is amazing when we compare the data with those from 
2002 and 2008, USD 3,580 and USD 10,930, respectively. This improve-
ment is based on sectoral reforms, including the restructuring of the 
banking and financial system and prudent macroeconomic policies. 
Unfortunately, Turkey has also been experiencing the middle-income 
trap since the early 2010s. Turkey has apparently hit a milestone in its 
dynamic transformation from traditional resource-based growth to 
knowledge-based growth, where comparative advantage is based on pro-
ductivity, innovation, and R&D.

The government’s broad-based goals, which are known as Vision 2023, 
are to more than double GDP to USD 2 trillion, triple Turkish exports 
to USD 500 billion, and increase the employment rate to 55 per cent. 
These ambitious goals can only be realized by focusing on knowledge- 
based inclusive growth with a concrete roadmap and an action plan. A 
number of STI policies to foster the integration of research and entrepre-
neurial activities have been implemented since 2004. The Turkish 
Research Area (TARAL) was introduced to focus on the mobilization and 
collaboration of R&D and innovation among business and public sec-
tors, together with non-governmental organizations. The specific TARAL 
objectives are to enhance the quality of life, find innovative solutions to 
societal needs, increase the competitiveness of the country, and foster and 
diffuse STI awareness in society. The main policy tools for reaching 
TARAL targets are relate to the share of R&D expenditures in GDP, the 
demand for R&D, and the number of qualified R&D personnel.

Turkey’s NSTI policy is based on the National Science, Technology, 
and Innovation Strategy (NSTIS) 2011–2016 and the Tenth Development 
Plan 2014–18. The vision of the NSTIS (2011–2016) is ‘to contribute to 
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new knowledge and develop innovative technologies to improve the qual-
ity of life by transforming the former into products, processes, and ser-
vices for the benefit of the country and humanity’ (TUBITAK 2010). 
Targets for gross expenditure on R&D (GERD) and business expendi-
ture on R&D (BERD) were set by the Supreme Council for Science and 
Technology (SCST) to reach 3 per cent and 2 per cent of GDP respec-
tively by 2023.

The main indicators of STI policies are defined as GERD as a percent-
age of GDP, GERD by sector performance, percentage of GERD by sec-
tor performance, percentage of GERD by source of funds, R&D human 
resources, number of scientific publications and the ranking of Turkey 
with respect to scientific publications. Progress in the main indicators of 
STI policies are summarized in Table 1.

R&D expenditures have increased significantly from USD 5.4 billion 
in 2006 to USD 16.2 billion in 2015, jumping by 322 per cent. The 
highest spending in R&D belongs to the private sector, with USD 8 bil-
lion, showing impressive progress since 2006. This is followed by the 
government sector, with 176 per cent, and higher education, with 124 
per cent. Consequently, GERD as a share of GDP has almost doubled, 
reaching 1.06 per cent in 2015. The business sector led until 2012, but 
later private-sector R&D expenditures exceeded that of the other two 
sectors, signalling a new phase in R&D investments. Government R&D 
expenditures stayed relatively low throughout the period.

In 2006, total R&D personnel were around 54,000 people, which 
increased to 122,000 in 2015. Full-time equivalent (FTE) R&D person-
nel increased by 126 per cent from 2006 to 2015, while a striking increase 
of 322 per cent was seen between 2002 and 2015. On the other hand, 
FTE researchers more than doubled in number, from 43,000 in 2006 to 
95,000 researchers in 2015. The distribution of FTE R&D personnel 
among sectors in 2015 was as follows: 54.5 per cent in business, 35.4 per 
cent in higher education, and 10.1 per cent in the government sector. 
With respect to gender employment, the ratio of female R&D personnel 
was 31 per cent in 2015. The highest female R&D personnel employ-
ment was in higher education, at 42 per cent, then government at 26 per 
cent, and business at 24 per cent.
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As the main output of R&D investments, the number of scientific 
publications increased by 204 per cent between 2002 and 2014 and 91 
per cent between 2006 and 2015. However, the rank of Turkey with 
respect to scientific publications has not changed much. Turkey ranks 
18th in 2015, ranging between 18th and 20th since 2006.

R&D expenditures as a share of GDP by sector confirm the trend of 
R&D expenditures by sector. The share of government R&D expendi-
tures shows a stable trend, whereas the share of higher education R&D 
expenditures declined from 67.9 per cent in 2004 to 40.5 per cent in 
2014 (Fig. 2). On the other hand, the share of private sector climbed 

Table 1 Main indicators of STI policies in Turkey

Indicator 2006 2015
Change, 2006–2015 
(%)

GERD as a Percentage of GDP 0.60 1.06 77
GERD by Sector Performance (million 

PPP$)
  GERD by Business Sector 1,923 8,117 322
  GERD by Higher Education Sector 2,879 6,438 124
  GERD by Government Sector 607 1,678 176
Percentage of GERD by Performance of 

Sectors
  GERD share of Private Sectora 24.20 49.80 106
  GERD share of Higher Education 

Sectora

67.90 40.50 −40

  GERD share of Government Sectora 8.00 9.70 21
Percentage of GERD by Source of Funds
  Percentage of GERD by Industry 44.30 50.10 13
  Percentage of GERD by Government 34.60 27.60 −20
  Percentage of GERD by Higher 

Education
15.70 18.10 15

  Percentage of GERD by Other National 
Sources

4.80 3.20 −33

  Percentage of GERD by Foreign Sources 0.60 1.00 67
Number of R&D Human Resources  

(in thousands)
  FTEb R&D Personnel 54 122 126
  FTE Researcher 43 95 121
Number of Scientific Publications 15,344 29,319 91

Source: TUBITAK 2017
aThe GERD share of the private sector, higher education sector, and government 

sector starts from 2004
bFTE stands for Full Time Equivalent
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from 24.2 per cent in 2004 to 49.8 per cent in 2014. Half of the total 
R&D expenditures was made by the business enterprise sector. This rep-
resents promising progress because the private sector is the engine of 
R&D expenditures in most developed countries. According to OECD 
data, by 2015 private-sector R&D as a share of total R&D expenditures 
was 77 per cent in Japan, 64 per cent in the USA, and 61 per cent in 
Sweden.

The business sector ranks first, with 50.1 per cent among R&D financ-
ers. This is followed by the government sector at 27.6 per cent, and then 
higher education sector at 18.1 per cent, with other national sources at 
3.2 per cent and foreign funds at 1.1 per cent (Fig. 3). These figures show 
that R&D expenditures by international financers are the lowest. In 
developed countries, however, according to OECD data, by 2015 the 
share of international financers was 10.3 per cent in Sweden, 5 per cent 
in the USA, and 4.7 per cent in Japan. This can be interpreted as indicat-
ing that Turkey as a developing country needs to invest in its clustering 
and specialization mechanisms in certain R&D sectors so that it can 
become a globally known hub in certain sectors that can attract foreign 
funds like the developed countries.

Moreover, the share of scientific publications and patents produced 
domestically with at least one co-author abroad is weak compared to 
other OECD countries. Therefore, four measures have been taken to 

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
Business Enterprise 24.20 33.80 35.60 41.30 44.20 40.00 42.50 43.20 45.10 47.50 49.80
Higher Education 67.90 54.60 53.20 48.20 43.80 47.40 46.00 45.50 43.90 42.10 40.50
Government 8.00 11.60 11.20 10.60 11.90 12.60 11.40 11.30 11.00 10.40 9.70

0.00

10.00

20.00

30.00

40.00

50.00

60.00

70.00

80.00

Pe
rc

en
ta

ge
 %

Percentage of GERD by Performance of Sectors

Fig. 2 Percentage of GERD by sector performance (TUBITAK 2017)
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improve cooperation among Turkish and international researchers and 
the penetration of Turkish companies in global markets. Firstly, the 
Turkish National Researcher Information System (ARBIS) was devel-
oped to create an ecosystem for research personnel in universities and the 
public and private sectors in Turkey and Turkish researchers serving 
abroad (ARBIS 2017). ARBIS is a dynamic system that provides national 
scientists a database and information exchange platform. Secondly, the 
TUBITAK National Research Infrastructure Information System 
(TARABIS) was designed as a web-based application to foster collabora-
tion and communication in product and technology development activi-
ties between laboratories and industry (TARABIS 2017). Thirdly, the 
Incubation and Accelerator Support Program was introduced to support 
Turkish companies globally by the SME Development Organization. The 
aim is to accelerate Turkish companies’ penetration in international mar-
kets, to support start-ups, and to form a bridge between domestic com-
panies and Turkish researchers abroad. KOSGEB provided USD 4 
million for the establishment of incubation centres in the USA in 2016. 
There are five incubation centres in the USA. Lastly, the Investment 
Support and Promotion Agency of Turkey (ISPAT) was established to 
attract foreign R&D investments.

In short, Turkey has made significant progress in building up its STI 
capacities and improved international STI cooperation with the rest of 
the world and is committed to sustaining its investment in STI.

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
Industry 44.30 46.20 47.30 41.00 45.10 45.80 46.80 48.90 50.90 50.10
Government 34.60 31.90 31.60 34.00 30.80 29.20 28.20 26.60 26.30 27.60
Higher Education 15.70 17.50 16.20 20.30 19.60 20.80 21.10 20.40 18.40 18.10
Other National Sources 4.80 4.00 3.60 3.70 3.70 3.40 3.40 3.30 3.40 3.20
Abroad 0.60 0.40 1.30 1.00 0.80 0.80 0.50 0.80 1.00 1.00
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Fig. 3 Percentage of GERD by source of funds (TUBITAK 2017)
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The NSTIS for 2011–2016 focuses on disseminating a culture of mul-
tilateral and multidisciplinary RDI cooperation, stimulating sectoral and 
regional RDI dynamics, encouraging SMEs to become stronger actors 
within the national innovation system, and enhancing the contribution 
of research infrastructures to the knowledge-creation capacity within the 
national innovation system. The strategic framework of the NSTIS 
(2011–2016) is composed of three vertical axes and six horizontal axes 
that intersect with the vertical ones (Fig. 4).

As an important follow-up phase to improve STI policy, an impact 
assessment of support programmes was conducted. The lessons learned 
during the implementation of the NSTIS 2011–2016 and ongoing 
impact assessment exercises will form the basis of the new NSTIS 
2017–2023. The Coordination Council for R&D was founded in 2011 
to evaluate all national support schemes and mechanisms for research 
commercialization. Performance indices for techno-parks, universities, 
and R&D centres in the business sector were introduced by the Minister 
of Development and TUBITAK in 2011 and the monitoring process was 
implemented starting at that time.

Fig. 4 NSTIS for 2011–2016 (TUBITAK 2010)
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It is obvious that a significant improvement in the NSTI system in 
Turkey took place in the 2000s. However, a comparative approach may 
provide a better understanding of Turkey’s competitiveness at the inter-
national level.

3  Comparative Performance of NSTI 
Systems

Innovation and R&D policies are vital at all stages of development. The 
creation and diffusion of technologies across all regions represent the 
most important phase of a knowledge-based economy and improvement 
of wealth. To see the current situation about the impact of STI policies 
and to design additional STI policies in Turkey, benchmarking Turkey 
against the OECD and EU may provide a foundation.

The comparative approach is based on eight dimensions to evaluate 
Turkey’s progress with respect to OECD and EU averages (OECD 2012, 
2016). Innovation competence and capacity constitute the first dimen-
sion of comparative performance, innovation skills and interaction the 
second dimension, economic and environmental performance the third, 
structural aspects and specialization of STI policies the fourth, and the 
NSTI policy mix the fifth dimension.

OECD Science, Technology and Innovation Outlook 2016 (OECD 
STI 2016) presents a comparison of Turkey with the EU28 average and 
middle range of OECD values with respect to the performance of national 
science and innovation systems. Based on 10 parameters – public R&D 
expenditures, scientific publications, top 500 universities per GDP, busi-
ness R&D expenditure, triadic patent families and trademarks per GDP, 
top 500 corporate R&D investors per GDP, venture capital per GDP, 
young patenting firms per GDP and ease of entrepreneurship index, 
innovation competence, and capacity  – Turkey is compared with the 
OECD median and EU average in terms of universities and public 
research, R&D and innovation in firms, and innovative entrepreneur-
ship. While the EU and OECD show similar patterns, Turkey performs 
poorly with respect to almost all subparameters compared to the EU 
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average and OECD median. EU shows a better performance in terms of 
top 500 universities, top 500 corporate R&D investors, triadic patent 
families, and young patenting firms. In that regard, Turkey has increased 
its support for R&D, mainly through tax incentives. Between 2002 and 
2012, R&D spending as a share of GDP nearly doubled. Meanwhile, 
patent applications increased by a factor of six, trademark applications 
increased by a factor of three, and industrial design applications doubled. 
In fact, Turkey received the third most applications in accordance with 
the Patent Cooperation Treaty (PCT) among middle-income countries 
in 2013. These will all feed into a larger share of medium- and high- 
technology intensive production of goods and services and exports in the 
Turkish economy.

Turkey lags behind OECD and EU countries, especially in the innova-
tive entrepreneurship component. Even though there is increased interest 
from international angel investor networks and domestic investors, ven-
ture capital investment in Turkey is still in its infancy. There are many 
start-up companies with innovative ideas, but access to financing is very 
limited in the early stage. Thus, several tech and incubation centres, espe-
cially at universities, have been established to develop an entrepreneurial 
ecosystem in Turkey. On the other hand, entrepreneurship conditions in 
Turkey have improved significantly according to the World Bank’s Ease 
of Doing Business Index and the Global Competitiveness Index since 
2002 owing to STI reforms over the past decade. The goal is to design a 
well-functioning STI ecosystem around the business sector and 
entrepreneurs.

The Ministry of Science, Industry and Technology created a support 
mechanism for the promotion and marketing of technological products 
in 2013, and then a technological product investment support pro-
gramme was launched in 2014. Recently, many support mechanisms and 
policy initiatives have been introduced for SMEs and entrepreneurs. The 
acquisition of foreign high-tech companies and R&D centres was allowed 
in 2014; international incubation centres were established in 2015, and 
the scope of business-sector R&D centres was expanded to R&D design 
issues in 2016.

Another aspect of the knowledge-based economy is the commercial-
ization of ideas through patents and trademarks. Even though there is a 
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close relation between universities and industry in Turkey, patent applica-
tion is poor in number. A series of initiatives has been introduced. 
TUBITAK introduced special support programmes for industry–science 
collaboration through large-scale R&D projects and temporary employ-
ment opportunities at research centres for academic staff. The Technology 
Development Foundation of Turkey (TTGV) was founded for the pur-
pose of providing financial assistance to firms willing to develop proto-
types and providing training programmes on technology assessment, the 
management of intellectual property and licences, business development, 
and alternative funding models for start-ups. One of the most important 
steps strengthening Turkey’s high-tech base was the launch of the Public- 
University- Industry Partnership Strategy and Action Plan (2015–2018). 
Moreover, Turkey implemented three initiatives related to intellectual 
property rights.

In terms of the interactions and skills innovation subparameters, which 
is the second dimension of the comparison, Turkey placed in the bottom 
half of the OECD median, except industry-financed public R&D expen-
ditures and tertiary education expenditures per GDP. Turkey underper-
forms on information and communications technology (ICT) and 
Internet performance indicators as well as the number of fixed and wire-
less broadband subscriptions per capita and e-government indices 
(OECD 2016). The EU average is also in the bottom half of the OECD 
median with respect to ICT investment, fixed broadband subscriptions, 
wireless broadband subscriptions, tertiary education, and adult popula-
tion in tertiary education.

To improve IT infrastructure, the 2015–2018 Information Society 
Strategy and Action Plan were launched to meet Turkey’s information 
society goals, including expansion of its broadband infrastructure, distri-
bution of more effective public services, improvement of the diffusion of 
ICT, and support of e-commerce.

Turkey showed better performance than the EU average in industry- 
financed public R&D expenditures and tertiary education expenditures. 
It is not just the expenditures, but the quality of education and training 
has improved based on the requirements of the labour market. In July 
2017, a new national curriculum at both the primary and secondary edu-
cation levels was introduced to establish essential knowledge in reading, 
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writing, science, and mathematics. Turkey also collaborates in a European- 
wide support programme for science, technology, engineering, and math-
ematics (STEM) teachers and researchers. The Ministry of Education 
introduced the Fatih Project to integrate state-of-the-art computer tech-
nology into Turkey’s public education system to improve ICT compe-
tences and skills. It is the greatest and most comprehensive educational 
reform with respect to education technology use in the world. Another 
bit of important progress is that Turkey has quadrupled the number of 
FTE researchers since 2002 from almost nothing.

It is obvious that, according to the OECD STI 2012 data, Turkey 
outpaces OECD and EU averages in terms of economic performance, as 
indicated by labour productivity and GDP per hour worked. However, 
Turkey’s productivity performance is less than half that of the USA in 
2012. This shows the need for further reforms and investments to boost 
productivity. On the other hand, Turkey underperforms in terms of envi-
ronmental performance, measured by green productivity (GDP per unit 
of CO2 emitted) with respect to the OECD and EU averages. However, 
a sharp increase after 2012 is noticeable in Turkey. The gap between the 
OECD and Turkey in terms of environmental performance is shrinking. 
Turkey’s unemployment and youth unemployment rates were slightly 
higher than the OECD and EU averages, 10.3 per cent and 18.5 per cent 
respectively by 2015, whereas vulnerable unemployment was much 
higher in Turkey at 29.4 per cent by 2015 (OECD STI 2016). Vulnerable 
employment is usually associated with inadequate earnings, low produc-
tivity and difficult working conditions, and the unregistered economy.

Structural aspects and specialization is represented by GERD in 
selected areas such as biotechnologies, ICT, and environment-related 
technologies; Turkey’s performance is again compared with the OECD 
median and EU28.

According to the OECD STI 2012 data, the EU has an advantage in 
biotechnologies and environment-related technologies compared to the 
OECD median. Turkey underperforms in all three sectors but has a bet-
ter positioning in biotechnologies than in environment-related technolo-
gies versus ICT.  Therefore, Turkey established its priority sectors with 
high value added in its Tenth Development Plan 2014–2018 and the 
Turkish Industry Strategy 2015–2018. Nano- and biotechnology 
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 industries were identified as priority sectors among other high-tech 
industries.

OECD STI 2012 also represents a cobweb plot presenting Turkey’s 
structural composition of business R&D with respect to the OECD 
median and Turkey’s position in 2007. With respect to the OECD 
median, Turkey outperforms in the services industry, medium- to 
low- tech manufacturing, and knowledge-intensive market services 
and underperforms in industry, high-tech manufacturing, and non-
knowledge-intensive services. Turkey is close to the OECD median in 
non-resource-based manufacturing and primary and resource-based 
industries. When Turkey’s progress from 2007 to 2013 is considered, 
a significant improvement is noticed in industry and knowledge-
intensive market services. Conversely, deterioration in the same 
period is observed in industry, non-resource-based manufacturing, 
and high-tech manufacturing.

Therefore, Turkey identified its priority sectors with high value added 
in its Tenth Development Plan 2014–2018 and Turkish Industry Strategy 
2015–2018. Energy, IT, health, automotive, aviation, railway, defence, 
and nano- and biotechnology industries were identified as ‘targeted sec-
tors’ to boost Turkey’s efficiency and competitiveness in medium- and 
high-tech manufacturing, which would allow it to become one of the 
leading production bases in Eurasia and Africa in medium- and high-tech 
products. The Tenth Development Plan also encourages a cluster- oriented 
and entrepreneurship-focused innovation system.

OECD STI 2016 maintains a comparison of the Turkey’s 2015 
national STI policy mix with the country’s 2007 performance and 
OECD median in terms of allocation of public funds to R&D. A similar 
pattern is observed for Turkey and the EU with respect to balance in 
higher education R&D expenditures, funding of national performers, 
and public funding. Firstly, university research activities dominate pub-
lic research in Turkey, the EU, and the OECD. Secondly, research ori-
ented towards civil society counterbalances defence-oriented research. 
Direct funding dominates in the EU, whereas Turkey presents a more 
balanced position between direct and indirect funding. Publicly funded 
R&D research dominates private-sector-funded R&D in Turkey, the 
EU, and the OECD. Currently, initiatives and measures are being taken 
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to improve the quality of public research in collaboration with the pri-
vate sector. Performance-based funding models were introduced in 
2014 in the universities to establish a sustainable research infrastructure 
and environment.

In addition, according to Turkey’s self-assessment index, in most rele-
vant instruments of public funding of business R&D by 2016, direct 
funding instruments, such as competitive grants, debt financing and risk- 
sharing mechanisms, repayable advances, and public procurement, are 
more functional in Turkey in comparison to the OECD median, whereas 
tax incentives for business R&D is preferred as the form of indirect 
funding.

Based on the findings of the comparative approach presented in this 
section, recommendations for STI policies are proposed in the next 
section.

4  Policy Recommendation for Second 
Phase of NSTI Strategy

Turkey has strong macroeconomic fundamentals and is committed to 
making structural reforms in its STI capacities in collaboration with the 
rest of the world. Turkey has made significant progress in building up its 
STI capacities since 2007. Gross expenditures on R&D expanded by 9.7 
per cent annually over 2009–2014. Still, Turkey underperforms in many 
key STI performance indicators compared to the OECD median and the 
EU. Turkey’s rankings in ease of doing business and the Global 
Competitiveness index has improved significantly since 2002 owing to 
the STI reforms implemented over the past decade. According to the 
United Nations Development Programme’s Human Development Index, 
Turkey’s ranking increased from 88 to 69 in 2013, although the sample 
size increased to 187 countries.

Currently, the NSTI Strategy 2011–2016 and the Tenth Development 
Plan 2014–2018 provide guidelines for Turkey’s national STI policy. An 
impact assessment analysis of NSTI Strategy 2011–2016 along with the 
introduction and implementation of second-generation reforms will 
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 provide the basis for the new NSTI Strategy 2017–2023. The ultimate 
goal is to foster a highly productive and competitive economy through 
innovative production, sustainability, and high growth. Industrial policy 
will be boosted towards generating higher domestic value added and 
transitioning to high-tech production schemes that will move Turkey up 
in the global value chain.

However, the major challenge for innovation and R&D policy in 
emerging countries is to encourage inclusive growth and support research 
addressing major social challenges, so these countries can also escape the 
middle-income trap. Hence, Turkey should design NSTI strategies based 
on inclusive growth, embracing all firms and sectors, known as ‘industrial 
inclusiveness’, all regions and places, known as ‘territorial inclusiveness’, 
and all people and segments, referred to as ‘social inclusiveness’ (OECD 
2017). Industrial inclusiveness will close the gap between high-tech/
innovative industries and traditional industries, improve the competitive-
ness of disadvantaged firms, and stimulate new ideas and entrepreneur-
ship (OECD 2017). Territorial inclusiveness will close the economic gap 
between developed regions and lagging regions and bolster regions’ eco-
nomic resilience and reduce their dependence on transfers from the cen-
tral government (OECD 2017). Social inclusiveness will close the social 
gap among different segments of people and regions and reduce eco-
nomic, social, and cultural discrimination, especially towards disadvan-
taged groups (OECD 2017). The basis for diversity can be inherent, such 
as due to race and gender, or acquired, such as due to experience, educa-
tion, and or cultural background.

These three components of inclusiveness are essential for improving 
economic performance and social well-being. They are closely related and 
overlap with each other. However, the crucial move in this phase is to 
design correct reform policies and implement them with appropriate 
action plans.

The ultimate goals of NSTI policies are to become competent in sci-
ence and technology by establishing a cultivated national research ecosys-
tem, adopt acquired technology effectively and develop new national 
technologies, and convert technological developments into social and 
economic benefits. Globally, STI policy has slightly changed focus, form, 
and objective in recent years. A growing share of public spending on 
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R&D has been allocated to the business sector instead of public research, 
signalling a shift in strategic objectives (to increasing industry capacity to 
innovate) and targets (firms) and requiring a change in instruments.

Policy areas to achieve inclusive growth through STI policies can be 
grouped by industrial inclusiveness, territorial inclusiveness, and social 
inclusiveness.

In the context of industrial inclusiveness, decision makers should iden-
tify strategic technologies and priority sectors, encourage public-private 
partnerships (PPPs), assist SMEs and start-ups in accessing global mar-
kets, establish clusters of SMEs for connecting to global knowledge net-
works, foster the integration of under-represented industrial groups in 
innovation, research, and entrepreneurial activities, and promote diver-
sity in these activities. With the shift from closed innovation to open 
innovation, efforts towards open science have focused on the creation of 
enabling legal frameworks and policy guidance for open access and open 
data. The number of countries with mandatory open access provisions is 
increasing. Open science, maintaining open data and encouraging inter-
disciplinary research, and open innovation, fostering cooperation and 
knowledge sharing, together with proper levels of funding and govern-
mental incentives, should lead to internationalization. With the interna-
tionalization of industry, the adoption and adaptation of foreign 
technologies increase. The adoption of foreign technologies can yield 
high payoffs, because technology adoption requires adaptation to local 
economic, technological, or environmental conditions. This can lead to 
the development and accumulation of innovation capabilities. There is 
evidence that domestic innovation played a greater role than imports of 
knowledge in the rise of emerging Asian economies (Ang and Madsen 
2011).

In the context of territorial inclusiveness, decision makers should iden-
tify intraregional and interregional dynamics, as well as competitive 
advantages and disadvantages, and reinvigorate economic potential by 
restructuring regional funding policies. According to the Classification of 
Statistical Regions (SR) Level-1, R&D expenditures in 2015 were high-
est, at 28 per cent, in (TR5) West Anatolia, which consists of Ankara, 
Konya, and Karaman (Turkstat 2016). This region was followed by (TR1) 
Istanbul at 21.6 per cent and (TR4) East Marmara at 21 per cent (Turkstat 
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2016). Even though the highest R&D expenditures were in the TR5 
region, the cities are categorized at different levels according to the 
Government Incentive Scheme: Ankara in Region 1, Konya in Region 2, 
and Karaman in Region 3. Thus, these cities receive different levels of 
support from the government. On the other hand, there are 8 technology 
development regions (TDRs) in Ankara, 2 in Konya, and 1 in Karaman, 
out of a total of 66. The second R&D investment region has seven TDRs. 
It is apparent that there is a close correlation between R&D investments 
and TDRs. However, no study has been conducted analyzing the impact 
of support policies regarding the performance of TDRs. Based on the 
findings of impact analysis, the correct approach is the so-called smart 
specialization approach. Smart specialization can be used as a policy tool 
to boost regional innovation to achieve economic growth and prosperity 
by enabling regions to focus on their strengths (reference). There are 12 
statistical regions at Level 1 and 26 at Level 2 by geographic location in 
Turkey. However, geographic proximity does not necessarily mean that 
these cities/regions have similar dynamics for competitive advantage. A 
smart specialization strategy needs to be built on a sound analysis of 
regional assets and technology, including an analysis of potential partners 
in other regions, and should avoid unnecessary duplication (European 
Commission 2017). Later on, smart specialization centres can be copied 
in other regions with similar internal dynamics. Consequently, the waste 
of scarce human and capital resources will be avoided by efficient alloca-
tion based on competitive advantage.

A similar concentration is seen in human capital in R&D. According 
to R&D personnel percentage, Istanbul (TR1), at 24.1 per cent, was in 
first place. This region was followed by West Anatolia (TR5), at 21.4 per 
cent, and East Marmara (TR4), at 14.2 per cent. It is crucial for the cen-
tral government to be guided in the process of restructuring funding poli-
cies by the expertise of the regional development agencies to minimize 
intraregional and interregional differences. Thus, establishing effective 
governance of STI policies and improving STI policy governance, with 
strong attention given to policy evaluation and the design of responsible 
research and innovation policies (RRI) with regional bodies, are crucial 
to maintaining territorial inclusiveness. Consequently, development 
agencies must be restructured according to the regional needs. Currently, 
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all development agencies implement the same funding mechanisms but 
with different expected outputs without regarding local dynamics and 
beneficiaries.

The context of social inclusiveness can be the most difficult part of 
inclusiveness. Making changes in the social context should proceed hand 
in hand with territorial and industrial inclusiveness. The most crucial 
problem that must be understood deeply and resolved in social inclusive-
ness is discrimination in all areas of social and economic life. 
Discrimination has negative impacts on individuals and entire econo-
mies. Individuals suffering discrimination also suffer from lower incomes 
and poorer health status, stemming from higher psychological distress, 
lower self-esteem, and related mental health problems (Choi et al. 2013; 
Versey and Curtin 2016). At the aggregate level, discrimination can lead 
to depressed wages and underemployment for a large portion of the dis-
criminated population (Baldwin and Johnson 1996). That might create a 
disincentive for these groups to invest in further education and training 
because their (average) return on such investments is below that of non- 
discriminated groups, thereby limiting future opportunities for those 
individuals and aggregate economic growth (Milgrom and Oster 1997). 
This is because individuals who are being discriminated against will 
receive less for the same productivity, qualifications, and skills and will 
not have the same opportunities in labour markets owing to some iden-
tity factor, such as gender, race, age, disability status, or place of 
residence.

Inclusive innovation policies can foster both social mobility and inclu-
sion by integrating disadvantaged groups into more productive activities 
of the economy, by (1) enhancing their innovation-related skills and (2) 
facilitating their access to opportunities, particularly by addressing spe-
cific barriers faced by these groups (e.g. when establishing their own busi-
nesses). The successful integration of disadvantaged groups in innovative 
activities can be expected to improve their economic status and general 
well-being (including in terms of job satisfaction) and increase their 
chances for upward social mobility. Intergenerational upward social 
mobility is also expected to have positive effects on economic growth by 
improving the allocation of talents and abilities in the economy (Galor 
and Tsiddon 1997; Causa et al. 2009). A number of inclusive innovation 
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policies, by fostering the integration of under-represented groups in 
innovation, research, and entrepreneurial activities, promote diversity in 
those activities. This is particularly the case with policies aimed at increas-
ing the participation of women and minority groups in public research 
activities.

The integration of disadvantaged groups into productive activities is 
also likely to increase their involvement in the social, political, and cul-
tural life of society and to strengthen their sense of belonging to a com-
munity. Social cohesion in turn benefits norms and institutional rules, 
leading to less risky cooperation, increased innovation and creativity, and 
higher participation in civil society. Higher social cohesion can strongly 
enhance people’s well-being (Bertelsmann et al. 2014) and have positive 
impacts on the economy (Birdsall et al. 1995; Easterly et al. 2006).

In the context of social inclusiveness, which is also highly correlated 
with territorial inclusiveness, decision makers should restructure the edu-
cation system ensuring a future supply of talent and building a culture for 
STI. Turkey’s priority should be to enhance the quality of the human 
capital stock. High-income countries rely more on high-skilled labour, 
and this is where Turkey needs to make the most progress. Average school-
ing years of people over 25 years old is 7.6 years in Turkey, nearly 4 years 
less than the OECD average. Turkey, though, has made great strides in 
increasing access to education and, crucially, between boys and girls. 
With these policies, the gross schooling ratio has increased by 56.3 per-
centage points to 92.1 per cent in higher education over the last decade 
(Simsek 2014). In terms of school registrations, the ratio of girls to boys 
has increased from around 90 per cent to 102 per cent.

Even so, Turkey has further to go. Despite some improvement in 
recent years, Turkey’s test scores in mathematics, reading, and science are 
still below the OECD average. To improve in this area, Turkey made 
education the number one spending item in its national budget, amount-
ing to nearly a quarter of tax revenues. With these resources, Turkey has 
hired nearly half a million teachers over the past 12 years and made bet-
ter use of technology, such as by providing free tablets to students and 
furnishing classrooms with smart boards and broadband Internet con-
nection. With the evolution of society from a strictly consumer society to 
a make- or do-it-yourself society, developing skills for innovation and 
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 entrepreneurship becomes more important for the future supply of tal-
ent. Increasing budgets to boost STEM education, putting forth initia-
tives to make STEM more attractive to young people, or revising curricula 
to develop generic skills, problem-solving capability, and entrepreneurial 
behaviour are fundamental in the future supply of talent.

Under the three dimensions mentioned earlier, STI policy instruments 
can be categorized under research capacity, funding, education, gover-
nance, commercialization, and internationalization as (1) boosting 
research capacity, (2) improving governance and the regulatory frame-
work of STIS, (3) strengthening the skills base for STI, and (4) establish-
ing appropriate channels and institutions for financial access.

5  Conclusion

Most of the world’s poor population lives in middle-income countries 
where the inequalities in income and job opportunities are stunningly 
obvious. Therefore, inclusive growth is central to addressing social chal-
lenges, improving economic performance, creating jobs, and achieving 
sustainable development in middle-income countries because the impacts 
are ‘socially’ inclusive. Thus, NSTI policies can help address the challenge 
of inequalities, especially in middle-income emerging countries. For deci-
sion makers, it is essential to focus policies on improving research capaci-
ties and the ability of firms to invest in R&D and innovation to escape 
the middle-income trap.

Middle-income economies usually have a basic industrial base, a grow-
ing research capacity, and innovation capabilities. The initial stage of this 
process includes a range of activities, from technology learning and 
adopting existing technologies to building innovation and R&D capacity 
for leading technologies. During the first stage, governments engage in a 
learning process in building institutions and competences needed for an 
STI ecosystem. The first policy implication drawn from experiences and 
implications is to lay the groundwork for a new STI landscape necessary 
for the second phase of the STI strategy. Therefore, the second phase 
should also include societal as well as economic challenges, defined as 
‘inclusive growth’.
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Innovation dynamics and STI policies have impacts on industrial inclu-
siveness, capturing differences among firms and industries with diverse 
innovation and productivity performances; territorial inclusiveness, cap-
turing diversity in the geographic dimensions of industry; and social inclu-
siveness, capturing diverse social groups with inequalities. Under the three 
dimensions mentioned earlier, in summary, this section recommends 
implementing immediately the following second-phase NSTI policies:

 – Foster international cooperation and coordination to form global 
knowledge networks through open science and open innovation 
policies and incentives;

 – Conduct economic and social impact analyses of TDRs to develop 
additional second-phase efficiency policies;

 – Engage in smart specialization and the diffusion of TDRs in the 
context of local economic and social dynamics;

 – Engage in interregional cooperation and coordination in terms of 
the similarities among the regions’ competitive advantages rather 
than solely concentrating on geographic proximity;

 – Restructure regional development agencies in terms of funding 
mechanisms regarding the regions’ economic and social dynamics;

 – Implement inclusive innovation policies minimizing ongoing dis-
crimination against disadvantaged groups and maintaining higher 
social cohesion.

This second phase of NSTI policies, designed based on the economic 
and social realities in Turkey, will be essential for meeting the ambitious 
goals of Vision 2023. Thus, in summary, this section strictly recommends 
implementing the foregoing policy actions to forge a highly productive 
and competitive economy through innovative and high-tech production 
and stable and high growth in the context of inclusive growth.
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Thinking About a New Industrial Policy 
Framework for Turkey

Murat A. Yülek

1  Introduction

The positive and sustained association between the manufacturing sector 
and per-capita income, as well as their growth, suggests that manufactur-
ing can act as an engine of growth, as Kaldor (1967) suggested. Figure 1 
shows that there is a direct relationship between the levels of per-capita 
GDP and per-capita manufacturing value added even in developed coun-
tries, which have long become service-based economies. Thus one could 
infer that industrial policies may generate economic growth even in more 
developed, service-based economies. This is supported by the positive 
relationship between growth of per-capita GDP and growth of manufac-
turing value added (Fig. 2). Further, industrial policy can be instrumental 
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in a country’s breaking out of the middle-income trap (Yülek 2016a), 
which means reduced growth rates once the country reaches middle- 
income levels.

Turkey’s industrialization process started in the late nineteenth cen-
tury. Since then, with a volatile record, it has been among the relatively 
faster growing and industrializing countries. Meanwhile, however, other 
countries in the world have experienced their own industrialization pro-
cesses determining the conditions of the global industrial and economic 
environment for Turkish firms and policies. Among these countries are 
newly industrializing East Asian countries, most importantly China, 
which have recorded phenomenal growth and development records more 
impressive than Turkey’s.

More recently, administrations in developed and developing countries 
alike have been discussing the need for new industrial policies or science 
technology and innovation policies that have relevance to the industrial 
sector.1 It is thus evident that there is a perceived need for strengthening 
the industrial sector in both sets of countries.

With this in mind, this chapter first reviews the industrialization pro-
cess in Turkey. It then assesses Turkey’s current level of industrialization 
and its features by implementing metrics of manufacturing value added 
and export sophistication. Next, it places Turkey and a set of comparators 
on a streamlined industrialization process map. Based on the findings 
and assessment, this chapter finally proposes the main features of an 
appropriate industrial policy for Turkey that would address the identified 
deficiencies. In doing so, the paper considers the policies as well as the 
administrative structure that would be conducive to the design and 
implementation of such policies.

2  Industrialization and Industrial Policies 
in Turkey: Background

Industrialization in the Ottoman Empire started in the late nineteenth 
century and was insufficient compared to UK or continental Europe. 
There were state-led attempts at industrialization and educational reform 
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with an emphasis on technical education. All in all, the newly established 
republic at the outset of the twentieth century did not inherit a signifi-
cant manufacturing industrial base from the Ottoman Empire.

The early administrators of the republic, in particular Mustafa Kemal 
Atatürk, tried to find a way to accelerate economic development and 
industrialization. In the Izmir Economic Congress (1923), the necessity 
for industrialization was discussed, but no significant and specific policy 
measures were developed except, again, the discussion of the need to pro-
tect and encourage industries. In 1927, a significant move came with the 
enactment of the Industrial Encouragement Law (Teşvik-i Sanayi 
Kanunu) on 28 May 1927. The main objective of the law was to incentiv-
ize private-sector manufacturing investments. The implementation of the 
law was successful; in the first five years, the number of private industrial 
firms and industrial employment quadrupled (Sanayi ve Teknoloji 
Bakanlığı 1973). In the 1930s, the need for direct government interven-
tion was felt more and more; in order to extend financing to the private 
sector, two state-owned banks (Sümerbank and Etibank) were established 
to support, primarily, textiles, mining, and metallurgical industries. 
Although both were officially deposit-collecting banks, their objectives 
related more to development banking by channelling financial savings 
into industrialization and development.

In the subsequent years of the 1930s, the statist tone in economic 
policy intensified as the private sector was rightly seen to be insufficient 
in bringing about the desired growth and development. In 1934, the First 
Five-Year Industrial Plan was launched. The plan included 20 specific 
industrial investments to be undertaken by the government in cotton and 
woolen textiles, paper and cardboard, and iron and steel sectors (Appendix 
1 presents a list of the industrial facilities). At the background of the plan 
were (1) “The Report on Our Economic Situation” (“İktisadi Vaziyetimize 
Dair Rapor”) prepared by the Ministry of Economics and (2) two sepa-
rate economic reports by Russian and American experts (Yücel 2014). 
Etibank and Sümerbank also contributed to the plan. Total projected 
investment on the factories under the plan was quite large, 44 million 
Turkish lira (TL), while the actual investment cost reached TL 100 mil-
lion (3 and 8 per cent of 1934 GDP, respectively). The plan was ulti-
mately successful in the sense that the facilities were completed and 
became operative.
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The plan was quite focused sectorally and carried a significant tone of 
import substitution, although it was not accompanied by protective mea-
sures. It had three principal strategic priorities. Firstly, the factories would 
be in sectors that used domestically produced raw materials; secondly, 
they would require high capital expenditures, scale, and technology; and 
thirdly, their capacities would be adequate in meeting domestic demand.

Following the first industrial plan, a second plan was formulated in the 
late 1940s. It was more comprehensive than the first one in terms of cov-
ering the mining, combustibles, energy, food, chemical, and machinery 
industries. The second plan, however, was never implemented because of 
the Second World War, during which industrialization almost stopped.

In the 1950s, a new and democratically elected government came to 
power with liberal economic policies. The key economic strategies of the 
new government were the encouragement of agriculture growth leading 
to self-sufficiency, infrastructure development, and private-sector-led 
industrial development. Banking and liberal foreign direct investment 
policies were introduced, aimed at supporting industrialization. An 
industrial development bank was established, with the World Bank as a 
shareholder. The Law to Encourage Foreign Investment was enacted in 
1951. The liberal policies continued until the 1960s. During this period, 
private-sector-led industrialization (e.g. textiles, tiles) was achieved, 
though without a focused or sectoral policy.

Following the coup in 1960, the State Planning Organization was 
established in 1961. The subsequent period, ‘the planned period’ until 
the 1980s, was characterized by five-year development plans and a strong 
import substitution policy with significantly protectionist measures. The 
plans included macroeconomic general equilibrium models and carried 
compulsory policies for the state-owned companies and ministries. For 
the private sector they were ‘indicative’, which meant the industrial 
incentives and financial policies would be formed and implemented 
accordingly.

The protectionist import substitution policy aimed at directing the 
private sector principally towards consumption goods, such as food and 
textiles (Eşiyok 2004, 4) and the state enterprises towards heavier indus-
try such as petrochemicals, iron and steel, and paper. During the 1960s, 
however, unlike Korea, Turkey did not simultaneously pursue export-led 
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growth (Yülek 2016b), although exports for some sectors were targeted. 
This policy (along with other policies such as in the financial sector) ulti-
mately led to a balance-of-payments crisis in the late 1970s as sustained 
import dependency led to increasing demand for foreign currency, which 
was not balanced by the foreign currency earnings from exports.

During the ‘planned period’, a certain amount of sector targeting was 
conducted. In the first, second, and third plans (1963–1967, 1968–1972, 
and 1973–1977), residential construction, agriculture, manufacturing, 
and transportation were the high-level priorities. However, economic 
growth was predicated mainly on the industrial sector. In the manufac-
turing sector, machinery, metallurgy, and chemicals were emphasized. 
The protectionist policies meant that if a product was manufactured by 
domestic companies, its imports would be restricted or banned. In the 
assembly industries, local content would be increased with the aim of 
attaining complete domestic manufacturing in the future. However, with 
reference to international division of labor, ‘not all products had to be 
manufactured domestically’.

The plans included detailed production and investment targets for 
selected manufacturing subsectors (Table 1). In some subsectors such as 
ceramics, some plans discouraged greenfield investments and limited new 
investments to the expansion of existing plants. In others, such as textiles 
and garments, in addition to import substitution, policies encouraged 
exports. The plans also included policies shaping the market structure 
with some measures aimed at regulating the market structure and pre-
venting monopolistic tendencies and rents. On the other hand, in sub-
sectors such as textiles and garments, achievement of scale by 
defragmentation of the many small enterprises in operation was targeted. 
The plans also targeted technological progress and development by firms, 
reduction of vulnerabilities to economic and technical external shocks, 
and increasing production of intermediate and capital goods. In this 
respect, the chemical, petrochemical, metal, and electronics industries 
were among the priorities.

In 1960, the new president following the coup, Cemal Gürsel, took an 
initiative to ensure local automobile manufacturing. While a prototype, 
‘Devrim’ (Revolution), was successfully built, the initiative was not suc-
cessful in establishing a commercial industry. The main reason was that 
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the idea of industrialization did not win the confidence of the dominant 
actors in society. For example, well-known editors and columnists such as 
Nadir Nadi, Çetin Emeç, Esin Talu, and Çetin Altan, among others, 
wrote strong ‘anti-automobile manufacturing’ pieces in their newspapers 
(Sanır 2011, 148–157).

In the mid-1970s, narrowly targeted industrial policies were imple-
mented under the leadership of Necmettin Erbakan, who acted as Deputy 
Prime Minister in the period 1974–1978. The main strategy was again 
state-led: a number of state enterprises were formed to make physical invest-
ments in electronics, heavy industry, aeronautics, and machinery industries 
(Table 2). The locations of the facilities were spread out around the country 
for regional development purposes. The results of the implementation of 

Table 1 Manufacturing subsector plans with production and investment targets

Industry

Five-year development 
plans

I II III IV V

Food, beverage, and tobacco ● ● ● ● ●
Textile and clothing ● ● ● ● ●
Paper ● ● ● ● ●
Tyre ● ● ● ● ●
Plastics processing ● ● ● ● ●
Chemicals ● ● ● ● ●
Glass ● ● ● ● ●
Chine and porcelain ● ● ● ● ●
Cement ● ● ● ● ●
Iron, steel, and metallurgy ● ● ● ● ●
Metalware and steel construction ● ● ● ● ●
Machine manufacturing ● ● ● ● ●
Vehicle repair and manufacturing ● ●
Handicrafts ● ●
Leather ● ● ● ●
Petroleum products ● ● ● ●
Electronics ● ● ● ●
Road vehicle manufacturing ● ● ● ●
Railway vehicle manufacturing ● ● ● ●
Ship manufacturing ● ● ● ●
Aircraft manufacturing and repair ● ● ● ●
Agricultural equipment and machinery manufacturing ● ●
Non-electrical machinery ● ●

Source: Turkey’s Five-Year Development Plan text and author
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the programme were mixed largely owing to the volatile political environ-
ment. Some investments were successfully completed while others, such as 
aeronautics, were restarted and completed after a decade. Still others were 
cancelled in the initial phases owing to political problems of the 
government.

In January 1980, in a major shift of policies, the liberalization of the 
Turkish economy was launched under the leadership of Turgut Özal, who 
subsequently became Turkey’s prime minister and president. The policies 
addressed the liberalization of state controls on prices, privatization, lib-
eralization, financial sector liberalization, and the liberalization of capital 
movement (Yülek 1998). Under trade liberalization, the import substitu-

Table 2 Industrial targeting in Erbakan period

State 
enterprise Sector

Number of 
factories

Selected provinces of 
new factories

In 
1975

Additional 
by 1982

TESTAŞ Electronics 0 4 Pasinler, Erzurum, 
Aydın, Ankara

Turkish Iron 
Steel Co.

Iron and Steel 2 4 Karabük, Sivas, 
Divriği, İskenderun

TAKSAN Machine Tools 0 4 Tokat, Kayseri, 
Erzincan, Yerköy

TÜMOSAN Engine 0 5 Konya, Uşak, İzmit, 
Eskişehir, Bursa

TEMSAN Electromechanics 0 11 Malatya, Diyarbakır, 
Elazığ, Yozgat

TUSAŞ Aircraft 0 1 Ankara
MKE Machinery and 

Chemicals
18 50 Yozgat, Kütahya, 

Kayseri, Konya
Turkish 

Cement 
Industry Inc.

Cement 13 33 Ergani, 
Kahramanmaraş, 
Lalapaşa

Turkish Sugar 
Factories

Sugar 17 31 Muş, Konya, Çorum, 
Niğde

Turkish 
Nitrogen 
Industry Inc.

Nitrogen 5 21 Mersin, Manisa, 
Şırnak, Mazıdağı

SEKA Cellulose and 
Paper

4 10 Afyon, Balıkesir, 
Kastamonu

Source: Sanayi ve Teknoloji Bakanlığı (1977)
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tion policy was abolished in favour of export promotion. Sector targeting 
was also abolished; industrial incentives were designed to achieve general 
industrialization without sectoral preference and to direct physical invest-
ments towards underdeveloped regions.

During the 1990s, Turkey had experienced a number of financial and 
economic crises as well as political instability. After 2001 political and 
economic stability was restored. Macroeconomic accounts strengthened, 
and inflation rates were reduced and fiscal balance improved. However, 
the current account deficit increased on the back of increasing income 
levels driving up imports. Industrial incentives were used increasingly as 
a tool of policy in the 2000s, and this pushed up exports; between 2002 
and 2011 Turkey’s exports multiplied five times. After 2001 the govern-
ment supported manufacturing in defence industries. This led to the 
local production of military vehicles, aircraft, and ships. On the civilian 
front, government aimed at developing a locally designed and 
 manufactured automobile, but there was little success in the actual imple-
mentation of the idea.

High current account deficits were also linked to high import depen-
dency as Turkey’s export and domestic manufacturing industries were 
dependent on intermediate and raw materials imported from abroad 
(Senesen and Günlük-Senesen 2003; Aydoğuş et al. 2015). Starting in 
2011, the Ministry of Science, Industry, and Technology issued sectoral 
strategy documents for several sectors including automobiles, machinery, 
and textiles. The strategy documents included action plans that included 
measures to be taken by various ministries and governmental units. 
However, the action plans mostly lacked enforcement that would enable 
the ministry to take action in case the measures were not undertaken.

2.1  A Summary of Industrial Policies and Outcomes 
in Turkey

As a summary, various industrial policy approaches have been pursued 
since the founding of the republic (Table 3). These approaches aimed at 
addressing the challenges of the specific period. In general, however, 
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Turkish industrial policies lacked the focus that some of the more suc-
cessful industrializers, such as South Korea, pursued.

As a result, while Turkey has achieved some level of industrialization, 
its performance falls behind stars such as South Korea. The latter started 
with much more modest initial conditions but ended up with a more 
impressive outcome (Fig. 3). Turkey’s per-capita GDP and its exports 
were significantly higher than South Korea’s in 1960. Korea’s industrial 
policies led to a rapid expansion of exports in absolute terms compared 
to Turkey, triggering the impressive growth of per-capita income. Korea’s 
export orientation and focused industrial policies were instrumental in 
the achievement of sustained growth and industrialization (Yülek 
2016b).

However, the GDP growth record has been quite volatile historically 
and falling more recently. Per-capita GDP time series in the last four 
decades show three plateaus that can be identified as middle-income 
traps. The first two were during 1980–1988 and 1990–2001 at around 
USD 1,500 and USD 3,000 respectively. The third one started in 2008 
and continues to the present, at around USD 10,000 (Fig. 4). During 
these periods, per-capita GDP stagnated for relatively long periods of 
time.

Table 3 Evolution of industrial policy in Turkey

Period Industrial policy

1923–1933 General industrialization policies
1933–1940 Sector targeting supported by financial sector policies; state-led 

industrialization
1950–1960 General industrial policies supported by financial sector policies; 

increasing private-sector participation in physical investments
1960–1980 Economic planning; sector targeting; import substitution 

industrialization with very little export orientation
1980–2011 Export-led growth; trade liberalization; general industrialization 

policies
From 2011 Export led growth; trade liberalization; general industrialization 

polices; industrial strategy documents
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3  Current Level of Industrialization 
in Turkey

The preceding sections looked at past industrial policies; this section first 
discusses the level of industrialization in Turkey using some relevant met-
rics. Then it briefly discusses the effect of industrialization process on 
Turkey’s exports, its export diversification and sophistication. It then 
introduces a streamlined process of industrialization for developing coun-
tries with a view to classifying Turkey and some other countries.

3.1  Manufacturing Value Added: Turkey and Some 
Comparators

Turkish manufacturing sector growth rates have improved rapidly since 
2001, but a stagnation has set in more recently. Overall, the average 
growth rate of Turkey’s manufacturing value added is among the highest 
in the world (Table 4). This was reflected in the rapid expansion of exports 
between 2001 and 2012 despite a significant contraction in 2009 follow-
ing the global financial crisis.

However, although Turkish manufacturing value added per annum is 
among the top 20 in the world, it is still small compared to that of the 
large industrial economies. Turkey’s manufacturing sector generated a 
total value added of USD 126 billion in 2014. That makes the country 
the 16th largest manufacturer in the world.

The manufactured goods market is in fact quite concentrated; the 
world’s four largest manufacturers generate a total of USD 7.35 trillion 
in manufacturing value added per annum. The information in Table 5 
shows that there is a gap in the size of manufacturing value added after 
Germany, the fourth largest manufacturer in the world. An indicative 
classification is also presented in Table 5 defining USD 200 billion to 
USD 399 billion in manufacturing value added as the upper-medium 
group and USD 100 billion to USD 199 billion as medium-low group. 
On that basis, Turkey can be considered a lower-medium-sized 
manufacturer.
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However, in terms of per-capita manufacturing value added, perhaps a 
better indicator of the level of industrialization, Turkey ranks poorly 
(Table 6). It is the 56th country in the world with USD 1,632 as com-
pared to USD 7,720 for Korea and USD 15,793 for Switzerland.

3.2  Exports and Export Sophistication

Exports reveal a country’s competitiveness. Turkey’s exports are consti-
tuted predominantly by manufactured products (Table 7). Thus the 
industrial sector plays an important role in foreign currency earnings. 
Turkey has diversified its export markets significantly in the 2000s rela-
tive to BRICS or eastern European peers. While Turkey had the second 
highest level of market concentration of exports in 1999, within the next 
decade it was one of the most diversified (World Bank 2014a, b, 8–11). 
During the same period, export product diversification also proceeded 
rapidly and surpassed that of BRICS and eastern European countries 
(World Bank 2014a, b, 8–11).

However, Turkey’s export sophistication is still limited; its exports 
comprise mostly low- and middle-technology products. Compared to 
high-income countries (Table  7), the composition of Turkey’s exports 

Table 4 Average growth of manufacturing value added per  annum: selected 
countries (billion USD unless otherwise indicated)

Country name 2000 2014 Average nominal growth rate (%)

China 482 3,713 14.6
India 67 322 11.0
Indonesia 46 187 9.8
Switzerland 48 129 6.8
Malaysia 29 77 6.7
Egypt 18 45 6.3
Turkey 53 126 5.9
Germany 404 788 4.6
Italy 200 297 2.7
France 193 284 2.6
USA 1,509 1,944 1.7
Korea 146 390 6.8
United Kingdom 217 283 1.8

Source: Çukurova Genç İşadamları Derneği (2016), IMF, and World Bank
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reveals some key disadvantages. For high-income countries and S. Korea, 
the majority of exports are composed of chemical products (HS 1988/2 
product groups 28–38), electrical and non-electrical machinery (HS 
1988/2 product groups 84–85) and transportation equipment (86–89), 
and miscellaneous manufactured goods, including high-value items such 
as optical and music equipment, arms, and toys (HS 1988/2 product 
groups 90–99). The share of Turkey’s exports in these categories is 
 significantly smaller than those of high-income countries and shares 
common features with medium- and lower-income countries such as 
Mexico, Brazil, China, and India. Export sophistication studies show 
that although the share of medium-technology exports in total increased 
during the last decade, their level is still around one-third of the total. 
More importantly, the share of high-technology exports remained at 
lower than 5 per cent of the total (World Bank 2014a, b, 14).

Table 5 Total manufacturing value added (2014)

Country name Billion USD

Large manufacturers
1 China 3,713
2 USA 1,944
3 Japan 905
4 Germany 788
Upper-medium manufacturers
5 Korea 390
6 India 322
7 Italy 297
8 France 284
9 United Kingdom 283
10 Russia 249
11 Brazil 219
12 Mexico 217
13 Indonesia 187
Lower-medium manufacturers
14 Spain 167
15 Switzerland 129
16 Turkey 126
17 Thailand 112
18 Holland 96
19 Australia 94
20 Sweden 93

Source: Çukurova Genç İşadamları Derneği (2016), IMF, and World Bank
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3.3  Positioning Turkey in a Streamlined 
Industrialization Process Map

As discussed earlier, Turkey has pursued various industrial policies over 
the decades. Where have these policies taken Turkey in terms of industri-
alization? And where does Turkey stand in the industrialization process 
compared to other countries? These questions are important for discus-
sions about Turkey’s path forward. Furthermore, it would be useful to 
compare Turkey’s position in the industrialization process with that of 
other countries.

Table 6 Manufacturing value added per capita by selected countries (2014, USD)

Rank
Country 
name

Manufacturing 
value added per 
capita Rank

Country 
name

Manufacturing 
value added per 
capita

1 Switzerland 15,793 23 Italy 4,962
2 Ireland 11,062 25 United 

Kingdom
4,476

3 Singapore 10,022 28 France 4,209
4 Germany 9,546 30 Slovakia 3,627
5 Monaco 9,049 31 Spain 3,537
6 Austria 8,484 34 Hungary 2,896
7 Sweden 8,238 36 Malaysia 2,713
8 Korea 7,720 37 Portugal 2,589
9 Luxemburg 7,624 38 Saudi 

Arabia
2,578

10 Finland 7,173 39 Poland 2,411
12 Denmark 7,043 42 China 2,161
15 Japan 6,443 43 Romania 1,939
16 America 6,392 44 Russia 1,796
18 Belgium 5,745 45 Mexico 1,789
19 Holland 5,602 46 Greece 1,771
20 Israel 5,361 47 Thailand 1,754
21 Canada 5,094 48 Turkey 1,632
22 Czech 

Republic
5,027

Source: Çukurova Genç İşadamları Derneği (2016), IMF, and World Bank
Note: Smaller economier such Lichtenstein, Puerto Rico, San Marino, Qatar, New 

Caledonia and Trinidad Tobago which appeared among the top manufacturers 
have been excluded from table
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We will locate Turkey on a simple four-stage streamlined process map 
developed by Yülek (2016a). In the first stage, capital deepening occurs in 
the form of production by imported machinery replacing manual pro-
duction (Fig. 5). This leads to a jump in labour productivity. However, 
technical skill accumulation remains quite limited. Over time, firms and 
the labour force start to develop skills that help them run machinery bet-
ter and more efficiently. This is the ‘adoption’ stage, Stage II, where new 
technology is not developed but the technology embedded in the 
imported machinery is appropriated by the local manpower. In the next 
stage, Stage III, the importing country furthers technology adoption by 
gaining skills to service and repair imported machinery. This leads to 
further productivity gains by a smaller amount of downtime or lower 
maintenance/repair costs.

Most countries remain somewhere between Stages II and III.  Few 
countries achieve the imitation stage (Stage III) and new products stage 
(Stage IV). Yülek (2016a) describes these stages as follows:

If Stage III is reached, a country’s firms (through its firms and human 
resources) reverse-engineer some of the imported machinery and build 
similar or slightly different ones. This is a new sector for the country. For 
example, starting with firms that produce textiles, now the country has 
firms that manufacture textile machinery. The next and ultimate step in the 
industrialization process is developing new products (Stage IV in Fig. 4). 
This can be either through formal or informal R&D or through incremen-
tal innovation. Both unleash TFP-based GDP growth. They might also 
lead to new capital deepening and productivity-enhancing avenues owing 
to the machinery developed. This stage requires properly skilled human 
resources, such as research and development engineers in the firms and/or 
in the universities. Countries that have reached this stage have firms at the 
boundaries of commercialized products. In order to compete, they need to 
develop new products that are costly but at the same time that provide 
them with a certain period of pricing power.

Locating countries on the process map is rather subjective. Perhaps a 
scoring tool could be developed for this purpose, but even that might yield 
controversial results. Thus a country may be in Stage IV, whereas Fig. 5 
identifies it as a Stage III country. Nevertheless, such an exercise could help 
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fine-tune needed policies to take the country to more advanced stages. In 
such an analysis, some countries can be identified as being in more than 
one stage. There are two reasons for this. Firstly, if the assignment of a 
country to a certain stage is not done on the basis of the ‘centre of gravity’ 
of its manufacturing industries, its industrial standing can be different for 
different manufacturing sectors. For example, Korea can be considered a 
Stage II country in aviation equipment, a Stage III country in synthetic 
textiles, and a Stage IV country in electronics. Secondly, it may simply not 
be possible to assign a specific stage to a country’s ‘centre of gravity’ in the 
manufacturing sector before a detailed sectoral analysis is completed.

Table 8 presents some tentative placements of selected countries on the 
industrialization process map. Turkey is listed as a Stage II country. 

Stage I
Capital Deepening through
Imported Machinery

Stage II 
Technology
Adoption (Better Use 
of Imported 

Stage II 
Technology Adoption 
(Servicing  and 
Rpairing Skills)

Stage III
Imitation

Stage IV 
Innovation and 
Product 
Development

Increased labor 
productivity through
capital deepening 

Increasing firm and 
country level productivity 
primarily through 
increasing labor 
productivity at given level 
of capital deepening

Increasing firm and country 
level productivity through, 
inter alia, 

lower repair 
and             
maintenance 
costs
lower down 
times

Development of new 
industrial sectors 
withing the country; 
generation of new 
learning-by-doing skills; 
possible jump effects 
on GDP  in the medium 
to long run 

Generation of TFP
growth;  generation of 
new capital deepening 
avenues through 
newly developed 
machinery and 
equipment

Remarks

Stages of 
Industrialization

Skill
Requirements High

Low

Technical 
Progress

Fig. 5 Industrialization, technical progress, and skills (Source: Yülek 2016a)
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Table 8 Classification of countries in terms of industrialization

Stage of 
industrialization Stage I Stage II Stage III Stage IV

Features Using 
imported 
machinery 
(capital 
deepening); 
this leads to 
an initial 
jump in the 
(per hour) 
productivity 
of domestic 
labour

Adoption of 
technology; 
the 
importing 
country, 
through its 
firms and 
labour force, 
develops 
skills to run 
the 
machinery 
more 
efficiently. 
Labour 
productivity 
continues to 
rise

Imitation of 
sophisticated 
industrial 
products of 
other 
countries; 
locally 
branded 
industrial 
goods

Development 
of new and 
sophisticated 
industrial 
products

Product 
examples

Textiles and 
garments, 
plastics

Textiles and 
garments, 
plastics, 
automobiles, 
or aircraft 
under 
licence, 
assembly of 
electrical 
and non- 
electrical 
equipment, 
assembly of 
electronic 
equipment

Technical 
textiles, 
locally 
branded 
automobiles 
or aircraft; 
flat screen 
for TVs, 
GSM* 
equipment, 
electronic 
equipment

Branded 
textile and 
garments, 
technical 
textiles, 
locally 
branded 
automobiles, 
new medical 
equipment, 
branded 
GSM 
equipment

Selected 
countries

Bangladesh Turkey, 
Pakistan, 
Brazil, India, 
China, 
Malaysia, 
Iran

Korea, China Switzerland, 
USA, 
Germany, 
Japan, 
S. Korea

Note: Some countries are purposely classified in two different stages
*GSM: Global System for Mobile Communications
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Looking at a major comparator, South Korea is identified as an either 
Stage III or Stage IV country. The reason for this selection for Turkey is 
that Turkey has so far industrialized primarily on the back of imported 
equipment. At the moment it is a country that manufactures goods by 
using this equipment. Its products are mostly standard, undifferentiated 
ones with medium-technology content. The country’s exports mainly 
consist of industrial goods. The country has not ventured adequately into 
imitating higher-technology products or developing relatively more 
sophisticated products such as flat screens, smartphones, tomography 
equipment, or computer numerical control machines. Moreover, it has 
not been able to develop locally developed or branded automobiles or 
aircraft.

4  Thinking About a New Industrial Policy 
for Turkey

This section starts with a brief summary of the current state of industrial-
ization and the main deficiencies to be addressed. It then discusses the 
features of an appropriate industrial policy for Turkey with a view to 
accelerating the industrialization process from where it is now, as reviewed 
in the previous section. This section considers the administrative struc-
ture under which policies will be both designed and implemented.

The foregoing discussion in Sects. 2 and 3 indicated that while Turkey 
has recorded relatively high growth rates in the manufacturing sector, the 
level of industrialization is still behind that of the top manufacturers of 
the world and it is experiencing a middle-income trap. Moreover, as illus-
trated by its export performance, the country suffers from low sophistica-
tion and, thus, low value of exports. The design and implementation of 
an appropriate industrial policy should be based on these initial 
conditions.

Thus, one can infer that Turkish industrial policy should address the 
existing key deficiencies. The key pillars of such an industrial policy are 
taken up in the rest of this section. This can help the country escape the 
middle-income trap, as suggested by the positive relationship between 
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the growth of manufacturing output and per-capita income, as well as 
per-capita manufacturing output and per-capita GDP (Yülek 2016a).

4.1  Concentration on Technical Capabilities 
of Industrial Layer

Industrialization is a process of building on technical capabilities (Yülek 
2016a). Technical capabilities comprise three components: productive, 
technological, and R&D capabilities (Fig.  6). Productive capabilities 
refer to ‘producing with a given level of technology at world levels of 
efficiency or productivity’ (Radošević and Yoruk 2015: 5). Technological 
capabilities, on the other hand, refer to making use of ‘technological 
knowledge in an effort to assimilate, use, adapt and change existing tech-
nologies in order to sustain competitiveness’ (Yun 2007; Kim 2001). 
R&D capabilities, on the other hand, refer to making deliberate and 
effective use of R&D activities in order to develop new products and 
processes. R&D activities become more significant as a firm approaches 
the world technology frontier when its own R&D substitutes technology 
transfer activities.

The industrial policy should concentrate first and foremost on build-
ing these capabilities across manufacturing firms, public and private 
research institutions and universities, and human resources. Together, 
these form an ecosystem that can be called the ‘industrial layer’ (Yülek 
2016a). In other words, Turkish industrial policy covering the next ten to 
twenty years should aim at forming a strong industrial layer that can 
accelerate the industrialization process and make the country among the 
top manufacturers of the world.

Currently, the country lacks an adequately strong industrial layer in 
some manufacturing subsectors, especially those subsectors that higher- 

Productive
Capabilities

Technological
Capabilities R&D Capabilities

Fig. 6 Capabilities necessary for the formation of an industrial layer
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income countries currently specialize in, namely electrical and non- 
electrical machinery, chemicals, transport equipment (other than 
automobiles), certain other machinery such as optical and precision 
equipment, pharmaceuticals, and health and personal care goods. 
Hausman et  al. (2007) suggest that increasing export sophistication, 
which can be achieved by extending a product range towards that of the 
higher-income countries, would lead to higher growth rates in develop-
ing economies.

With the objective of forming a strong industrial layer, the prospective 
industrial policy can concentrate on the number of pillars to build or 
strengthen technical capabilities. Firstly, enhancing the productive capa-
bilities of firms should be an important objective of the policy. Learning 
by doing leads to diminishing unit costs, informal training of the work-
force, formation of an ecosystem of suppliers, and small-scale 
innovations.

A diminished manufacturing base due to ‘premature deindustrializa-
tion’ (Dasgupta and Singh 2007) in developing countries may thus lead 
to a loss of valuable time. Some manufacturing is better than no manu-
facturing, whatever the level of sophistication of the products is, because 
forces such as learning-by-doing-induced unit cost reductions are at play. 
Furthermore, manufacturing highly sophisticated and priced products 
starts with manufacturing products of low- or medium-level 
sophistication.

A drive to increase the sophistication of a product pattern will obvi-
ously benefit from the build-up of productive capabilities. In any case, 
competition in low-sophistication products are fiercer, and it is not 
 sustainable for countries like Turkey with relatively high wages compared 
to low-cost producers to compete in such products in the global market.

4.2  Sector Targeting

Shifting towards more sophisticated products necessitates a well-focused 
sector based on industrial policy for a mid-level industrialized country 
such as Turkey. The answer to the question of whether a sector-targeting 
industrial policy is necessary for Turkey is yes, in order to overcome mar-
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ket failures leading to artificially high barriers of entry to more sophisti-
cated industrial products.

4.3  Branding for Product Differentiation

Turkey has experimented with branding programmes such as Turquality. 
In some subsectors where Turkey has a relatively stronger industrial layer 
(such as textiles and apparel), the country needs to improve its national- 
and firm-level branding. This will, again, help raise export prices in global 
and local markets and support economic growth. Branding is important 
not only for consumer goods but also for capital goods industries; thus, 
machinery and intermediate goods industries should also benefit from 
branding efforts.

4.4  Science, Technology, and Innovation Policies 
and Innovation in Product Differentiation

Science, technology, and innovation (STI) policies, as a category distinct 
from industrial policies, would also play a role for a mid-level industrial 
country, if not for a low-level one. Even if the overall industrial layer 
needs to be strengthened in Turkey, there are industrial sectors such as 
automotive spare parts, defence, software, or medical equipment, where 
certain firms have built up competitive advantages. These sectors would 
appropriately need support that would fall into the realm of STI policies, 
which would bolster the technological and R&D capabilities of firms.

One of the key difficulties of such firms is commercialization. They 
develop prototypes of products but may have difficulty in launching pro-
duction for domestic and international markets, which would require 
industrial-scale production facilities as well as successful branding, mar-
keting, and distributing of commercial products. This should be an 
important component of STI policies. TUBITAK rightly considers com-
mercialization a key activity to be supported. But the success of its sup-
port initiatives in this field has not yet been monitored and assessed.

 Thinking About a New Industrial Policy Framework for Turkey 



310 

In subsectors in which Turkey has a relatively strong industrial layer, 
firms’ technological and R&D capabilities need to be developed to facili-
tate innovation. That, in turn, will help raise export prices in global and 
local markets and, thus, the manufacturing value added. Cooperation 
between industry and universities, which is manifestly weak, needs to be 
strengthened so that firms can benefit from the university resources to 
upgrade their technological and R&D capabilities.

4.5  Development-Based Public Procurement Policy

Public procurement policy should be used actively to foster productive 
and technological capabilities (Yülek and Taylor 2011). Industrialization 
efforts in developing countries face considerable barriers from manufac-
turers in both low-cost countries (in less sophisticated industrial prod-
ucts) and developed countries (in sophisticated industrial products). 
Obstacles impeding the access of local companies to public and private 
markets (such as low or negative recognition, inadequate scale effects, or 
technological barriers) act as typical market failures necessitating govern-
ment action.

Development-based public procurement provides market and com-
mercialization opportunities to local firms in developing countries, 
including Turkey, that can be more effective than financial support in 
developing productive and technological capabilities for firms, especially 
small and medium-sized enterprises (SMEs). Development-based public 
procurement policies may assist those efforts by enhancing market oppor-
tunities for firms of less industrialized countries (Yülek and Tiryakioğlu 
2014; Tiryakioğlu and Yülek 2015).

In Turkey there is a growing awareness about the need for development- 
based public procurement. However, it is still the case that international 
firms are favoured in the public procurement of civilian manufactured 
goods such as elevators, health equipment, and transportation equipment 
despite growing local manufacturing.
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4.6  Reorganization of Industrial Policy Related 
to Public Entities

Public-sector organization is critical in the development of technical 
capabilities and industrialization in Turkey. In the current, de facto, situ-
ation, the public administration that handles industrial-policy-related 
matters is quite fragmented, which leads to inefficiencies in the design 
and implementation of policy. The Ministry of Economy (MoE) handles 
international trade policy, in particular international commercial agree-
ments and anti-dumping taxes. As the majority of Turkey’s international 
trade is made up of industrial products, the ministry is in fact highly 
involved in the industrial sector.

MoE also regulates and implements industrial incentives through the 
General Directorate of Incentives. In Turkey, industrial incentives are 
considered mostly as a tool of regional development. The incentives 
decree encourages industrial investments in backward regions by provid-
ing tax and social security advantages to firms investing in those regions.

The Ministry of Development (MoD) in its current form draws up 
multiyear development plans, develops strategies for regional develop-
ment, and makes approval decisions on line ministries’ physical capital 
investments. The General Directorate of Incentives was first established 
as a department in the Ministry of Development, formerly called the 
State Planning Organization in the 1960s.

The Ministry of Science, Industry and Technology (MSIT) has a num-
ber of responsibilities. Firstly, it regulates and supervises the safety of 
industrial products. Secondly, it is responsible for approving the estab-
lishment of industrial zones and technoparks, which are mostly under-
taken by private-sector agents. Thirdly, it develops industrial strategy 
documents; however, it does not have direct authority over most strategic 
measures. Fourthly, it develops science and technology policies and runs 
certain financial support programmes. Fifthly, it oversees the establish-
ment of R&D centres by firms. R&D centres are encouraged by the min-
istry by certain tax and social security incentives. The MSIT has recently 
developed regulations for an industrial participation programme, which 
establishes the rules for industrial participation in publicly procured 
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industrial products. However, the programme is optional for procuring 
public entities. Thus, the ministry does not have a tool to enforce the 
selection of this mode by any public entity.

MSIT has three major related entities. The Scientific and Technological 
Research Council of Turkey (TUBITAK), SME Promotion and Support 
Institution (KOSGEB), and the Turkish Patent Institution. Through 
these institutions the ministry supports R&D efforts and smaller busi-
nesses in the country and regulates patenting services.

The Defence Industry Undersecretariat is the procuring body for 
defence products. It is linked to the Ministry of Defence. It makes deci-
sions on how procurement will be made and establishes offset rules. The 
defence industry purchases sophisticated industrial products. Thus, the 
undersecretariat’s responsibility extends to industrial policy.

In its current form, industrial policy is thus developed and imple-
mented by a host of different bodies, which leads to inefficiencies, as well 
as effectiveness problems. The reorganization of these entities could 
enhance the effectiveness of industrial policy and its outcomes and 
impacts.

Manpower is critical to the competitiveness of industrial firms. 
Currently, tertiary educational institutions are regulated and supervised 
by the Higher Education Council, which is an independent body. 
Vocational high schools, which provide mid-level technical manpower to 
industry, on the other hand, are under the jurisdiction of the Ministry of 
Education. MSIT has no influence over universities and vocational high 
schools.

A blueprint for reorganization can consist of the following:

• Merging MoE and MIST along the lines of MITI in Japan following 
the Second World War: Because the country’s international trade con-
sists mostly of industrial products, and because trade issues mostly 
involve the same products, such a merger would increase coordination 
in the industrial sector. In non-industrial fields such as agriculture, the 
relevant ministry would coordinate policies with MIST.

• Merging the regional development functions of MoD with MIST: 
Industrial incentives (currently under MoE) under the new MIST 
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could be designed both from the perspective of both regional develop-
ment and industrial development.

• Putting the Undersecretariat of Defence under MSIT: This would also 
bring about efficiency and coordination gains in the industrial sector.

• Heavy representation of MIST in the Higher Education Council, 
which regulates and supervises tertiary education in Turkey: This 
would be necessary to encourage academia–industry relations, includ-
ing on university curricula.

• Encouraging MIST representation in Ministry of Education’s voca-
tional high school policy and implementation.

5  Conclusions

Turkey has utilized different industrial policy sets with varying success. 
One outcome was that it has fallen into three middle-income traps since 
1980 and has been in the third one since 2008. Currently, the country 
can be considered a medium-level industrialized economy. Under mount-
ing pressure from other competing nations in both its domestic and 
international markets, the country faces difficulties in progressing from 
Stage II to Stage III in the industrialization process.

Industrialization is a complex capability-building process requiring 
appropriate responses to challenges faced and the stage of industrializa-
tion. Furthering the level of industrialization in Turkey is likely to help 
boost overall economic growth rates, increase export earnings, and get 
the country out of the current middle-income trap.

We conclude that, to continue its rise in the industrialization process, 
Turkey’s industrial policy framework and its administrative structure 
should be reviewed. The key policy suggestions developed in this chapter 
are as follows:

• Concentrate on technical capabilities to strengthen the industrial 
layer;

• Introduce focused sector-targeting industrial policies with a view to 
developing productive capabilities in the relatively less-developed 
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industrial firms in addition to implementing STI policies that target 
technological and R&D capabilities for more developed firms;

• Strengthen cooperation between academia and industry;
• Undertake focused public procurement policies enhancing market 

potential for local industrial firms and SMEs that are negatively dis-
criminated against;

• Perform an overhaul of institutional structures by reorganizing minis-
terial organizations.

 Appendix 1: Industrial Facilities Included 
in First Five-Year Industrial Plan (1934–1938) 
and Their Year of Establishment

Textiles

 a) Taşköprü Cannabis Factory (1946)
 b) Bursa Merinos Woolen Woven Fabric Factory (1938)
 c) Bodrum Sponge Factory (1934)
 d) Bakırköy Cotton Weaving Factory (1934)
 e) Kayseri Weaving Factory (1935)
 f ) Ereğli Cloth Weaving Factory (1937)
 g) Nazilli Cloth Factory (1937)
 h) Malatya Cotton Weaving Factory (1940)
 i) Gemlik Silk Fabric Factory (1938)

Mining and Metallurgy

 a) Karabük Iron and Steel Factory (1938)
 b) Keçiborlu Sulphur Factory (1935)
 c) Zonguldak Semicoke Factory (1935)
 d) Izmit Paper and Cellulose Factory (1941)
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Ceramics

 a) Kütahya Ceramic Factory (1940)
 b) Beykoz Glass and Bottle Factory (1935)
 c) Sivas Cement Factory (1943)

Chemicals

 a) İzmit Chlorine and Sodium Hydroxide Factory (1945)
 b) Karabük Superphosphate Factory (1944)
 c) Isparta Rose Oil Factory (1935)
 d) Izmit Hamza Match Factory (1940)

Notes

1. Among many examples in a range of countries are the discussions of 
encouraging advanced manufacturing methods in the USA, the new 
industrial policy in the European Union, and the new industrial policy in 
South Africa.
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1  Introduction

Today, one of the most important economic and social issues facing 
Turkey is the high unemployment rate; its importance will be revealed 
only under a detailed analysis of the structure of unemployment and 
labour market dynamics. The unemployment rate, which has settled 
around 7–8 per cent for many years, rose gradually with the economic 
crisis in 2001 and became “structural” almost at the 10 per cent level. 
While the unemployment rate was 6.5 per cent in 2000, it increased to 
8.4 per cent in 2001. In the following years, it continued to increase and 
reached 10.3 per cent in 2002 and 10.5 per cent in 2003. It decreased 
slightly, to 10.3 per cent, in 2004 and held steady in 2005. Then it 
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decreased to 9.9 per cent in the following two years and remained 
stable.

Owing to the global financial crisis, however, the unemployment rate 
jumped significantly, hitting 14.8 per cent in 2009. In subsequent years, 
this trend reversed, and the unemployment rate retreated to 11.1 per cent 
in 2010, 9.1 per cent in 2011, and 8.4 per cent in 2012. However, 
because of the modest slowdown of the Turkish economy after 2013, the 
unemployment rate gradually increased to 9 per cent in 2013 and 10.9 
per cent on average in 2016. In December 2016, the unemployment rate 
stood at 12.7 per cent.

Despite the rapid growth in the economy following the 2001 crisis, 
failure to achieve permanent and necessary improvements in the unem-
ployment rate and its structural nature revealed the need for a compre-
hensive reform of the Turkish labour market. Because the unemployment 
rate in recent years has started to increase again as a result of the slow-
down in the Turkish economy, the necessity of reforms in the labour 
market gained importance. To become more competitive, flexible, and 
high value-added, Turkey’s labour market is in need of long-lasting, effi-
cient reforms.

In this chapter, we first examine labour market dynamics in Turkey 
and then discuss labour market reform and make some proposals for 
Turkey. Finally, we evaluate our main findings.

2  Turkish Labour Market Dynamics

Some details in the Turkish unemployment data are worth noting. Table 1 
summarizes the 2016 Turkish labour force indicators and shows the 
unemployment rate reached 10.9 per cent owing to the modest slow-
down in the economy in recent years. Recent statistics indicate that the 
unemployment rate among females is higher, the non-agricultural unem-
ployment rate is higher than the overall unemployment rate (13 per 
cent), and youth unemployment (i.e. 15–24 age group) is quite high 
(19.6 per cent). In addition, the employment rate is 46.3 per cent and is 
higher among men than women. The labour force participation rate, one 
of the important labour market indicators, is 52 per cent; broken down 
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into rates for men and women, though, the labour force participation 
rate of men is 72 per cent, which is significantly higher than that of 
women, which stands at 32.5 per cent.

It can be argued that the main reason behind the high unemployment 
rates in Turkey is the continuous expansion of the labour force as a result 
of rapid population growth and insufficient job creation in the economy. 
Even as the economy recovers and creates new jobs, the unemployment 
rate slowly falls because people become more optimistic about the econ-
omy and many of the marginally attached or discouraged workers re- 
enter the labour market, which keeps the unemployment rate high. 
Therefore, the unemployment rate converges to a level higher than its 
pre-crisis level. The rapid dissolution of jobs in the agricultural sector in 
recent years has also led to high unemployment rates in Turkey. In par-
ticular, despite the robust economic growth between 2002 and 2007, 
lack of progress in unemployment during the same period can be 
explained by the rapid population growth and increase in the labour force 

Table 1 Basic labour force indicators, 2016

Total Male Female

15+ age group
  Population (K) 58,720 29,031 29,689
  Labour force (K) 30,535 20,899 9,637
  Employment (K) 27,205 18,893 8,312
   Agriculture (K) 5,305 2,920 2,384
   Non-agriculture (K) 21,900 15,973 5,928
  Unemployed (K) 3,330 2,006 1,324
  Not in labour force (K) 28,185 8,133 20,052
  Labour force participation rate (%) 52.0 72.0 32.5
  Employment rate (%) 46.3 65.1 28.0
  Unemployment rate (%) 10.9 9.6 13.7
  Non-agricultural unemployment rate (%) 13.0 10.9 18.1
15–64 age group
  Labour force participation rate (%) 57.0 77.6 36.2
  Employment rate (%) 50.6 70.0 31.2
  Unemployment rate (%) 11.1 9.8 14.0
  Non-agricultural unemployment rate (%) 13.0 10.9 18.2
Youth population (15–24 age) unemployment 

rate
19.6 17.4 23.7

The figures in the table may not sum to 100 per cent owing to rounding

Source: TURKSTAT (2017)
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and decline in agricultural employment. According to data from the 
Organisation for Economic Co-operation and Development (OECD), 
from 2004 to 2013, the share of employment in the agricultural sector 
declined from 29.1 to 23.6 per cent, And data from late 2016 show fur-
ther declines in the agricultural sector, falling below 20 per cent (19.4 per 
cent). However, it is still significantly higher than the OECD average of 
4.6 per cent in the same period. All these data indicate that while the 
decline in agricultural employment is an inevitable result of develop-
ment, employment growth in other sectors has not been sufficient to 
compensate for the decline (World Bank 2006).

There are also structural issues in the Turkish labour market. The 
labour market rigidity and educational system in Turkey are the key 
structural factors. In fact, the current educational system has fallen far 
short of increasing the labour force to the extent needed by the economy. 
Although it is not possible to solve the unemployment problem in Turkey 
solely through economic growth, the main reason why the unemploy-
ment rate has started to increase again in recent years is undoubtedly the 
observed slowdown in the economy. While the Turkish economy grew 
8.5 per cent, 5.2 per cent, and 6.1 per cent in 2013, 2014, and 2015 
respectively, real economic growth stalled in 2016, growing only 2.9 per 
cent. In particular, the unemployment rate declined to 9.3 per cent in 
April 2016 and then steadily increased up to 13 per cent in January 2017. 
In the same period, real GDP growth slowed down, growing 2.5 per cent 
on average in the third quarter (2Q16-4Q16).

Moreover, Turkey has among the lowest employment rates in the world 
(Fig. 1). In particular, according to the World Bank (2006), employment 
rates in many countries are above 50 per cent and 65 per cent on average 
in the EU-15, which are significantly higher than levels in Turkey. 
Selamoglu and Lordoglu (2006) listed structural factors, such as an 
inability to create sufficient jobs in cities for unskilled workers coming 
from agriculture, a higher growth rate of the working-age population 
than total population growth, a lack of ability of the labour force to meet 
the needs of the economy, and a failure to establish a relationship between 
the labour market and education, as the main reasons for the low employ-
ment rates.
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Furthermore, it appears that the composition of the unemployment 
rate is also of concern. The unemployment rate among young people 
makes the problem even more worrisome. In 2016, the unemployment 
rate among the youth was 19.6 per cent (1.4 percentage points higher 
than the previous year), which demonstrates that the young population is 
the group most affected by labour market issues. The main reasons for 
high young unemployment rates are (1) the fact that the 15–24 age group 
is the first age group to enter the labour market, and they are not pre-
ferred by employers because this age group has no or limited work experi-
ence; (2) youth have limited knowledge or expertise; (3) employers have 
higher expectations; and (4) young people have not been trained to meet 
the needs of the labour market (Selamoglu and Lordoglu 2006). In addi-
tion, Sengul (2014) estimated that young workers are almost twice as 
likely to be unemployed than older workers and young workers are almost 
three times more likely to lose their jobs. Therefore, the author also argues 
that high separation rates are the main reason for the relatively high youth 
unemployment rate compared to adults.

As depicted in Fig. 1, the labour force participation rate in Turkey is 
also quite low, and this leads to a lower official unemployment rate. 
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Fig. 1 Basic labour market indicators, 2005–2017 (Source: TURKSTAT; data were 
retrieved from the Central Bank of the Republic of Turkey (CBRT))
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Considering that the average labour force participation rate in OECD 
countries is 68–70 per cent, the labour force participation rate in Turkey 
(52 per cent in 2016) is far below the OECD and EU averages. Moreover, 
while the rate of participation in the female labour force in OECD coun-
tries has increased since the 1980s, the labour force participation rate for 
both men and women gradually declined in the 1990s and 2000s due to 
increases in schooling and urbanization in Turkey. In particular, as 
Lordoglu (2006) points out, with the increase of urbanization, women 
have separated from unpaid family workers and earned a “housewife” 
status, which is not included in labour force statistics. However, as edu-
cated female workers in urban areas began to join the labour force, the 
labour force participation rate among women has started to increase in 
recent years (Onder 2013). With the upward trend in the labour force 
participation rate, the economy needs to generate more employment 
opportunities to even keep unemployment rate at current levels.1

In addition, a high number of discouraged workers, or those not cur-
rently looking for work because they believe no jobs are available for them 
or there are none for which they qualify, reduces the labour force partici-
pation rate in Turkey and, therefore, lowers the official unemployment 
rate. For example, in 2016, the share of workers marginally attached to the 
labour force was measured at 8.6 per cent. In the same period, according 
to TURKSTAT, more than two million people were not looking for jobs 
and thus were out of the labour force, though they are willing to work.

Other important details in the Turkish unemployment data are worth 
noting. While the unemployment rate in 2016 was 10.9 per cent, detailed 
labour market statistics point to inefficiencies in the Turkish labour mar-
ket. While the participation rate has been gradually increasing since 2007 
(Fig. 1), the high underemployment rate indicates inefficiencies in the 
labour market. The underemployed are those who are employed but 
working less than 40 hours per week for two reasons: economic and non- 
economic reasons. The statistics show that while workers working part- 
time for non-economic reasons fluctuate between 1 and 2 per cent (of the 
total labour force), there have been some improvements in the ratio of 
those working part-time for economic reasons (Fig. 2). In total, the trend 
in the underemployment rate in Turkey indicates that the Turkish econ-
omy has not been entirely successful to shrink its underemployment 
problem and it must find other ways to resolve this issue.
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Furthermore, in Turkey, the rates of unpaid family workers, employers 
and the own account workers are well above the EU and OECD averages. 
According to TURKSTAT’s 2016 statistics; the rate of the regular 
employee in the labour force in Turkey is 67.8 per cent, the rate of own 
account workers is 17.1 per cent, the rate of unpaid family worker is 10.5 
per cent and the rate of employer is 4.6 per cent. In addition, in 2015, 
the ratio of self-employed (sum of unpaid family workers, own account 
workers and employers) to total employment in Turkey was 33.0 per cent 
while it was 15.6 per cent in the Euro area (OECD 2017). Considering 
that this ratio was 45.5 per cent in Turkey in 2004, it is self-evident that 
the share of self-employed has declined rapidly in recent years.

Although under Turkish law women and men enjoy equal opportu-
nity, the employment rate among women is very low. For example, 
Lordoglu (2006) examines employment rates and asserts that women are 
mostly in the labour force in rural areas and mostly in skilled jobs in 
urban areas, or they are completely out of the labour force because they 
are recorded as housewives. Additionally, the labour force participation 
rate among women is lower than it is among men. Bilgin and Kilicarslan 
(2008) mention that the low rate of labour participation among women 
can be partially explained by social and cultural factors. In other words, 
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cultural and educational traditions could be the major reasons that pre-
vent women from participating in working life. The dense rural-to-urban 
labour migration and the fact that women living in cities do not have the 
necessary skills also limit their employment opportunities (Turkiye 
Kamu-Sen 2004). Furthermore, general unemployment, non- agricultural 
unemployment, and youth unemployment rates are also higher among 
women than men.

Furthermore, as TUSIAD (2002) points out, high population growth 
and an insufficient increase in employment opportunities in the formal 
sector (which remains below population growth) push people out of the 
formal sector and into the informal sector with low productivity and low 
wages. Therefore, unemployment in Turkey is able to hide within  ‘artificial 
employment forms’ by creating low income and little contribution to 
national income (Ekin 1997). While in Western countries government 
and special employment agencies and unemployment insurance schemes 
that fully encompass labour markets have transformed various types of 
unemployment into involuntary unemployment, the various socio- 
economic features that exist in developing countries like Turkey have 
forced people to ‘work in non-productive artificial and informal forms of 
employment’ (Ekin 2003). Therefore, there is a large informal sector in 
Turkey, including in urban areas.

Indeed, it is understood that informal employment is still a major 
problem, although it has declined significantly in recent years. The offi-
cial statistics in Turkey indicate that 32.7 per cent of workers had no form 
of social security in December 2016, a 0.6 percentage point increase 
compared to the same period in the previous year. It can be argued that 
the main reason why the informal labour market is so large is the high 
cost of non-wage labour costs. The burdens on employment have both 
adversely affected employment and increased the informal sector. In this 
framework, it is estimated that employment taxes have a larger impact on 
employment in labour-intensive sectors, in other words, where labour 
costs represent a greater share of total costs (TUSIAD 2004).

In addition, there is also the case of rapidly growing ‘illegal immigrant 
worker’ in Turkey in the 1990s. Immigrant workers, especially from neigh-
bouring countries including eastern European countries, the former Soviet 
Union, and Iraq, are working illegally in sectors such as construction, 
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weaving, leather, and hospitality. Since 2000, immigrant workers have 
come increasingly from African countries. In the last few years, it can be 
argued that more than two million Syrians who have escaped from the 
civil war in Syria and sought shelter in Turkey shook up Turkey’s labour 
market dynamics. It is estimated that hundreds of thousands of Syrians are 
working in low-skill jobs in the informal service sector.

3  Labour Market Reform to Boost 
Employment and Suggestions for Turkey

In this section, we discuss what Turkey needs to do in combating unem-
ployment and make some suggestions. Within this framework, we list the 
necessary steps to take.2

The main reasons behind the high unemployment rate in Turkey are 
the rigidities on both the supply and demand sides of the labour market. 
In other words, as Bilgin (2008) discusses, the main reason for the so- 
called structural unemployment is the inability to match labour supply 
with demand. This finding also indicates that a low unemployment rate 
cannot be achieved through mere economic growth (TUSIAD 2004). 
Thus, policies should focus on the labour market, which should be made 
more flexible, and encourage more employment with a comprehensive 
reform of the labour market, as suggested by the World Bank (2006) in 
its “Turkish Labour Market Report.”

In fact, in recent years, some steps have been taken towards creating 
employment in Turkey, and some have become law. For example, the 
2008 Employment Package aimed at increasing employment among 
women and youth. In addition, many active and passive labour market 
policies, including unemployment insurance and education opportuni-
ties for young people, were also implemented (Duman 2014). Despite 
the so-called employment packages, however, limited progress has been 
made (Maliye Bakanligi 2011). In addition, after experiencing an 
upward trend in the unemployment rate in recent quarters, the Turkish 
government introduced new measures to stimulate employment in 
early 2017.
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To reduce the unemployment rate, resolve the structural problems in 
the labour market, and increase productivity with higher employment in 
the coming period, the following regulations could be revised: minimum 
wages, severance pay, social security premiums, shortening of weekly 
average working hours, and flexible work contracts (Maliye Bakanligi 
2011). In addition, the creation and development of human capital, 
along with regional minimum wage and comprehensive education 
reforms, are of great importance in this framework.

Economic growth is crucial to combat cyclical unemployment. 
However, dealing with unemployment at the macro level alone is not 
enough to address the unemployment problem. Indeed, structural unem-
ployment is unlikely to be solved only though economic growth. On the 
other hand, as suggested by TUSIAD (2004), it is necessary to make 
growth ‘employment-friendly’, and this is possible only if the rigidities in 
the labour market are tackled. The growth performance of Turkey during 
the 2002–2007 period and the course of unemployment suggest that the 
solution should be sought elsewhere. The growth–unemployment rela-
tionship, like the countries of continental Europe, shows that the main 
reason for unemployment in Turkey lies far beyond growth.

In the context of a labour market reform, employment protection 
should transit from “protecting jobs” to “protecting workers”. In the 
current system, the barriers to offering severance packages and flexible 
work protect mainly those workers who actually have a job, not work-
ers in general. Reforms should cover flexibility in hiring, setting 
wages, working time and forms and firing employees at will. Labour 
laws should focus on not only protecting jobs and employees but also 
creating employment. The idea put forward at this point is called 
‘flexicurity’ (Tatlioglu 2012). This strategy, often referred to as ‘flexi-
ble security’, on the one hand, strengthens employees’ adaptability 
and improves their skills and, on the other hand, improves the flexi-
bility of the labour market through regulatory reforms (Dunya 
Bankasi 2008).

One of the main reasons for structural unemployment in Turkey is 
that the legal framework and institutional structure are not ‘employment- 
friendly’. Existing legal frameworks – legislation and institutional struc-
tures – hinder job creation rather than encourage it. Therefore, it is also 
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of great importance to make the legal and institutional structure 
employment- friendly. Although there is flexibility in hiring and firing, 
severance package and termination benefits severely limit this flexibility 
(Bilgin and Ari 2010). Furthermore, the law on severance payments, 
which was enacted in a period when where there was no disability and 
unemployment insurance and job security were provided only by the 
Labour Law, becomes a heavy burden for enterprises over time and causes 
employers to fall into payment difficulties, especially during economic 
downturns. It could also be argued that severance pay, which compels 
dismissals, negatively affects job creation. In particular, current job- 
security regulations both increase informal employment and hinder 
employment growth. Therefore, introducing more flexible legislation and 
reducing burdens on employers would reduce informal employment.

In terms of non-wage labour costs, Turkey’s labour market is also far 
from flexible. The data show that there are heavy burdens on employ-
ment. With regard to the mechanism of wage determination, there is also 
some rigidity in the labour market. As Selamoglu (2002) points out, 
while the inadequacy of wage flexibility causes an increase in the wage 
level, it makes it particularly difficult for groups such as low-skilled, 
young, and women to find jobs. Therefore, the wage determination 
mechanisms should be made more flexible by considering the realities of 
the economy, market, and competition conditions in the global econ-
omy. Karaca and Kocabas (2011) also found that inequality in education 
exists between men and women. On the other hand, the tax burden on 
the minimum wage should also be carefully assessed. As the gap between 
the cost of the minimum wage to employers and the income of employ-
ees grows, restrictions on employment opportunities for the low-skilled 
labour force become inevitable (Selamoglu 2002).

One of the most important structural reforms, especially stemming 
from regional differences, is the regional minimum wage. In this context, 
a new reform could be implemented that would set the regional mini-
mum wage closer to the average wage in that region rather than a single 
nationwide minimum wage. In areas with low living standards and pro-
ductivity levels, the transition to a regional minimum wage may be useful 
in combating unemployment (Maliye Bakanligi 2011).
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Regarding flexible working styles, the Turkish labour market is far 
from flexible. Unlike in OECD countries, the share of part-time employ-
ees in Turkey is low. Employers and employees have not yet fully utilized 
the Turkish Labour Law 4857 (which came into force in 2003) on flexi-
ble jobs such as part-time work, temporary work, on-call work, and so 
forth. Hence, flexible forms of work should be facilitated and promoted. 
As seen from a global perspective, private employment agencies can play 
an important role in the fight against unemployment, so in Turkey  private 
employment agencies should be used to increase employment. For exam-
ple, according to TISK (2004), private employment agencies, which are 
permitted to operate under Turkish Labour Law 4857, can make impor-
tant contributions to increasing the dynamism and effectiveness of the 
labour market by assuming an important role in the implementation of 
active labour market policies in Turkey through vocational education, 
retraining, adaptation training, and consultancy services over time. This 
is consistent with what Hirshleifer et al. (2016) found in their empirical 
paper. Their analysis indicates that the impact of training on employment 
is stronger when training is offered by private agencies.

The potential benefits of having a young population are quite large. 
However, if this large group of young people cannot find a place in the 
labour market and society today, risks will increase in coming years 
(Dunya Bankasi 2008). For example, high youth unemployment would 
urge young adults to postpone getting married, buying homes and begin 
families. In the long run, this trend would lead to slower economic 
growth, lower tax receipts and could cause social instability. In this con-
text, an educational system that provides young people with new skills is 
one of the goals of youth employment policies in many countries. In real-
ity, a lack of skills serves as a barrier preventing many young people enter-
ing the labour market. A better employment target for the future requires 
educational reforms that will equip all young people with the skills they 
need to find good jobs following graduation (Dunya Bankasi 2008).

In this context, it can also be stated that one of the major causes of 
unemployment in Turkey is the job-skills mismatch. Especially in recent 
years, the high unemployment rate among new graduates shows the 
necessity to focus on the seriousness of this situation. There is no doubt 
that this is due to poor planning in higher education and vocational- 
technical education in Turkey. Indeed, the current educational system 
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falls far short of providing the kinds of qualifications needed in the econ-
omy and being compatible with the new technology (Bilgin 2008). A 
more recent empirical study by Hirshleifer et al. (2016) also found that 
Turkey’s vocational training programmes for the unemployed have statis-
tically significant effects on the quality of employment, but after three 
years these effects disappear. Therefore, to meet the demand of the 
 economy and labour market, and especially to improve the employability 
of young people, Turkey needs new employment mechanisms (DPT 
2006).

In the fight against structural unemployment, educational reforms 
must be designed to resolve the mismatch between labour supply and 
demand, create and develop human capital, bring higher education and 
vocational-technical education to levels that create a workforce that meets 
the needs of the economy and business world. For this purpose, a plan 
should be made by taking into account future needs with the participa-
tion of relevant ministries, non-governmental organizations, the Union 
of Chambers and Commodity Exchanges of Turkey (TOBB), and the 
Council of Higher Education (YOK). In this context, cooperation 
between educational institutions and the private sector should be 
expanded, and models that encourage practical or on-the-job training 
should be developed. Also, in vocational education, practical education, 
which has an important place in the training of a qualified labour force, 
should be given priority. Such steps may contribute to reducing youth 
unemployment, in particular by harmonizing education with the needs 
of the labour market.

Various active labour market policies applied in many countries, espe-
cially in OECD and EU countries, should also be implemented in the 
fight against unemployment. Within these policies, projects for educa-
tion and vocational training and retraining should be developed, and 
certain unemployed groups should be ensured that they will be able to 
find work. For example, unemployed people who lose their jobs during 
an economic recession or whose skills become obsolete owing to advances 
in technology or changes in market conditions should be trained in areas 
where they are needed and assisted in their job search. However, in prac-
tice, it could be more effective to subsidize private-sector companies that 
provide training and education rather than the public sector (Bilgin 
2008).
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Active labour market policies aim to increase employability by improv-
ing the skills and competence of the workforce. These policies include the 
development of workforce training, vocational education and workforce 
adjustment programmes, vocational guidance and counselling services, 
development of job search strategies, assistance to disadvantaged groups 
such as the unemployed, the disabled, women, and youth in job searches, 
and provision of entrepreneurship training and employment-guaranteed 
training programmes.

Within this framework, new active labour market programmes should 
be used, or resources allocated to these programmes should be increased, 
to improve the qualifications and skill sets of the unemployed, disadvan-
taged, and existing workers to free them up from the agricultural sector 
(DPT 2006).

On the other hand, country experiences show that active labour mar-
ket policies are effective at decreasing unemployment. Within the frame-
work of active labour market policies, Layard et al. (2005) recommend 
the following policies to combat unemployment:

• Decrease duration of unemployment benefit,
• Provide job-search assistance to unemployed workers,
• Offer training programmes that target adults to increase the employ-

ability of unemployed workers and implement active policies to pro-
vide placement in high-quality jobs,

• Revise employment protection laws.

In addition, as TISK (2004) suggested, the Turkish Labour Agency 
(IS-KUR) should move in the direction of active labour market policies. 
IS-KUR, which is responsible for implementing active labour force pro-
grammes, should be given sufficient funding and its institutional capacity 
should be expanded. In addition to supporting private offices that exe-
cute agency business, improvements in IS-KUR’s infrastructure and 
capacity would be crucial in the fight against unemployment by increas-
ing IS-KUR’s effectiveness.
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4  Conclusion

Today, Turkey’s most important economic and social problem is high 
unemployment. When the structure of the existing unemployment and 
labour market dynamics is examined, its importance becomes more 
apparent. While economic growth is crucial in fighting unemployment 
and creating jobs, it is unlikely that Turkey will be able resolve its unem-
ployment problem solely through economic growth, since a significant 
portion of the current unemployment issue is structural in nature.

Despite its flexibility in some areas, the rigid structure of the Turkish 
labour market and the inability of the economy to generate sufficient 
employment make structural reform of the labour market inevitable. 
Moreover, the Turkish labour market has problems such as rigidities in 
both supply and demand. It is clear that these problems can only be over-
come by structural reforms. Therefore, policymakers should focus on the 
labour market, implementing various labour market reform measures to 
make the market more flexible and encourage job creation. The first thing 
that Turkey needs to do is to make the labour market more employment- 
friendly. Comprehensive educational reform should also accompany 
labour market reforms in order to resolve the structural unemployment 
issue and increase job opportunities for certain groups such as young 
people. Furthermore, programmes that target bringing down the cost of 
employment by providing support and incentives to employers could be 
successful in the short term at fighting cyclical unemployment. However, 
it seems unrealistic that structural unemployment could be reduced with-
out increasing labour market flexibility and undertaking comprehensive 
labour market reform.

Because economic activity in the Turkish economy slowed down in 
2016 and current policies have failed to bring the unemployment rate 
closer to the natural rate, the Turkish government has focused on fighting 
unemployment and launched some sort of economic campaign. This 
campaign, which aims to reduce the cost of employment and provide 
incentives to employers, could reduce cyclical unemployment.
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Notes

1. Although this is true for the short term, Tansel et al. (2016) found empiri-
cal support (i.e. cointegration between the labour force participation rate 
and the unemployment rate) for the unemployment invariance hypothesis in 
Turkey, which suggests that the long-run unemployment rate is indepen-
dent of the labour force.

2. For more information on labour market flexibility and reforms, see 
MUSIAD (2015).
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1  Introduction

Energy security, which is defined as the continuous availability of reason-
ably priced energy sources, is a very critical matter today for a number of 
countries around the world. As a developing and populous economy with 
an ever-growing need for energy, Turkey serves as an example in this con-
text. Statistics on energy dependence, indicating the extent to which an 
economy relies upon imports to meet its energy demand, clearly reveal 
the country’s urgent need for action. Owing to its considerable economic 
and demographic growth, Turkey’s energy dependence has increased in 
the 2000s, reaching  77.5 per cent in 2015 (Fig.  1). Such a level of 
 reliance, which demonstrates the low sufficiency of national energy 
resources, implies potential future risks concerning the dynamics of 
national energy security as well as the economy.

As depicted in Fig. 2, the current account deficit problem experienced 
by the Turkish economy stems mainly from its energy dependence. When 
(net) energy imports1 are excluded, the current account balance of the 
economy exhibits much more sustainable levels of deficits or even some 
surpluses from time to time. Thus, the graph clearly shows the structural 
importance of energy for Turkey to reduce the risks in this context. At 
this point, it should be emphasized that a sizable portion of Turkish 
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energy imports is composed of natural gas, which is used largely for 
power generation in the country.

Hence, accompanied by certain necessary measures to improve energy 
efficiency and saving, it is essential for Turkey to increase its use of 
national resources in an effective way. Being aware of this need, recent 
governments have focused on formulating policies involving the use of 
alternative sources of energy,  renewables and nuclear foremost among 
them. This chapter intends to discuss the developments in the nuclear 
space in the country.

As is well known, many countries in the world have been using nuclear 
power for decades to meet their pressing energy needs. Nuclear power 
generates electricity by boiling water into steam to drive turbines through 
the heat produced by nuclear fission that is created by uranium fuel. 
Providing constant and reliable supplies of electricity on a large scale with 
relatively benign environmental impacts, nuclear has undeniably been an 
attractive option for global energy supply despite the safety concerns that 
have arisen from time to time.

Nuclear energy provides more than 10 per cent of global electricity. 
Based on data from the World Nuclear Association (WNA), 31 countries 
use nuclear power to obtain up to three-quarters of their electricity, and 
a substantial number of these economies rely on it for one-quarter to 
one-third of their supply. International Atomic Energy Agency (IAEA) 
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Fig. 2 Current account balance in Turkish economy (billion USD) (Data Source: 
CBRT, TurkStat, author’s calculations)
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statistics show that as of December 2016, 450 reactors operate world-
wide, delivering an electrical capacity of 391.9 GW in total (IAEA PRIS). 
More than three-quarters of those operating reactors are located in 
Northern America, Western Europe, and Far East Asia. Plus, in parallel 
to the projections of substantially increasing global electricity demand in 
the coming decades, new nuclear investments are being made in various 
countries, particularly the developing ones. Data as of December 2016 
reveal that 60 new reactors around the world are under construction, 
while some additional reactors are being planned.

In this framework, although some countries are quite experienced with 
nuclear power generation, some are taking relatively newer steps. Turkey 
is in the latter group. In fact, the country has long considered taking 
advantage of nuclear energy but failed to take the necessary steps for 
quite some time, for a variety of reasons. As will be discussed in the next 
section, the nuclear story of Turkey finally emerged in a concrete way in 
May 2010, when an intergovernmental agreement was signed with Russia 
for a nuclear power plant (NPP) in Akkuyu, a province of Mersin located 
on the southern coast of Turkey. The Akkuyu project was followed by a 
second agreement signed with Japan in 2013 for the construction of a 
NPP in the city of Sinop, situated on the northern coast of the country. 
While studies for a third plant are currently under way, the Akkuyu and 
Sinop projects seem to have made significant strides towards preparation. 
Those two power plants are planned to have a capacity of 4800 and 
4480 MW respectively, which would help reduce the country’s depen-
dence on imported natural gas for generating electricity.

As in a number of earlier examples worldwide, international collabo-
ration on NPPs is a rational shortcut to salvation for countries with 
 insufficient indigenous energy resources and a lack of nuclear knowl-
edge. On the other hand, to have sustainable nuclear energy policies, 
including aspects ranging from the management of plants to planning 
for new ones, countries need to develop their own national competence. 
A crucial attribute in this respect is the responsibility for ensuring 
nuclear safety. In terms of long-term planning, certain actors like South 
Korea and India serve as successful examples that launched nuclear pro-
grammes with external support and ended up with extensive technical 
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skills among their own workers allowing them to advise newcomers to 
the field.

All in all, it is widely accepted that countries relying on external exper-
tise on NPPs must do their best to be intelligent consumers (IAEA 2011a) 
and adopt national energy strategies that include plans to acquire nuclear 
know-how over time. Experience indicates that a truly successful nuclear 
programme goes beyond buying relevant technology from abroad and 
necessitates building up national competences in a comprehensive way. 
At this point, there is no doubt that Turkey, as a new player entering the 
field, should embrace this universal approach in order to implement a 
rewarding nuclear programme.

Nuclear competence building is admittedly a complex job that requires 
a simplified and well-defined plan initially. This certainly applies to 
Turkey, as well. In an attempt to shed light on the matter, the rest of this 
chapter will discuss the features of a desirable nuclear adoption plan, with 
a focus on Turkey. For this purpose, nuclear developments in the country 
are briefly discussed, after which a framework for the pillars of an appro-
priate strategy is drawn up.

2  Background Information: Turkey’s 
Nuclear Story

Nuclear energy is not a new concept for Turkey. In fact, the country has 
the honour of being the first state in the world to sign the Atoms for Peace 
(AFP) agreement with the USA in 1955, which had launched an era pro-
moting global cooperation in nuclear technology. A year later, the General 
Secretariat of the Atomic Energy Commission was founded in Ankara, 
while the project to build a nuclear reactor for research purposes in the 
Çekmece region of Istanbul was also launched. By 1962, the reactor was 
ready to operate within the Çekmece Nuclear Research and Training 
Centre surrounding it. In the early years of the atomic excitement, Turkey’s 
efforts at accelerating scientific studies in the field proceeded at a notable 
speed and led to the establishment of the Ankara Nuclear Research and 
Training Centre in 1967. In 1969, the country signed the international 
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Non-Proliferation Treaty that would support its national plans on pro-
ducing nuclear energy and even the relevant fuel for peaceful uses, aside 
from conducting research and development (R&D) in the area.

As indicated by this enthusiasm, Turkey was a leading and eager pro-
moter of nuclear power intending to generate nuclear energy since the 
1960s. However, the country’s earnestly launched nuclear story began to 
crack in the late 1970s in the wake of the disappointment over the first 
NPP to be constructed by a Swedish firm. Three later attempts with dif-
ferent partners and models in the 1980s, 1990s, and early 2000s failed as 
well, delaying the nuclear dreams of the country for decades. While 
numerous governments that took office in this period continuously 
expressed their interest in nuclear energy and included relevant policies in 
the five-year national development plans, none of them was able to make 
tangible progress.

The frustrations over the decades stemmed from a range of factors, 
including bilateral disagreements, legal issues, and economic circum-
stances. Moreover, it should be noted that, considering the minimum 
amount of time required for the successful activation of a nuclear power 
project, nothing less than a long-term vision and determination would 
have been acceptable. At this point, one dominant cause lying behind the 
failures in Turkey’s nuclear history was indisputably the political instabil-
ity the country faced in certain periods, associated with relatively short- 
term governments and several military coups. As a consequence, the 
“Atoms for Turkey” ambitions were shelved for nearly half a century, pav-
ing the way for prompter and more practical energy solutions, in particu-
lar natural gas.

In 2006, a new page was turned in the country’s nuclear story, when 
the sitting government announced plans to build three NPPs and 
 initiated relevant negotiations. In the meantime, a new law regarding the 
construction and operation of NPPs and energy sale was ratified in 2007, 
followed by the publication of the regulations and criteria for investors 
(WNA 2015). Afterwards, TETAS, the Turkish Electricity Trade and 
Contract Corporation, called for tenders in 2008 for the first power plant 
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to be built in Akkuyu. Following a new series of complications, the 
decades-long adventure ended up with an intergovernmental agreement 
signed with Russia in 2010.

According to the agreement, Rosatom, the State Atomic Energy 
Corporation of Russia, was to become the contractor of the Akkuyu NPP 
project based on a Build-Own-Operate (BOO) model. Here it should be 
underlined that the BOO plan settled upon for Akkuyu is in fact a scheme 
unusual for NPP deals and also a first for Rosatom. The contract, consist-
ing of all phases extending to decommissioning, envisages a seven-year 
period for the system to launch upon the completion of the preparation 
stage. In this context, the first unit at the Akkuyu NPP is expected to be 
commissioned in the year 2022, with the remaining three reactors to be 
online at one-year intervals thereafter.

Meanwhile, negotiations for a second NPP went forward as well. The 
proposal offered by a consortium headed by Mitsubishi Heavy Industries 
of Japan and Areva of France for an NPP in the city of Sinop concluded 
with an intergovernmental agreement signed between Turkey and Japan 
in 2013. The Sinop project is designed to have four reactors, the first of 
which is expected to start operating in the year 2023. Furthermore, plans 
for a third NPP are on the table to broaden the country’s nuclear 
capacity.

In consequence, the nuclear story of Turkey finally seems to be moving 
forward through international collaborations as is being done in many 
countries throughout the world. However, global decades-long experi-
ence also reveals that for any starter, implementing a successful nuclear 
programme is a complicated issue that demands acquiring comprehen-
sive knowledge and skills beyond importing systems. Therefore, Turkey at 
this stage also needs to take into account the further chapters of its nuclear 
story that definitely require the development of national competencies in 
nuclear. The following section draws up a basic framework for that 
necessity.
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3  Discussion: Main Pillars of Nuclear 
Strategy

Establishing a strategy to develop national proficiencies is the key to a 
successful nuclear programme. South Korea serves as an ideal example of 
that. History shows that Turkey had started its nuclear attempts no later 
than South Korea, but while the former fought various problems delay-
ing the progress, the latter gradually advanced in the field following a 
decent long-term strategy that eventually led to exporting nuclear tech-
nology. As witnessed in the case of South Korea, nuclear planning has 
multidimensional aspects. That is why it is helpful to proceed with the 
discussion based on a basic framework for the nuclear strategy needed. In 
this respect, Fig.  3 illustrates the main pillars of the strategy, each of 
which is critical for a national nuclear strategy. As will be explained, those 
pillars are also interconnected to a certain extent.

3.1  Human Capital

Within this framework, human capital is undoubtedly an integral part. 
The significance of education in the nuclear field cannot be overesti-
mated, considering the requirements of high-level competence and safety. 

Fig. 3 A framework for nuclear strategy
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At this point, it should be emphasized that a nuclear programme is a 
long-term venture from the construction of a power plant to its decom-
missioning. There is a saying that nuclear power plants run on money 
and expertise (Kara and Mattila 1996). In this context, it should be noted 
that the nuclear sector includes a wide range of tasks and, hence, employs 
specialists from various fields. Therefore, for a sustainable nuclear pro-
gramme, a detailed labour force plan should be developed in the early 
stages, in which job descriptions and the associated education channels 
must be well defined.

For this purpose, it makes sense to start with a classification of the 
nuclear jobs required. This is because, whereas some jobs for running an 
NPP necessitate a high level of competence in nuclear, others are per-
formed by non-nuclear personnel. In this regard, the categorization 
devised by the Nuclear Energy Agency based on the degrees of so-called 
nuclearization within the industry can be used as a practical guide.

According to this classification, the top level of competence is fulfilled 
by ‘nuclear’ people, such as nuclear engineers and radiochemists, who are 
educated in pure nuclear fields. The smaller group of high-level profes-
sionals placed at this level are associated with long periods of specialized 
education or experience (OECD 2012). The second layer consists of the 
‘nuclearized’ people from non-nuclear engineering fields who are 
equipped with nuclear knowledge. At the bottom of the categorization, 
on the other hand, are the ‘nuclear aware’ people that serve as craft and 
administrative personnel who have the nuclear awareness needed to work 
in the industry. These categories should also be defined based on func-
tions related to power plants, which can be split into construction, opera-
tion, and decommissioning. Such a taxonomy helps clarify the job roles 
required for each function and determine the educational needs of the 
country (OECD 2012). On the other hand, aside from NPPs, a work-
force would also be needed for developing the pillars of R&D, safety, and 
industry. Hence, similar taxonomies are necessary for the job roles that 
would support the remaining pillars as well.

Once the job descriptions have been drawn up, the next step would be 
checking the demand and supply balance in the country for such a work-
force in order to reveal the gaps that need to be filled. Accordingly, the 
government would have to focus on a systematic education plan for a 
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competent labour force essential for the national nuclear programme, 
which should last for decades. In this framework, educational capabilities 
of the national universities must be assessed in order to be able to effec-
tively design and offer the programmes needed. Moreover, relevant on- 
the- job training and continuous educational support would be needed. 
Nuclear education and training is indeed a multidimensional issue (EC 
2015).

As for nuclear education in Turkey, history dates back to 1961 when 
Istanbul Technical University launched a postgraduate programme in 
nuclear engineering; followed by an undergraduate programme at 
Hacettepe University in 1982. Those two programmes were later fol-
lowed by master’s and PhD programmes offered by Ege University and 
Ankara University respectively. It should however be noted that part of 
those academic programmes was closed or lost popularity over time. 
Hence, despite such attempts at building educational programmes in the 
past, Turkey was unable to develop and retain qualified human capital in 
the field. A basic reason for that was the unavailability or limitedness of 
nuclear work opportunities in the country.

Based on this experience, ensuring a plan that will help Turkey reach a 
sustainable human capital capacity is urgent for an ideal national nuclear 
strategy. There is no doubt that the country’s ongoing cooperation with 
foreign academic institutions will contribute to the development of the 
human resources required for nuclear goals. However, considering the 
decades-long requirements of a national nuclear strategy, Turkey must 
rebuild its relevant education system.

For this purpose, relevant national institutes, centres, or programmes 
need to be invigorated. In this respect, selected academic institutions 
must intensify their efforts in collaboration with the government for all 
levels of associated degrees, including, in particular, nuclear physics and 
nuclear engineering. In addition, the importance of establishing a work-
force composed of nuclearized and nuclear-aware staff cannot be ignored. 
On the other hand, it should be borne in mind that providing adequate 
or attractive job opportunities will be imperative for strengthening the 
demand for nuclear education in the country.

 H. Karahan



347

3.2  Research and Development

The human resource built in the field also serves as the basis for the R&D 
projects conducted in nuclear science. While the first NPPs are usually 
turnkey projects delivered by a nuclear-experienced partner, conducting 
research in certain key areas is of critical importance to the technology 
importing countries for a sustainable nuclear programme. There is no 
doubt that developing national competence in nuclear is best supported 
by R&D activities. It should also be stated that many countries expand 
their nuclear energy experience into wider technological aspects in differ-
ent sectors. Therefore, R&D constitutes an integral part of national 
nuclear strategies. For this reason, an R&D plan incorporating NPPs, 
directly or indirectly, must be carefully designed.

A number of chapters could be opened within a national R&D plan. 
A leading one would be on nuclear reactors, dealing with current or next- 
generation technologies. In this sense, two aspects can be emphasized: 
reactor safety and use of fuel. This is basically due to the fact that the 
performance of any reactor depends on its reliability and efficiency. 
Further improvements in these dimensions can be largely achieved with 
an R&D focus. Various dynamics of NPPs, including thermal-hydraulics 
and coolant systems, can also be addressed in this respect (TUBITAK 
2012). In terms of nuclear safety, on the other hand, waste management 
stands out as a fundamental field of research.

One other relevant area of research for building national competence 
in the field is nuclear materials. Considering the fact that the components 
of power plants are produced based on high technical standards, R&D 
efforts towards developing nuclear materials hold the key to meeting stra-
tegic targets, particularly for an ideally capable national industry. 
Furthermore, as an indirect added value of relevant studies, national 
nuclear programmes preferably feature R&D plans in radiation sciences 
for spillover effects on non-energy sectors such as agriculture, medicine, 
and metrology.

When it comes to Turkey, however, R&D activities have been quite 
limited throughout its nuclear history, mainly due to the inadequacy of 
human capital in the area. The activities have also been constrained by 
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the lack of funding supports as well as the insufficient infrastructure. 
Therefore, along with the launch of its NPP plans, Turkey has to frame its 
needs for improving its nuclear competence through R&D.

A critical item that would be included in such an action plan is having 
an active nuclear research institution that coordinates relevant projects. 
Plus, the funding problem has to be resolved by establishing support 
mechanisms for nuclear R&D projects. The mechanism could also be 
strengthened by encouraging domestic scholars and researchers to par-
ticipate in international projects and exchange programmes. In fact, 
problems regarding human resources can be ameliorated through the 
mobility of researchers (OECD 2004). Furthermore, as mentioned ear-
lier, infrastructure is undeniably an essential element for effective R&D 
studies. Having nuclear facilities for this purpose would not only help 
advance nuclear studies but also provide work and training opportunities 
for the human capital the country needs.

3.3  Safety

A vital aspect of any nuclear power strategy is undoubtedly nuclear safety, 
which is defined as the achievement of proper operating conditions, pre-
vention of accidents, and mitigation of accident consequences, resulting 
in the protection of workers, the public, and the environment from 
undue radiation hazards (IAEA 2016). The NPP accidents that happened 
in the past have proved the significance of high safety standards for 
nuclear-energy-producing countries. Nuclear safety is not only a national 
but also an international responsibility and constitutes a decades-long 
commitment. In this respect, establishing a solid framework long before 
the launch of nuclear power production and implementing it effectively 
is particularly critical for newcomers like Turkey.

In fact, the fundamental safety principles recommended by the 
International Atomic Energy Agency in SSG-16 (IAEA 2011b) serve as a 
useful guide. In an attempt to provide a basic outline inspired by the 
guide, a principal duty can be defined as ensuring the safety of nuclear 
infrastructure throughout the design and construction phases. This is 
because a main aspect of nuclear safety relates to the safe operation of 
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power plants, which also includes the ability to sort out any problems 
causing ionizing radiation risks. On the other hand, being prepared for 
emergency situations and reacting to incidents in an effective and prompt 
manner is another required aspect of nuclear safety.

Crucial to achieving a safe nuclear programme is also the prudent han-
dling of nuclear waste. Nuclear fuel used in a reactor is stored to be recy-
cled for supply security purposes or to be disposed of after a while. So it 
is important to plan the management of the back end of the nuclear fuel 
cycle, which starts with the removal of fuel from reactors and continues 
with its treatment and disposal. While the amount of fuel consumed in 
nuclear reactors is relatively small, the radioactive nature of its waste 
requires cautious management.

Nonetheless, nuclear waste constitutes not only the used fuel but also 
various elements contained in an NPP. In this context, clothing and tools 
from reactor operations serve as examples of low-level radwastes and 
account for the majority in terms of volume. Intermediate-level wastes, 
such as components in reactors and resins, are more radioactive- 
contaminated and pose greater risks (WNA 2012). High-level radioactiv-
ity, on the other hand, comes from spent fuel and its waste. Therefore, the 
management required for the back end should be planned according to 
the categorization of wastes based on not only their amount but also their 
radioactivity level. National policies in this context matter.

Safe handling of radioactive materials also requires well-established 
security protocols. Moreover, security issues can in fact be considered a 
subset of nuclear safety planning in general. NPPs must be designed with 
comprehensive security measures that prevent unauthorized access and 
malevolent intervention. In this framework, it is also a must for NPPs to 
establish the rigour, culture, ethics, and discipline needed for effective 
management in nuclear power (IAEA 2007)

Aside from technical and administrative responsibilities, a comple-
mentary aspect of nuclear safety for a country is creating a compelling 
legal and regulatory framework. Experience shows that weaknesses in this 
regard increase the possibility of accidents and relevant public costs 
(EDAM 2011). At this point, another critical matter is the independence 
of national regulatory and supervisory bodies to put in place responsible 
and effective nuclear energy programmes.
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This important detail should be focused on in Turkey because the 
regulatory agency, the Turkish Atomic Energy Authority (TAEK), has 
also been dealing with R&D activities in the nuclear space. Although 
related activities at TAEK’s facilities, such as the Çekmece Nuclear 
Research and Training Centre have been limited, a distinction regard-
ing the mission and activities of the agency must be made. At the time 
of writing of this chapter, the Turkish government was in the process of 
making certain adjustments to address the issue. The Turkish nuclear 
strategy also needs to align its regulatory agency with international 
standards.

One other task of the Turkish government is to reduce the anxiety 
related to nuclear power prevalent within society. Social resistance to 
nuclear energy production is not a new concept, however. The so-called 
Not in My Backyard (NIMBY) attitude experienced around  the NPP 
regions in particular can be softened by informative awareness-raising 
activities with contributions from scholars in the field. In other words, 
public acceptance of nuclear energy must be taken into account as a fun-
damental dynamic of the process, and government should play a con-
structive and active role in this regard.

And last but not least, the two previously discussed pillars of the 
nuclear strategy, human capital and R&D, should be underlined as fun-
damental elements in the basis for achieving a safe national nuclear 
programme.

3.4  Industry

Most countries around the world establish their initial NPPs through 
foreign expertise, and they also happen to consider increasing the role of 
the domestic industry in future projects. However, nuclear energy pro-
duction necessitates top quality standards and special techniques for the 
sophisticated technology it entails. In this sense, on the path towards a 
nationalized nuclear programme lies also, to a considerable extent, the 
involvement of domestic industry. Hence, for a country with a long-term 
nuclear vision, industrial planning should form part of the national 
nuclear strategy. South Korea, for example, is well known to have 
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 integrated its local industry into the country’s NPPs and presented a suc-
cessful model of ‘learning by participation’.

In this respect, an assessment of national capabilities based on the 
requirements of the nuclear programme in terms of goods and services is 
an initial step for newcomers. Thus, an inventory of national industry 
needs to be taken by the government and matched up with the require-
ments specified. For planning purposes, prospective stakeholders can be 
classified mainly into mechanical equipment producers, electrical equip-
ment producers, and construction/architecture companies. Establishing 
an NPP, on the other hand, can roughly be considered in two aspects: the 
reactor and the ancillary infrastructure/components (TUBITAK 2012). 
Because most of these elements demand highly sensitive production pro-
cesses, industrial stakeholders must possess/obtain the relevant skills and 
infrastructure in accordance with international norms. In this frame-
work, developing procurement management procedures and a quality 
assurance programme, including the establishment of approved vendor 
lists (IAEA 2011a), is a typical function.

As for Turkey, an inventory-based assessment is known to have been 
initiated along with the Akkuyu process. What can be highlighted for 
Turkey as an advantage in the first place are its proven construction skills, 
which can be integrated with NPP specifications. When it comes to 
materials, on the other hand, Turkey needs to improve its capabilities in 
order to produce reactor-quality materials for use in steam turbines as 
well. These include materials like flat steel, tool steel, advanced ceramic 
materials, and components such as metallic volute pumps, pipes, and 
valves.

For this reason, the manufacturing capabilities and capacities of the 
related sectors/firms in Turkish industry that own promising infrastruc-
ture need to be developed based on internationally recognized nuclear 
codes and standards. An ideal portfolio of participants also consists of 
those that deal with information and communications technology and 
advanced materials technology.

Considering the available basic infrastructure in certain subsectors, 
smart planning compatible with inventory could yield a relatively fast 
adaptation process for Turkish industry. However, one critical aspect to 
be emphasized at this point is the economic sustainability of investing in 
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nuclear skills. This is because a nuclear industry requires very high capital 
investments, and in order for a firm to undertake that burden, feasibility 
must be considered; otherwise, investors will be aggrieved. Therefore, in 
any economy that attempts to develop nuclear technology, the industry 
must have guarantees that the government will purchase its products. 
Moreover, for sector players to make good on their investments, sustain-
ability is a vital issue. If future sales are not accurately forecast, then it is 
not rational for firms to invest in nuclear technology. Hence developing 
a nuclear industry requires a long-term perspective. These concerns 
regarding investment planning matter especially for relatively small- 
scaled nuclear-power-producing countries and relate to certain parts of 
power plants such as reactor pressure vessels.

What these details imply for Turkey is that sectors/firms considering 
investing in nuclear should cooperate with the government as well as 
national and international shareholders, let alone receive subsidies. 
Collaboration with the government can provide practical opportunities, 
including the use of public infrastructure and expertise. There is no doubt 
that developing national nuclear capabilities will require that the Turkish 
government create a low-risk environment for investors while playing an 
active role in coordination. In order for a prospective Turkish nuclear 
industry to be sustainable, developing economic cooperation in the field 
with international markets would also be a significant step in the long 
run. Furthermore, a nuclear strategy should include a carefully consid-
ered plan on developing skills in relevant technologies that are not avail-
able in the country.

4  Conclusion

Turkey, as a country that imports a substantial portion of the energy it 
consumes, admittedly needs to diminish its dependence on foreign 
energy resources. This is required for both shrinking its current account 
deficit and strengthening its energy security. Hence, considering also the 
projections indicating a growing electricity demand for the country in 
the decades to come, Turkey has been searching for ways to develop 
national competence in alternative sources of energy. While increasing 
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the share of renewable energy in the mix is a part of the action plan, 
nuclear power is still deemed necessary for satisfying the huge volume 
required.

The ambition for nuclear power has in fact a long story in Turkey that 
goes back to the 1950s. Nevertheless, the country had failed to take con-
crete steps until 2010, when an intergovernmental agreement was signed 
with Russia on the Akkuyu NPP. This was followed by a deal with Japan 
in 2013 for another power plant to be constructed in Sinop. While 
Turkey has understandably launched its nuclear adventure under interna-
tional collaboration, it is widely accepted that countries relying on exter-
nal expertise in NPPs must do their best to become intelligent customers 
and, hence, adopt national energy strategies. This is mainly because 
nuclear power involves a decades-long commitment.

This chapter outlines the basic framework of a nuclear strategy for 
newcomers and discusses the case of Turkey in that connection. Beyond 
the BOO models it adopts, Turkey apparently needs to come up with a 
well-organized plan for developing its nuclear competence. To be an 
intelligent customer and perform good nuclear governance, Turkey must 
focus intently on the issues of human capital and safety, not to mention 
make strategic plans regarding nuclear R&D and industry.

Notes

1. Calculated using foreign trade statistics from the chapter of mineral fuels 
and oils.
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1  Introduction

What drives countries to engage in trade with each other the most? The 
international trade literature has provided many answers to this long- 
standing question. Technology (i.e. specialization) and factor endowment 
differences, the economic size of countries, and geographical and indus-
trial proximity, among many other factors, together with institutional- 
social features, are described as the most important components of trade 
share of gross domestic product (GDP). The industrial and institutional 
basis in a country and the rules set-up are accordingly described as signifi-
cant out of the many possible explanations for cross-country income- 
level differences and the level of bilateral trade. For the case of Turkey, 
many studies, including those by Babacan (2011) and Civan et al. (2013), 
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have sought an answer to the recent performance in the country’s trade 
volume. In this chapter, we aim to examine the strong relation, whether 
cyclical or countercyclical, between industrialization and foreign trade 
regime/set-up in the case of Turkey.

Turkish industrialization efforts have been strongly related to its bilat-
eral ties to European economies for more than 500 years. Having played 
a significant role in the economic history of Europe, Turkey’s openness 
towards West and East has long defined its domestic industry, as reflected 
in resource allocation, modes of production, real wages, and return to 
capital.

For the entire twentieth century, especially after the customs union 
agreement signed in 1995, the country’s longstanding relationship with 
the European economies (its largest economic partners) has provided a 
quality ladder for Turkish export sectors while favourable global eco-
nomic conditions with relatively low-cost financing in the mid-2000s 
opened up new spaces for business expansion and specialization. Since 
the global financial crisis of 2008, despite the contraction in world 
demand, export sectors have managed to navigate the unchartered waters 
thanks to diversification in terms of goods and partner countries. Table 1 
shows the rising share of Asian countries, including the Middle Eastern 
economies despite regional turmoil during the last six years, while EU-28 
countries continue to hold the majority share of Turkey’s total export 
volume.

Turkey’s recent diplomacy efforts to gain further influence in and 
around its region are strongly connected to its foreign trade diversifica-
tion in terms of partner and source countries. Among many other schol-
arly works, what Civan et al. (2013) suggest is that Turkey’s newly adopted 
foreign policy orientation towards fostering diplomatic relations through 
established missions increases trade with other countries. Strengthening 
the Middle East and North Africa (MENA)’s trade and investment ties 
with Turkey is not only an option but a win–win strategy and a real 
opportunity for the diversification of MENA’s exports basket, according 
to Alaya and Mezghani (2013: 13).

As Babacan (2011: 147) states, Turkey’s emerging trade destinations 
provide a relative advantage for the smaller size entrepreneurs owing to 
their firm size while yielding significant amounts of positive externalities 
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for the conglomerates in their increased bilateral economic ties as well. In 
return, export sectors are now more capable of product and market diver-
sification than ever. At a rather slow pace, the content factor in Turkish 
industrial production and exports is developing in favour of mostly mid-
dle but also higher technology over the last couple of decades.

In parallel to other success stories from infrastructure to construction, 
Turkey’s trade volume has shown a significant increase during the last 
couple decades, under AK Party governments. Considering the technol-
ogy factor in exports, the stability in export performance in terms of its 
volume over the years, terms of trade, and relative wage issues due to a 
reallocation of resources, one might conclude that Turkey’s current course 
of navigating in an increasingly unstable economic environment across 
the world has reached its limits. Despite facing relatively stable terms of 
trade levels over the last decade, the volatility in the exchange rate (the 
Turkish lira first appreciated and then depreciated significantly within the 
same decade) has produced relatively unfavourable results with exports. 
Within the G-20 countries, Turkey seems to be one of the most stable in 
its terms of trade ratio, while oil-rich Russia and primary-sector-strong 
Indonesia face the largest declines (Table 2).

Intergovernmental relations pave the way for exporters to reach new 
markets while a comprehensive trade strategy is still far from implemen-
tation. Turkish exporters are still highly dependent on state policies, and 
the possible agency problems might hinder further economic develop-
ment as bureaucratic and administrative quality is the key to success in 
such a framework. Despite the recent rise in Turkey’s trade performance, 
we may conclude that it is too early to suggest an ‘axis shift’ in the modes 
of production and the relative roles of small and middle-sized enterprises 
(SMEs) versus conglomerates (Babacan 2011: 148).

Based on the trend over the last decade, we could argue that Turkey 
continues to promote new development in terms of its foreign trade, 
according to Babacan (2011: 148). Its significant dependence on imports 
of intermediate goods and the lack of a proper research and development 
(R&D) strategy, however, are among the factors that hinder more rapid 
economic growth in the country. In the meantime, Turkey needs to 
develop a long-term strategic trade plan to address current weaknesses in 
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the production, marketing, and other segments of its trade structure 
(Babacan 2011: 148).

Therefore, a sustainable trade scheme should incorporate a solution to 
remedy the structural deficit problem, which stems from the mode of 
production and low levels of technology, and as a result, Turkey produces 
products with low value added (Babacan 2011: 155). At this point, a 
discussion arises on the possibility of reindustrialization following the rise 
of the services sector, making it predominate both in terms of GDP share 
and Turkey’s export content. We argue that Turkey faces new opportuni-
ties ahead given its industrial, financial, and institutional capacity to cope 
with various challenges over the last decade. Table 3 indicates a sort of 
stagnation in terms of industrial upgrade, except construction (from 5.13 
per cent in 2002 up to 9.25 per cent in 2015). Thus, factor mobility 
among sectors is affected by relative wages and returns owing to the 
declining or increasing share of sectors in the GDP value added.

2  A Tale of Industrialization 
and Deindustrialization in Turkey

From the 1920s to the 1950s, Turkey adopted industrial plans targeting 
state-led industrialization. Plans represented narrower industrial policy 
tools and were technically not economic plans because they lacked the 
wider economic scope of the post-war economic plans in France and 
Holland, with their macroeconomic targets or forecasts (Yülek 2015: 
21–22). In the meantime, foreign trade and integration into the world 
economy were limited owing to international crises, terms of trade differ-
ences, and the changing nature of domestic politics, which in turn fos-
tered Turkey’s efforts at industrialization via five-year development plans 
initiated first in 1934.

Taking a foreign trade perspective, Baysan and Blitzer (1991: 288–290) 
categorize Turkey’s foreign trade between 1950 and 1984 into four dis-
tinct subperiods. The first subperiod of 1950–1962 is referred to as ad hoc 
nationalism, whereas the second subperiod of 1963–1973 is considered 
planned industrialization characterized by central planning and import 
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substitutive foreign trade policies. The third subperiod is described as one 
of external shock and domestic turmoil; it covers the years 1974–1979. 
The subperiod of 1979–1984 is known as a time of economic liberaliza-
tion that saw extensive measures of openness in all aspects.

Discussion around whether the economic liberalization period after 
the 1980s was successful or not in terms of export performance mostly 
yields a positive answer, as Baysan and Blitzer (1991: 391) assert, stating 
that the growth of manufactured exports in particular was impressive in 
that period. Thus, one could easily draw the conclusion that deindustri-
alization in Turkey mostly coincides with periods of political and macro-
economic instability and uncertainty. The 1990s, therefore, would be 
best described as a lost decade during which industry faced both declines 
in its share of GDP and total exports. Manufacturing, however, contin-
ues to have the predominant share (around 75 per cent) of industrial 
exports, at least giving some hope for the future with regard to an upgrade 
in Turkish industry. Table 4 gives the essence of Turkey’s industrial break-
down in terms of sectors from 1997 to 2016, which points to manufac-
turing as the stronghold, while the others are relatively stable in terms of 
share of exports.

For most of the 2000s, industrial production in Turkey also enjoyed an 
increasingly favourable domestic and world economic environment. 
Easier and less costly access to finance could be counted among the fac-
tors leading the currently stagnant industrial capacity. Increases in indus-
trial output were based on dramatic increases in imports, thereby yielding 
a deteriorating current account balance.

Aydın et  al. (2007: 48–49) show that even though Turkish exports 
underwent a transformation after the 2001 banking crisis, Turkey is still 
short of building any comparative advantage in these new commodities. 
The rising industries of the post-crisis (2001 banking crisis included) 
period are considered to be relatively more capital- and high-technology- 
intensive commodities compared to the popular industries of the 1980s 
and 1990s. These new industries also have high intra-industry trade. The 
classification of exports in terms of factor intensity reveals that concentra-
tion occurs in high-technology products around the world. Although the 
share of R&D-intensive product exports was below the world and emerg-
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ing market averages, Turkey ranked first in growth of R&D product 
exports among the emerging market economies in the 2001–2004 period.

Both measures of country concentration ratios, weighted spread of 
Turkish exports by country and share of top 10 and 20 countries in total 
exports, indicate an increasing trend in country concentration of Turkish 
exports. Analysis of exports shows that the high import dependence of 
overall Turkish exports is not exceptional. Indeed, the import depen-
dency of exports is higher in new EU members as well. Sectoral analysis 
shows that the import dependency rate increased much faster in Turkish 
manufacturing sectors, particularly in motor vehicles and electrical 
machinery and apparatus sectors (Aydın et al. 2007: 48).

The issues of industrialization, deindustrialization, and probability of 
reindustrialization are quite similar to both the developed and developing 
countries under the G-20 umbrella. Most recent data indicate that with 
a few exceptions, import share of gross exports for the G-20 countries has 
been on the rise in the last decade (Table 5).

The latest shift towards the services sector in Turkish exports has many 
explanations as it does the solution offers to revitalize industrial produc-
tion. So-called deindustrialization in Turkey could be a legitimate argu-
ment after a brief look at the total share of manufacturing in GDP, gross 
export volume, and employment composition in the country. The ques-
tion is how to deal with the structural causes of deindustrialization, like 
education and technological progress through innovation. Trade policy 
in coordination with all actors could meet some of the needs in connec-
tion with reindustrialization and the direction of the country in its modes 
of production for different sectors. Spillover effects might play a positive 
role in fostering the value-added component of Turkish exports, given an 
improved institutional setting to coordinate efforts by government, pri-
vate investors, capital and labour owners, and bureaucracy.

3  Setting the Stage: Foreign Trade 
for Industrial Development

Spatial economics, cluster analysis and gravity models, based on location 
theory might provide an understanding to the effects of different param-
eters on trade volume. Isard (1954) for instance states that the influence 
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and an explicit consideration of distance is important as a variable in 
trade analysis. Agglomeration theory and trade theory both make use of 
distance as a key element driving cost and demand functions respectively. 
A more assertive result of his work is his conclusion that a general and 
comprehensive location theory and a general and comprehensive trade 
theory are one and the same (Isard 1954: 319).

Chenery (1961: 47) suggests that the commodities that need to be 
produced and traded cannot be determined by a simple ranking proce-
dure along the lines of comparative advantage owing to the interdepen-
dence of sectors. The importance attached to balanced growth and its 
relation to trade balance on the other hand might differ in accordance 
with countries’ experiences with export markets, foreign exchange 
reserves, and borrowing capacity (Chenery 1961: 46).

Countries’ investment decisions and economic policymaking processes 
also need to be aligned with their business environment (i.e. clusters, 
specialization, export markets, institutional quality, regulations) in order 
to develop their unique strengths, as stated by Porter (2009). Clusters 
and diversification are argued to be complementary and non- contradictory 
(Rosenfeld 1997: 21), which suggests successful clusters could both gen-
erate specialization and considerable social capital to extend companies’ 
competencies into new markets or products. Therefore, business clusters 
that yield dynamic economic gains are complete systems with local pro-
duction facilities along with local social structures.

The development of a robust export industry could lead to better busi-
ness clusters, which in turn would pave the way to the emergence of other 
subsectors via backward and forward linkages. A variety of intermediate 
goods produced on larger scales is expected to create positive externalities 
in an economy. Whether based on neoclassical assumptions of competi-
tive markets or Dixit–Stiglitz type imperfect markets with monopolistic 
competition, theories of international trade and spatial economics that 
envision industrial clustering should include a guiding principle or at 
least a strategic industrial policymaking component in it (Babacan 2015: 
54). Empirical evidence suggests that income differentials between some 
nations and others are widening over time despite the dominant growth 
theories with assumptions of economic convergence. Industrial agglom-
eration across regional or national entities therefore provides a neat 
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 explanation for such a divergence. Along with interindustry trade, the 
intra-industry level of trade is another determining factor in the regional 
concentration of certain industries (Babacan 2015: 56).

Agglomeration and clustering to enjoy economies-of-scale effects and 
interindustry and intra-industry spillovers all enhance a country’s com-
petitiveness. An external factor that has a significant impact on industri-
alization through trade is the level of integration with world markets. 
Terms of trade shocks as well as exchange rate volatility are among many 
other challenges that export industries have to face. There is, however, 
mixed evidence regarding the role of foreign trade engagement in indus-
trial development for different groups of countries. Mevel et al. (2016) 
for instance indicate that reindustrialization in the case of North African 
countries could be triggered via free trade agreements at the regional or 
inter-regional scale. In addition to these arguments, the removal of barri-
ers to trade and to foreign direct investment (FDI) are complementary in 
boosting total factor productivity levels (Ahn et al. 2016: 6).

Counterfactual evidence from recent research by Johnson and Noguera 
(2016: 2) suggests that the ratio of value added to gross exports was 
reduced by 10 per cent between 1970 and 2009, while the ratio of value 
added declined by 20 per cent in manufacturing but increased in non- 
manufacturing sectors. Impacting factors are being a fast-growing econ-
omy, engaging in regional trade agreements, and trading with 
neighbouring countries as partners. With the removal of trade frictions, 
Johnson and Noguera (2016: 21) say, the service industry and agricul-
tural products exports seem to benefit while manufacturing industries 
suffer losses.

All in all, foreign trade regimes are important to the industrial make-
 up of a country. Foreign trade regimes, according to Bhagwati (1978: 
192), may influence growth not only through their direct impact on 
growth but also the quality of entrepreneurship and degree of innovative-
ness and technical change. Bhagwati (1978: 198) asserts that unequal 
opportunities arise from a basic, unequal distribution of wealth and sta-
tus, and that, whether the foreign trade regime is Phase II (continued 
reliance on quantitative restrictions in trade) or Phase IV (the effective 
exchange rate for exports comes closer to the effective exchange rate for 
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imports), the inequalities of access by small-scale and underprivileged 
enterprises will persist and only their outward manifestation will change.

In a broad sense, Anne Krueger (1974) argues that the impact of for-
eign trade regime is reflected, not in the income differences between capi-
tal and labour owners in a broad sense, but rather within these categories 
in Turkey.

Bhagwati (1978: 192–194) argues that if developing countries going 
through a five-phase liberalization process as indicated by the World 
Bank should finalize the process as a Phase II country with automatic 
protection of domestic industry to foster domestic entrepreneurship, 
then it might lead to a rentier state, lower-quality institutions, and overall 
inefficient resource allocation. As a follow-up to the intuition behind 
Krueger and Bhagwati’s arguments in favour of trade liberalization that 
leads to import-substitutive industries having to face external competi-
tion, Rodrik (1992: 100) puts forward the argument that benefits from 
liberalization are enhanced by markets, which become or remain imper-
fect. Domestic firms’ output expands under imperfect market conditions, 
and one possible channel to such a scenario is so-called industry- 
rationalization theory, which relies on relatively unhindered entry and 
exit of firms into affected industries. The Turkish case, in this sense, could 
fit well into Rodrik’s arguments.

Turkey has managed to diversify its export markets and manufactured 
goods in the exporting industries during the last quarter century. 
However, the technology content of exports remains limited, as indicated 
by various studies since the 2000s. Turkey’s mid-technology share has 
shown an increase from some 19 per cent of the total in 1990 up to 39 
per cent by 2010, while the high-technology component has shown little 
improvement compared to 1990 and a serious decline since year 2000, 
from 9 to 5 per cent by 2010. Figure 1 shows a steady rise in the per- 
kilogram value (in USD) of Turkish exports, an almost 40 per cent 
increase over the last decade.

In parallel, Fig. 2 implies around a 70 per cent rise in Turkey’s share of 
total world exports within the last 15 years. Provided by Turkish Exporters 
Assembly’s (TIM) 2016 report on export development, evidence from 
the share of Turkish exports of GDP over the last 15 years suggests that 
the share of total commodity and service exports declined from 25.1 per 
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cent in 2001 down to 21.9 per cent by 2016. In the meantime, the share 
of commodity exports of just GDP remains steady at around 17.5 per 
cent (both in 2001 and 2016), reaching a peak at 18.5 per cent in 2012. 
Combined with the value added by exporting sectors in the Turkish man-
ufacturing sector, these data show that Turkey has somewhat of a com-
parative advantage in producing and exporting in some commodities, 
while in others, such as agricultural products like hazelnuts or tobacco, it 
should utilize factor endowments or take advantage of terms of trade dif-
ferences. Table 6 shows little change in the share of capital goods from 
Turkey’s exports, an insignificant decline in intermediate goods, and a 
significant rise in consumption goods. These data alone signal stagnation 
in industrial growth in terms of export content.

Foreign trade policies thus focus on increasing the share of Turkish 
exports worldwide, horizontally and vertically integrated sectors to yield 
efficiency in production chains, a hike in value added through technol-
ogy and innovation, better coordination among parties including lobby-
ing groups, and increased public awareness for competitiveness.

4  Collective Action in Governing 
the Commons: Reindustrialization 
and Trade

Industrialization is the key to sustainable economic growth, as suggested 
by European history as well as late-industrialized countries such as Japan. 
As Rowthorn and Wells (1987: 75) underline, the importance of indus-
trialization, regardless of a country’s trade structures or whether it special-
izes in non-manufacturing or manufacturing, is such that successful 
industrialization enables a country to reconcile two important objectives: 
higher per-capita domestic demand for manufactures and maintaining 
external balances.

Theoretically, there are vast differences between industrialized and 
developed countries’ experiences with economic planning in a wide range 
of highly centralized and controlled to strategically guided models in the 
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Table 6 Turkey’s annual exports by BEC (2011–2016)

Category 2011 2012 2013 2014 2015 2016

USD in 
Millions 
% 
Change

Capıtal goods 14,192 13,734 15,592 16,107 15,392 15,891 3.2
  Capital 

goods - 
(except 
transport 
equipment)

7,745 8,125 8,939 9,229 8,499 8,186 −3.7

  Transport 
equipment, 
industrial

6,447 5,608 6,653 6,878 6,893 7,706 11.8

Intermedıate 
goods

67,942 82,656 74,817 75,171 68,433 66,890 −2.3

  Food and 
beverages, 
primary, 
mainly for 
industry

4,031 4,204 5,058 4,719 3,761 3,665 −2.5

  Food and 
beverages, 
processed, 
mainly for 
industry

45,718 59,141 49,773 50,214 47,347 46,449 −1.9

  Fuels and 
lubricants, 
primary

132 237 252 235 182 139 −23.5

  Parts and 
accessories 
of capital 
goods

4,432 4,508 5,028 5,253 4,535 4,299 −5.2

  Parts and 
accessories 
of transport 
equipment

7,988 8,164 9,009 9,288 8,595 8,927 3.9

  Other, 
primary, 
mainly for 
industry

209 289 352 294 239 384 60.5

  Other, 
processed, 
mainly for 
industry

1,832 1,831 1,891 1,696 1,618 1,791 10.6

(continued)
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Table 6 (continued)

Category 2011 2012 2013 2014 2015 2016

USD in 
Millions 
% 
Change

  Fuels and 
lubricants, 
processed

3,601 4,282 3,454 3,473 2,155 1,236 −42.7

Consumptıon 
goods

52,219 55,556 60,732 65,088 59,146 58,877 −0.5

  Passenger 
motor cars

6,485 6,069 6,856 7,255 6,899 8,355 21.1

  Durable 10,465 12,460 13,318 14,984 13,130 12,807 −2.5
  Semi- durable 13,069 13,434 14,775 15,946 14,626 14,650 0.2
  Non-durable 

consumption 
goods

7,878 8,406 9,344 9,998 8,694 8,564 −1.5

  Food and 
beverages, 
primary

5,512 5,390 5,784 6,297 6,185 5,690 −8.0

  Food and 
beverages, 
processed

5,893 6,486 7,501 8,125 7,407 6,925 −6.5

  Gasoline 2,616 3,026 2,837 2,300 2,058 1,721 −16.4
  Non- 

industrial 
transport 
equipment

301 284 317 183 147 166 13.1

Other 555 516 661 1,243 869 871 0.3
Total 134,907 152,462 151,803 157,610 143,839 142,530 −0.9

Source: TurkStat
Broad Economic Categories is among the World Trade Organization’s (WTO) 

classification of goods

post-Second World War period. Following the long nineteenth century 
of rapid industrialization, Britain, for instance, witnessed a period of 
deindustrialization during the 1950s. Though referring to this experience 
‘negative deindustrialization’, Rowthorn and Wells (1987: 248) conclude 
that even if it happened to be a ‘positive’ event, deindustrialization would 
be inevitable.
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Industrial policy aimed at changing the industrial structure and induc-
ing employment towards industry is a medium- to long-term effort by its 
very nature and thus involves planning (Yülek 2015: 21). The dilemma 
that governments face regarding their strategic orientation towards indus-
trial policy resembles that of planning decisions and the extent of market 
interventions, Yülek (2015: 21) also points out. At the crossroads for 
upgrading its industrial base and joining the club of ‘high-income’ coun-
tries, Turkey has a lot to learn from previous experiences that developed 
countries faced in the 1980s and 1990s.

The underlying argument in the cases of most developed countries is 
that, whether they are highly centralized as in France or strategically 
guided as in Japan and Sweden or shaped by market-oriented planning as 
in the US and UK, they become ‘mature’ after a long period of industri-
alization. Rowthorn and Wells (1987: 245–46) give three potential expla-
nations for the decline in the UK’s manufacturing employment: the net 
failure effect, the maturity effect, and the specialization effect. The first refers 
to poor economic performance of the manufacturing industry in terms of 
creating jobs, whereas the second effect relates to unavoidable job losses 
due to the economy’s relative level of maturity, and the third is related to 
the structural change in foreign trade and its impact on manufacturing 
employment.

As Krugman (1988: 2) points out, the massive capital inflows to the 
USA in the l980s had as their counterpart a substantial reallocation of 
resources out of US tradeable sectors, with employment and capacity fall-
ing sharply in many export- and import-competing industries. This 
‘deindustrialization’ in the USA had as its counterpart a corresponding 
growth of capacity abroad.

In popular discussions of the failure of US trade to turn around more 
quickly, a common theme is that uncertainty has inhibited the adjust-
ment process – that both US and foreign firms have been reluctant to 
shift resources, both because they have viewed the strong dollar as likely 
to return and because in an uncertain environment they have adopted a 
general ‘wait-and-see’ attitude (Krugman 1988: 2). There is now wide-
spread concern that the sluggish response of trade flows to the exchange 
rate, brought about in part by past exchange rate volatility, will lead to 
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further future volatility because the declining dollar will now have to 
‘overshoot’ its long-run level in order to persuade US firms to invest in 
the ‘reindustrialization’ that is now needed.

On the one hand, the reindustrialization issue is about trade policy 
owing to its significant and direct impact on resource allocation, real 
effective exchange rates, and relative wages in an economy. It is, however, 
like heads or tails with the institutional setting and industrial policy 
design. The proponents of ‘reindustrialization’ in the USA, for instance, 
called upon central bodies to formulate new policies via new institutions 
to revive the country’s industrial base, as was the case with Reconstruction 
Finance Corporation (RFC) during the New Deal or the Japanese 
Ministry of International Trade and Industry (MITI). Bailing out tradi-
tional or old industries as well as cities, for instance, was long discussed 
among the proponents of reindustrialization in order to reverse the econ-
omy’s growing tendency towards service sectors. This call for partial plan-
ning or policy coordination oriented towards the reindustrialization of 
the country with ‘a second industrial revolution’, however, also failed 
(Babacan 2015: 53).

‘Industrial policy, often referred to as “reindustrialization” or “revital-
ization”, should aim at transferring resources from declining industries 
into growing industries”, replied Adlai Stevenson, former chairman of 
the Subcommittee on Industrial Policy and Productivity for the Senate 
Democratic Task Force on the American Economy, in an interview to the 
question on the definition of industrial policy. All in all, the main idea 
put forward by Stevenson and Bartel (1981: 41–42) is that an industrial 
policy should focus on adjustment financing, not bailouts; distinguish 
cyclically unemployed from structurally unemployed and favour the lat-
ter; and could have a better chance at working at the regional level, not 
national. Last but not least, Stevenson and Bartel (1981: 43) proposed an 
independent institution to provide funds/other needs for industrial 
development and begin with a radical restructuring of basic or essential 
industries.

A voice critical of the proposals surrounding a central administrative 
body to plan or design a national industrial policy during the 1980s was 
that of Miller (then chairman of the Federal Trade Commission) et al. 
(1984: 37), who called it ineffective and a cure worse than the perceived 
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disease, owing to the overall design of the political system in the USA. The 
remedy, accordingly, is economic and political liberalism. Eizenstat 
(1984: 49–50) in his reply to Miller’s article proposed a council on indus-
trial competitiveness that would be designed as a forum composed of 
representatives from business, government, labour, and the general pub-
lic. Better coordination of microeconomic policies among different gov-
ernment bodies as well as the alignment of policy choices between social 
groups via such a formal mechanism was expected to eliminate any source 
of information asymmetry as well.

Citing Etzioni’s three distinct possible policy options on reindustrial-
ization in the US economy during the 1980s, Norton (1986: 33) stated 
that the Reagan administration’s choice had insufficiently targeted 
supply- side economics that in turn yielded more consumption, not 
investment. This policy option was then followed by semi-targeted rein-
dustrialization with an idea of releasing resources to the private sector but 
channelling them to infrastructure and capital sectors.

Specialization in intermediate goods production that are widely trad-
able could then lead to better utilization of industrial capacity at home 
while creating an economy that was competitive worldwide. Public pro-
curement could assist countries in acquiring capabilities in key industrial 
sectors, as argued by Yülek (2015: 22), and in turn could increase the 
international competitiveness of firms and, hence, the economy (Yülek 
2015: 22).

Aysan and Hacıhasanoğlu (2007) find that manufacturing exports are 
negatively related to unit labour costs. Decomposing the unit labour cost 
into its two components also shows that an improvement in productivity 
increases exports, while an increase in nominal wages decreases it. The 
results also imply that the nominal wage is an important factor in declin-
ing sectors, while productivity is a stimulus in rising sectors.

Focusing on exchange rate volatility and its impact on resource alloca-
tion and relative earnings, Krugman (1988: 21) claims that the range of 
real exchange variation is wider in an uncertain world and that a large 
exchange rate movement that leads to deindustrialization must be offset 
by a subsequent overshooting in the opposite direction. Corresponding 
to the identification of the uncertainty problem put forward by Krugman 
(1988), yet differing in its recipe for the case of Turkey, Ünal (2016: 87) 
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suggests that Turkey target the exchange rate under a new institutional 
setting, while on the fiscal side it should keep the nominal wage growth 
rate under the productivity growth rate in non-tradable goods.

Lin (2012: 115–6) calls for rethinking of structural economics in a 
new framework, which he recommends organizing around four ideas. 
The first is the economy’s factor endowments and their structure (relative 
abundance of natural resources, labour, and human and physical capital), 
where they are subject to change over time. At different phases of eco-
nomic development, the optimal structure of the economy should be 
different as well, according to Lin. Second, the industrial structure in an 
economy should be taken as endogenous and refer to a point on a spec-
trum of development from an agrarian economy to a high-income indus-
trialized economy. Thus, Lin (2012: 116) states that industrial upgrading 
and infrastructure improvement in a developing country should not nec-
essarily refer to those in high-income countries. Third, the market remains 
the fundamental mechanism for effective resource allocation, and indus-
trial diversification, upgrading, and corresponding improvements in soft 
and hard infrastructure are essential to produce a dynamic process of 
economic development. Fourth, Lin argues that agglomeration and clus-
tering are crucial in terms of reducing transaction costs in any given 
industry, making it globally competitive, owing to the increased level of 
specialization in production.

With regard to Lin’s (2012) arguments, one structural issue closely 
linked to the labour market in Turkey is education, particularly voca-
tional education. Though the Turkish educational system has come a 
long way in the last 15 years in terms of infrastructure, the transforma-
tion of the fixed capital investment into high educational quality as a 
critical component for going above and beyond the middle-income econ-
omy, is expected to take some time. Returns on education, productivity 
issues, teacher and instructor quality, and wage standards are all parts of 
this discussion. Higher education (i.e. universities) is yet another compo-
nent of the larger issue of human capital. A stunning piece on the impor-
tance of vocational education in the reindustrialization of the US 
economy by Etzioni (1981: 9) states that (a) vocational education is not 
best served when it is run in institutions dominated by general educators, 
especially if those educators are not supportive of job education, (b) more 
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interaction is needed between those generating jobs and those who pro-
vide vocational  education, and (c) it does not follow that places of 
employment should provide more vocational education; they might tend 
to be too focused on job training rather than a well-rounded education. 
This concept of switching the responsibility of training from schools to 
places of employment has a particularly negative implication for small 
businesses that cannot afford to offer training or whose employees must 
have a variety of skills instead of training limited to one specific area. 
Turkey should take bold steps to reassess its education policy in a com-
prehensive way that embraces labour market components.

5  Conclusion

Over the last quarter century, many countries have witnessed what is 
called deindustrialization, which mainly manifests itself as a declining 
share of manufacturing employment in the total employment picture. 
Despite the heterogeneity in its underlying causes, such as changes in 
productivity levels over time, deindustrialization is still a common phe-
nomenon across countries. As Tregenna (2011: 19) puts it rightly, rein-
dustrialization after deindustrialization requires greater effort compared 
to what is required for earlier industrialization. Decisive and effective 
industrial policy is crucial for successful reindustrialization, and ties to 
foreign trade policies should predominate in its institutional design as 
well as implementation. This chapter represents an attempt to provide 
insight into the structural relationship between foreign trade and indus-
trialization efforts in the case of Turkey.

Turkey was among the best-performing developed and developing 
economies in terms of exports in the 2000s. The country witnessed 
improvements both in number of competitive products and in the share 
of such products in its gross exports. With an increase in middle- and 
high-technology components in its exports, Turkey should now intro-
duce new products to world markets through R&D activities and 
innovation- led growth strategies that further enhance industrial upgrades 
to expand into various sectors.
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Aydın et al. (2007: 49) conclude that none of shocks in 1994, 1998, 
and 2001 had a path-breaking impact, though the shock in 2001 did 
have a level-shifting impact on the import elasticity of export supply. As 
a result, it seems the import elasticity of exports increased by about 50 
per cent from 1987 to 2006. Some sectors have been successful at inte-
grating into world markets, especially following the Turkey–EU customs 
union agreement, which enables them to expand their export market 
share by producing for the external market during turbulent periods. 
High import dependence and low real effective exchange rate elasticity 
shield them from the detrimental effects of real appreciation of the 
Turkish lira (Aydın et al. 2007: 49).

Another argument regarding the importance of reindustrialization 
based on efficiency-led and technology-driven production is from the 
perspective of a middle-income trap. As Yağcı (2017: 97–98) asserts, 
industrial activity and manufacturing constitute a major challenge in 
avoiding the middle-income trap and achieving sustainable economic 
and social development in Turkey.

A broad array of factors cause countries to enter and become stuck in 
an alleged middle-income trap. Engel and Taglioni (2017: 124) discuss 
these factors, which include macroeconomic and microeconomic factors 
related to industrial structure, trade profile, demographics, income distri-
bution, macroeconomic management, and the quality of institutions.

For East Asian countries, an empirical study that focused on the 
middle- income trap and presented a vast literature review on the middle- 
income trap was conducted by Kumagai (2015: 18), who suggests that it 
is necessary to develop an industry on the backbone of labour-intensive 
primary goods production that enables an upgrade to capital goods pro-
duction. While this is essential and true of most middle-income coun-
tries, certainly it is not enough for overcoming this so-called trap. An 
international trade perspective that enhances the network and, thus, 
spillovers between countries that are relatively equivalent in level of 
industrialization would yield positive results, as stated by Kumagai (2015: 
18), who concluded that the industrial upgrading process through the 
backward linkage from consumption goods to capital goods, parts, and 
components is more successful in non-trapped higher-income countries. 
For trapped countries, he argues, there is a tendency to depend on the 
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export of primary commodities, and industrialization would appear to be 
driven by forward linkages to processed goods. This narrow industrial 
base is thus a possible cause of the middle-income trap (Kumagai 2015: 
18).

Yağcı (2017: 106) stresses that Turkey must prioritize industrialization 
as a key policy option in order to achieve the status of developing state, 
and he proposes traversing the middle-income trap via reindustrializa-
tion. The findings of a research paper by Meçik and Afşar (2015: 106) on 
deindustrialization processes in OECD countries indicate that industrial 
employment is positively correlated with per-capita income levels, fixed 
capital, and FDI inflows.

Engel and Taglioni (2017: 125) provide several recommendations bor-
rowed from country experiences with avoiding the middle-income trap 
primarily have to do with structural, industrial, and trade policies as well 
as social policy. Macroprudential policies for avoiding sudden stops as 
well as regulating private-sector activities play a significant role. Measures 
taken for regional integration and developing knowledge network exter-
nalities are also important for spillovers on both the individual and insti-
tutional level. Labour markets should be flexible enough to enable skilled 
workers to move up within the value chain from low-value-added sectors 
to higher-value-added ones. Differentiation between state-owned compa-
nies and private ones as well as product and factor markets in order to 
achieve higher levels of technology for industrial upgrade through newly 
developed industries is also essential.

Gür et al. (2017: 151) propose a comprehensive approach to industrial 
transformation that would increase Turkey’s competitiveness in the world. 
Their approach incorporates education, technology, and industry per-
spectives. The complementary element in such an approach would be 
efficient coordination among state institutions. In that regard, Yeldan 
and Yıldırım (2015: 84) stress that development is not only specialization 
in the same set of products but innovating and developing new products 
while defining the role of the state as an active entrepreneur not a sole 
Walrasian middleman or an invisible arbitrator. Therefore, the design of 
investment incentives for the purpose of attracting FDI as well as domes-
tic entrepreneurs is critical to avoid the middle-income trap.
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Turkey must do more to attract greater foreign capital in high- 
technology- factor-intensive and high-skilled-labour-intensive strategic 
sectors such as health, finance, education, and manufacturing. To 
 accomplish that, it should create a strategic roadmap for upgrading its 
industrial and financial ecosystems. Dynamic and international scale 
economies and their sources are also crucial to understand in order to 
improve Turkey’s capacity to create a national ecosystem of industry com-
posed of tradable intermediate goods where external economies involve 
the diffusion of knowledge, as stated by Helpman and Krugman (1986: 
38). Such external economies stemming from a diffusion of knowledge, 
technology and innovation, or learning by doing (i.e. experience) are usu-
ally the result of economies of scale in intermediate goods production.

To sum up, in the case of Turkey, Lin’s (2012: 215) arguments on the 
middle-income trap could be useful. He defines such a trap as a country’s 
inability to continue on the path of industrial upgrading, which then 
results in stagnation of per-capita income compared to world leaders. Lin 
(2012: 220) further argues that income stagnation in low- and middle- 
income countries reflects a failure in designing and implementing strate-
gies for dynamic structural transformation. Turkey is at a crossroads in 
finding the optimal level of state intervention and guidance in industrial 
transformation for maximizing benefits from trade spillovers. As stated so 
well by Kutlay (2011: 85), the limits of a functionalist political economy 
in Turkey could concisely be referred to as industrial capacity in terms of 
competitiveness, state–business and business-to-business interactions, 
and social coherence in terms of the design of policy, both domestic and 
foreign.
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1  Introduction

Family businesses are generally regarded as the backbone of an  
economy  – they create wealth and provide jobs. In 2014, small and 
medium-sized enterprises (SMEs) constituted 99.8 per cent of all entre-
preneurships in Turkey, providing 73.5 per cent of all jobs and more than 
half of all wages. They also created 53.5 per cent of added value and made 
55 per cent of all investments (TUIK 2016). Almost all of these compa-
nies are owned and managed by families. Big companies owned by fami-
lies are not included in these statistics. However, despite their many 
positive aspects and cultural advantages – specifically in speed of decision- 
making, unity of purpose, efficiency of communications, loyalty, and the 
commitment of employees (Nicholson 2008) – there is also a negative 
side. Family conflicts, incompetent members of the next generation, 
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extravagant lifestyles, and nepotism are just some of the more frequent 
criticisms about family businesses (Kets de Vries 1996).

Given the relative importance of family businesses in the Turkish econ-
omy, scholars have been showing increasing interest in them in the hope 
of identifying what makes a family business sustainable. There is conten-
tious debate surrounding the question of whether the involvement of 
family members in a business is a blessing or curse. At the outset, it is 
important to be clear about what makes a business a family business and 
to establish the main features that are idiosyncratic to family businesses. 
A commonly accepted criterion of a family business relates to who owns 
the business and thus has the power to make the critical and strategic 
decisions.

A family business involves two separate and conflicting entities, family 
and business. It is widely accepted that the working dynamics of these 
two entities are almost opposite to one another. While the family system 
is an arena for the emotional concerns and conflicting needs of family 
members, the business system is all about performance, growth, and 
change (Carlock and Ward 2001). The goals of these systems are also very 
much at odds with each other. The family’s purpose is mainly about social 
and emotional support and cohesion among family members. However, 
the business is about survival, growth, profitability, and sustainability. 
The attitude towards these systems varies for individuals. It can be grossly 
generalized that one would expect to have one’s needs around belonging 
and love fulfilled within a family and one’s survival, career, and status 
needs fulfilled in business (Kets de Vries 1996).

There has also been a huge debate about what comes first, family or busi-
ness, in times of critical challenges that an entrepreneur will inevitably face. 
While an entrepreneur’s choice of what comes first, family or business, basi-
cally depends upon his (the male form is used for simplicity) personal life 
values, the meaning he ascribes to family and business, and his expectations 
in life in general and with respect to family and business in particular, it can 
be argued that an entrepreneur does not have to take an either/or approach 
but that can take a both/and approach by attending to the peculiar needs of 
family and business and making these two systems feed off one another as 
part of a reciprocal feedback loop (Leach and Bogod 1999). In this chapter, 
we take the both/and approach and suggest ways of reconciling family 
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issues and business requirements to achieve the right alignment and balance 
between them in order to attain happiness and fulfilment in family and 
wild success in business. Many issues examined in the family business litera-
ture arise from the enmeshed relationships of family and business, from not 
setting boundaries between these two different systems. The business 
founder occupies an in-between position, and the main responsibility to 
align these systems lies with him. Therefore, in this chapter, we focus on the 
founder-entrepreneur in general, his mindset with respect to business and 
family, the psychological make-up that drives his behaviour and his rela-
tionships with his siblings, other family members, and non-family mem-
bers in particular.

As mentioned earlier, positive effects can come from a family business 
when the right approach is followed. Specific issues or dynamics make 
family businesses different from non-family firms. Every specific dynamic, 
depending on how it is approached, can be a blessing or a curse for the 
welfare of the family and the business. Using the Pareto principle, we will 
choose and concentrate on fundamental issues that are especially relevant 
to Turkish family businesses and Turkish culture. For every issue or 
dynamic, we will outline the basic findings in international family 
research and will then explore the issue in question with special reference 
to the Turkish case and the effect of this characteristic on business perfor-
mance. We will then move on to explain how to reconcile the intricacies 
of that family issue and the requirements of sustainable business manage-
ment and suggest some systems and strategies for the effective manage-
ment of business and family.

2  Dynamics of Family Businesses

Sustaining a business is a formidable challenge, given the amount of 
competition all businesses face. Family businesses feel extra pressure sur-
rounding the issues of management and sustainability. It is an almost 
unquestioned truth that only around 30 per cent of family businesses 
make it to the second generation and only 7–10 per cent to the third. As 
the family grows, with children growing and being employed in the com-
pany, management issues become increasingly complicated. Before 
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launching into a discussion of family-related issues, we will very briefly 
consider the main requirements for keeping a business healthy and sus-
tainable over time.

Cadbury (2000) summed up the organizational requirements for a 
family business to manage effectively the consequences of growth under 
three headings: (1) recruit and retain the best people for the business; (2) 
develop a culture of trust and transparency; and (3) define logical and 
efficient organizational structures. These headings are related to human 
resources, culture, and management systems, which are equally relevant 
to non-family businesses. Here we will concentrate on what hinders the 
founder-entrepreneur achieving and sustaining these requirements. In 
light of the statistics cited earlier about transitions to the next genera-
tions, it would not be an exaggeration to claim that the subject of succes-
sion is the most commonly studied area in family business. The essential 
question is: what are the determinants of a successful business 
transition?

Research results indicate that there are three basic determinants of suc-
cessful transitions in family businesses. Family business transitions occur 
more smoothly (1) when heirs are better prepared, (2) when relationships 
among family members are more trust-based and affable, and (3) when 
family businesses engage in more planning for taxation and wealth- 
transfer purposes. Of these factors, relationships within the family have 
the single greatest impact on successful transitions (Morris et al. 1997, 
398). As with organizational requirements, these areas are also related to 
human resources, culture, and systems. The difference is that they are 
specific to family businesses. It is unnecessary to emphasize the role of the 
founder in these areas. In the process of meeting these requirements, an 
entrepreneur will have to overcome some hindrances, especially ones 
related to the idiosyncratic nature of family-specific relationships.

2.1  Issues Related to Founder-Entrepreneur

It can be postulated that all issues are in one way or another related to the 
founder-entrepreneur. However, under this heading, we will be looking 
closely into the inner psychic dynamics of the entrepreneur: why does he 
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behave the way he does? What deep fears affect his approach to the 
 business, non-family members, and especially his children as successors 
in the business?

 Fear of Losing Control: One-Man Control

A family business is set up by an entrepreneur, and if all goes all right, it 
flourishes and grows. There comes a time when the founder needs 
resources outside of the company. Although there is a need for external 
resources, the founder’s insistence on having singular control over the 
firm retards the firm’s development by limiting management capacity 
(Rutherford et al. 2006).

This insistence on the part of the founder to have such total control 
stems from the fact that the founder approaches business in a way similar 
to how parents see their children. Research has shown that when parents 
hold their newborn babies in their hands just after birth, the primary 
feeling that pops up is one of fear and anxiety for the baby’s future. As 
they raise their child, all their behaviours in relation to the child are 
shaped by this fear and anxiety. They watch out and are alert for any 
threats coming from the outside world (Yazgan 2008). The founder of a 
business regards it as his baby, so he behaves in the same way that parents 
do. He will try to protect his business by exerting almost total control and 
taking a hands-on management style, not allowing it to grow as a separate 
entity. Consequently, the founder identifies with his business, which 
would not be the case after a certain growth stage of a non-family busi-
ness – just as parents should let go of their children to allow them to forge 
their own identity apart from that of the parents and be able to stand 
confident on their own.

Many founder-entrepreneurs have experienced hardships, such as pov-
erty, dislocation, or illness, in their childhood, and these experiences have 
a powerful effect on shaping how they view the world and other people. 
As a result, entrepreneurs sense a feeling of needing to be in control (Kets 
de Vries 1996). This need has an effect on how they run their business. As 
the business grows, it is expected that the entrepreneur will employ man-
agers to delegate tasks to which he himself cannot give attention. The 
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need for control hampers this process, and as a result, the business suffers 
since talented non-family members leave the company owing to the 
micro-management by the entrepreneur.

In a study conducted through in-depth interviews with company 
founders and their siblings who are in management in Konya, a Central 
Anatolian city, the following statement – made by one founder – reflects 
founders’ general feelings and mood about their business:

I, as a founder, manage this company with the understanding of ‘Gate – Scale – 
Company Safe’. Where I sit, I can see the door and the scale; the company safe 
is under my table. Actually, I don’t have any operational position in the com-
pany; I only have meetings with my sons and managers in the morning. 
(StrategyCo. 2015, 4)

This approach may be understandable at the start-up phase, but at 
later stages it becomes an ever-increasing burden on the firm. Eventually, 
the company is left with mediocre managers who would not be able to 
leave the business because of their own incompetency. Another aspect of 
a micro-managing or domineering style of leadership is that it tends to 
‘attract “yes-men”, people having the characteristics of a dependent per-
sonality who are hardly the kind of people to move the company forward’ 
(Kets de Vries 1993, 67).

This strong need for control may stem from the founder’s psychologi-
cal make-up. He may believe that ‘my business is me or a reflection of 
who I am’. During the present authors’ consultancy, one entrepreneur 
said ‘My main prayer is to die while working at [the] office’. This is very 
much related to the ego development of the founder (for more, see Kegan 
1982). The intervention to overcome this need for control is essentially a 
psychodynamic process through which the founder separates his identity 
from his company and achievements and starts his individuation process 
(Kaye 1996).

 The Question of Succession

As mentioned earlier, almost all work and research on family business is 
related to transferring leadership to the next generation. It seems that 
succession is the holy grail of family business research. The purpose of 
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this interest is to determine what factors enable certain family firms to 
succeed while others fail. Overemphasis on the succession issue may 
cause the founder-entrepreneur to develop a counterproductive perspec-
tive about who will succeed him. There are a few different approaches 
among entrepreneurs.

As stated earlier, when heirs are well prepared for the handover, the 
generational transition goes smoothly. This is easier said than done. One 
of the main themes that arose during our field experience regarding the 
preparation of heirs is that the founder wanted to compensate for his 
weaknesses in the business with his heirs, regardless of their aptitude or 
the possible needs of the organization when the heirs take over. In other 
words, the founder sees his heirs as being extensions of himself rather 
than individuals who will be taking over leadership of the company on 
their own. An example of this is one founder who wanted his son to 
become a certified accountant rather than an entrepreneur who could 
sustain the business and make it grow.

Quite a few complexities arise in such a situation. First of all, if there 
are several potential successors, the first question is: who will take the 
leadership position? If there is more than one candidate, sibling rivalry is 
likely to arise (Grote 2003). Secondly, the founder-entrepreneur assumes 
that all his children are very much interested in becoming involved in his 
business, which may not be the case. One way or another, the success of 
the business is generally measured by the transfer of leadership to the 
second generation (Kaye 1996). As a result, the heirs are forced to acquire 
their education in areas related to business or to the founder’s wishes. 
This lack of interest, or being forced to take any position, raises the issue 
of lack of motivation and commitment on the heirs’ part, and as a result, 
performance suffers and becomes mediocre.

A third complexity results from the ego development of the parents, 
not allowing their children to go through a healthy individuation process. 
When the ego development of parents is high, they will allow and encour-
age their children to follow the individuation process, becoming separate, 
self-confident adults (Kets de Vries and Carlock 2010). If parents’ ego 
development level is low, the children’s individuation and ego develop-
ment stay low, and eventually these children become dependent on their 
parents and reliant on the family business for survival. These children 
turn out to be ‘prisoners’ or ‘addicts’ of the family business who stay in 
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the business, even though they are neither happy nor successful (Kaye 
1996). This addiction creates a vicious circle and has a negative impact on 
the children’s self-esteem. These children will not be seen as talented or 
confident by the founder, which serves as a strong confirmation of his 
belief that he should always be in control.

There is a completely different side to the question of succession. 
Earlier it was stated that a smooth transition to the next generation is 
possible if the heirs are well prepared. A founder-entrepreneur will 
undoubtedly have gone through some very hard times and faces many 
challenges to make his business successful, and he may seem obsessed 
with his business. By being so preoccupied, he neglects his family. 
Eventually, this neglect leads to feelings of quilt. To overcome these feel-
ings, he starts bribing his family to compensate for his not having been 
available for them by providing them with goods and spending lavishly 
on them. This behaviour turns out to be a so-called Faustian bargain 
(Kets de Vries 1993). Aside from these feelings, he came from nothing in 
terms of wealth. Early pioneers among Turkish entrepreneurs experienced 
very severe poverty, deprived of the good things in life, and by following 
this line of thought – to say, for example, ‘we have not lived our lives, in 
the end we are earning for him’ – the entrepreneur will allow his family 
and children to have extraordinary luxuries, spending out of proportion. 
This lifestyle distorts his children’s perspective on life and business, and 
they will never make an effort to prepare themselves for taking over the 
business.

Erdoğmuş (2004) argued that potential successors to the founder- 
entrepreneurs of SMEs in Turkey were not seen as ready and qualified to 
take over and move the firms forward. As a result, the founders do not 
identify a successor and make a management transfer plan (Ateş 2005).

 Lack of Trust for Professionals

Along with the need for control, suspicion of other people is very common 
among most founder-entrepreneurs. This proclivity among entrepre-
neurs might have evolved out of childhood experiences of hardship 
and victimization (Kets de Vries 1996). Entrepreneurs are always on the 
look-out so as not to lose what they have worked so hard to build. Some 
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degree of suspicion can work in a constructive way by making the entrepre-
neur vigilant to the competitive environment and developments that may 
influence the performance of the business. When this distrust takes over or 
becomes unhealthy, an entrepreneur starts scanning the environment for 
something to confirm his suspicions.

Lack of trust in others is a very common phenomenon among Turkish 
entrepreneurs. Actually, distrust of others seems endemic among Turkish 
people in general. Research shows that the trust level among people is as 
low as 8 per cent. The cost of this distrust is very high in terms of effi-
ciency and transaction costs and raises the question of agency (Gur and 
Alayoglu 2017).

The consequences of this distrust for business are serious: Turkish fam-
ily businesses employ people whom they can trust, especially within the 
family circle or with references. This is especially true of some positions 
like finance, purchasing, and warehouse positions, regardless of the indi-
viduals’ competence for those positions. This approach is actually coun-
terproductive in some ways. Firstly, less qualified people for a position 
can fulfil the requirements of the job and cause business performance to 
fall behind and hamper the efficient work of other parts of the organiza-
tion since they do not work in isolation. Secondly, this employment of 
family members or implied ‘trusted’ privileged employees may indirectly 
cause other family members to lose their faith in the company, resulting 
in a deterioration of their commitment to the company and causing the 
affected individuals to look for work elsewhere. In the long run, these 
companies suffer from bad reputations, and such companies find it quite 
hard to attract bright and talented employees. Among many people, fam-
ily firms are seen as rather unappealing places to work, so they are regarded 
as the last option for work (Gur and Bjørnskov 2017).

2.2  Issues Related to Family Culture

 Effect of Socioemotional Wealth

In recent years, in search of a model that explains the idiosyncratic nature 
of family firms or what makes them different from non-family-controlled 
businesses, some researchers have proposed a so-called socioemotional 
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wealth (SEW) approach (Gomez-Mejia et al. 2007). Gomez-Mejia et al. 
(2007) conceptualized socio-emotional endowments as affective endow-
ments that a family acquires by controlling a firm, including having the 
family’s name on the firm, the appointment of family members to impor-
tant posts, exercising unrestricted personal authority, and having family 
influence over the firm.

Berrone et al. (2010, 87) say that ‘the value of socioemotional wealth 
to the family is more intrinsic, its preservation becomes an end in itself, 
and it is anchored at a deep psychological level among family owners 
whose identity is inextricably tied to the organisation’. SEW suggests that 
families do almost anything to protect their socioemotional endowment, 
even when this has a financial cost. Research shows that families are will-
ing to incur a significant risk to protect their socioemotional wealth 
(Gomez-Mejia et al. 2007).

 Role Confusion in Relationships

In a family business, some conflicting roles are occupied by the same 
people. For example, the founder-entrepreneur may experience the most 
severe role confusion. On the one hand, he wears a founder’s hat and an 
owner’s hat, and, on the other, he puts in long days at work, and he still 
occupies the position of father and figurehead of his family. This confu-
sion is multiplied as his son/daughter or brother/sister or some relatives 
start joining the business. How is he going to behave towards his son – as 
a son or an employee? There is even the question of how they will address 
each other: as dad or Mr X? How does he manage to switch roles, or does 
he even have to? He has a blood relationship with his son or daughter and 
easily gets emotional, so it can be difficult to keep him/her accountable, 
as one could with a non-family member.

In a sibling partnership company, partners may confuse their roles, 
too: are they siblings or partners? Actually, they are both. They cannot 
deny the fact that they are siblings, and again, past emotional charges, 
both positive and negative, will rear their head. A partnership has very 
different dynamics than a blood relationship. In Turkish culture, an older 
elder brother will feel entitled to have the upper hand in terms of leading 
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and making decisions based not on merit but on just being an older 
brother, although all siblings have equal shares in the business. They are 
siblings in life but partners in business. The problem becomes aggravated 
when younger brothers don’t communicate and suppress their feelings 
because of the cultural pressure of being respectful. It seems that many 
ignore this fact and continue to behave as only siblings, which harms the 
quality of the relationship.

One solution to this kind of role confusion is to design the relationship 
out of which a charter is crafted. This kind of relationship design clearly 
sets the boundaries and clearly establishes everyone’s roles and responsi-
bilities and how to keep everyone accountable. A typical constitution 
covers expectations, desires, and relationship design and provides all sides 
with guidance on how to handle some emotional issues such as personal 
style, values, money, and power. Potential sources of conflict are identi-
fied and suggested resolutions discussed. One of the main advantages of 
a partnership charter is that it provides a structure for siblings to address 
issues that will make or break their partnership. Within that structure, 
the needs, priorities, personalities, and circumstances of the siblings dic-
tate what aspects will be emphasized (Gage 2004).

 Gender Issue in Succession and Employment

Although researchers often give little attention to the effects of ‘gender 
and ethnicity’ when studying family companies (Velasco et al. 2013), it is 
of particular importance to consider the gender issue in Turkish culture. 
There are publicly well-known women successors in some big companies 
whose business performances are very high in terms of growth and 
 sustainability. According to the field experience of this chapter’s authors, 
this seems to be an exception in the Turkish case rather than an ordinary 
process experienced around the country. In many parts of the country, 
sons are seen as the necessary heirs of a company and family legacy. This 
unquestioned tradition of succession of sons may hold the company back 
and prevent the family taking advantage of latent talent and cause some 
resentment among female family members and friction in family circles, 
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since girls are no longer complacent and compliant to this tradition, 
though they do not have enough courage and power to change it.

Since this issue is related to culture and how girls are perceived, it is 
hardly possible to create a system wherein families pay attention to this 
sensible and culturally specific matter. It is only a matter of time before 
the culture will change, as companies become international and founder- 
entrepreneurs interact with other cultures and see the benefits of giving 
all children equal opportunities in family businesses.

 The Question of Nepotism

The most fundamental problem that crops up again and again in family 
businesses is to favour family members over non-family members, regard-
less of merit. Family logic often overrules business rationale. Founders of 
firms tend to overlook the weaknesses of their beloved sons or daughters. 
The appointment of an incompetent family member can trigger a couple 
of problems in company operations (Kets de Vries 1996). Firstly, this 
kind of appointment undermines the trust level of non-family members 
because of an imbalance between contributions and rewards. Secondly, as 
a result, this lack of trust negatively affects job satisfaction, motivation, 
and job performance, causing highly qualified non-family members to 
leave the company.

Appointing family members to positions for which they are not quali-
fied complicates the process of performance measurement and compen-
sation. A very common mistake that family businesses make is that family 
members, especially children, are paid not according to the normal com-
pensation range of the position but according to their perceived lifestyle 
and needs. This policy of emotional compensation is not aligned with 
business logic and irritates non-family members. It is strongly advised 
that children be paid on the basis of their position in the company. From 
an emotional perspective, the family may like to support those children 
whose compensation is not enough to cover their lifestyle expenses. This 
support should be given by clearly stating that this is not for the work 
they do but it is of family support.
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 Overlooking Family Conflicts

It is only natural for conflict to arise among family members. For exam-
ple, personal differences among family members in terms of values, moti-
vations, and needs can lead to conflict in the family in general and in the 
business in particular. On an individual level, the strong identification of 
family members with the firm itself, and the intensity of emotions among 
family members because of what the business means to each one of them, 
may be additional causes of interpersonal conflict.

Traditionally, conflict used to be regarded as a characteristic that nega-
tively affected the performance and survival of family firms. Recent 
research has shown that not all conflict is inherently detrimental to firm 
performance. On the contrary, some moderate conflict may serve to 
improve a firm’s effectiveness. In the literature, two kinds of conflict are 
outlined: task conflict and relationship conflict (Kellermanns and 
Eddleston 2006).

It is widely accepted that ‘relationship conflict is associated with resent-
ment, animosity, anger, frustration and hostile behaviors’ (Kellermanns 
and Eddleston 2006, 358). These kinds of highly charged emotions 
resulting from this kind of conflict may have a catastrophic impact on 
both family and business. Quarrels and infighting within a family firm 
can result in insufficient attention being focused upon business needs and 
performance (Kets de Vries 1993). Kellermanns and Eddleston (2004) 
also argue that the potential benefits of task conflict can be reduced or 
even lost when relationship conflict is present in family firms.

One can ask what is optimal in terms of conflict. Kellermanns and 
Eddleston (2006, 360) state that ‘low levels of relationship conflict and 
moderated levels of task conflict will lead to superior performance in 
family firms’. It is not easy to achieve this optimum level given the 
 complexities related to business and family issues. It is beyond the scope 
of this chapter to explain all approaches to conflict management. Suffice 
it to mention that four basic conflict management approaches are studied 
in the research: avoidance, contending, compromising, and collaborating 
(for more information see De Dreu and Van Vianen 2001).
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What is unhealthy is if family members overlook a conflict rather than 
confront it and engage in crucial conversation to resolve it and move 
forward. Although there is no research regarding how Turkish families 
approach conflicts, as an observation of the authors, it can be argued that 
Turkish businesses tend to use an avoidance strategy when a conflict 
arises. Because of the overlapping of the family and the business, and the 
continual interactions of family members, the strategy of avoiding con-
flict might allow family members to focus on the tasks at hand, but the 
overarching problems that created the negative emotions will linger and 
fester (Kellermanns and Eddleston 2006). A high use of avoidance in 
family firms has been associated with low satisfaction with family life, 
high sibling rivalry, and low mutual trust (Kaye and McCarthy 1996).

The overlooking of relationship conflict in a family cannot be sus-
tained and will have a devastating effect on business performance in the 
long run. Therefore, it is recommended that family members learn how 
to collaborate and talk over problems and integrate all members’ views 
into the decision-making process.

2.3  Issues Related to Business Management

As mentioned earlier, there are three main requirements for family busi-
nesses to effectively manage growth and sustainability, namely, to work 
with the very best people for the business, to create a culture of trust and 
transparency, and to put in place rational and efficient business structures 
(Cadbury 2000). In this part of the chapter, we will focus on topics 
and issues that may have a negative impact on these three basic 
requirements.

 Consciousness of Life Cycle of Firm

Much research has been done on the various life cycle stages of enter-
prises, within which various features and issues are faced (e.g. Adizes 
1988). It is clear that organizational challenges and managerial approaches 
vary as the enterprise evolves. As both the family and the business grow, 
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challenges become increasingly difficult to handle. Given the peculiar 
nature of family businesses, it is of paramount importance to be attentive 
and become mindful of the stage in which the business finds itself at a 
particular moment and what kind of management style is needed to sur-
vive and be competitive, and to adjust the business strategy, organiza-
tional structure, and even the leadership and management team 
accordingly.

Research shows that the most common factor in successful and sus-
tainable family businesses – indeed, valid for all types of business – is the 
ability to adapt to both external and internal challenges. External chal-
lenges come from the market and the macro environment of the global 
and national economy, politics, technology, and so forth; internal chal-
lenges originate from the family and the firm.

We have outlined the main traits of the founder-entrepreneur, i.e. hav-
ing freedom and autonomy, not bound to structures, and being innova-
tive. These wonderful qualities may serve the business at the start-up and 
growing stages but may become a curse in a later stage of stabilization and 
creating structures for management of the firm. At the very least, the 
main traits of the founder-entrepreneur may not be compatible with the 
requirements of the firm for creating rational structures. The founder 
might get stuck in the old patterns that made him successful in the first 
place and might resist adapting to the present realities of the firm and the 
market. The mismatch of the senior executive’s leadership style with the 
company’s development stage can have a devastating effect on strategy 
and growth.

There is another life cycle adjustment that is required for the success of 
a family business. This adjustment is about the founder-entrepreneur’s 
life cycle, related to how he behaves over the years (Schwass 2005). This 
perspective includes the life cycle of a founder-entrepreneur over one 
generation of the family business, and suggests differentiating the life 
cycle into three separate phases, which differ in features and require-
ments: ‘do’, ‘lead to do’, and finally ‘let do’ (Schwass 2005). The ‘do’ phase 
is about building up the business, setting the groundwork, and being 
actively engaged with the day-to-day operations of the firm. The main 
focus of the entrepreneur at this stage is to penetrate into the market and 
obtain the cash flow the firm needs. The second phase, the ‘lead to do’, 
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starts with the promotion of the successor to the leadership role with 
clearly defined authority and responsibilities. Lastly, the ‘let do’ stage is 
about the founder’s retirement, leaving the business altogether to the suc-
cessor’s ‘do’ stage of his cycle.

Ateş (2005) established that founder-entrepreneurs in Turkey are very 
reluctant to identify their successors when they are still alive out of fear 
that there will be conflicts among potential successors. This hinders the 
preparation of the successor to take on all responsibilities in the business. 
It is also very common for succession to be determined by family-culture- 
based criteria of age or gender rather than rational and justifiable 
reasons.

 Separation of Ownership and Management

A firm needs to grow in order to be able satisfy the needs of a growing 
family. To this end, it is important to create a ‘meritocratic’ culture where 
a rigorous selection process for the successor is applied and professional 
preparation of family members for managerial positions are in place 
(Chrisman et al. 1998). However, it is unreasonable for a family to assume 
that it will continue to produce the best management competencies 
within the family or that it can always match the requirements of the 
external market in terms of competence. The dynamic and complex 
nature of business aggravates the problem that business requirements are 
always changing. To be able to ensure that the management requirements 
of a business will be met and the challenges of the complex business 
world will be tackled, management of the business should be profession-
alized and made separate from ownership (Chittoor and Das 2007).

Based on their consulting experience and anecdotal evidence from 
three case studies of family businesses, Chittoor and Das (2007, 73) 
argue that management succession to a non-family professional manager 
has a positive impact on succession performance. They also suggest some 
mechanisms that smooth the inclusion of non-family managers in leader-
ship positions: (1) creating some exit mechanisms for family members 
who may pursue their own entrepreneurial ambitions or other careers of 
interest; (2) selecting a successor with some experience within the busi-
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ness rather than an outsider; and (3) including key professional managers 
on the firm’s board of directors.

Findings from a field survey among the members of the Aegean 
Automotive Association show that Turkish founder-managers have a gen-
erally negative approach to transferring business management to non- 
family members (Peksaygılı and Tutan 2015). Kula (2005) researched the 
impact of the roles, structure, and process of boards on the performance 
of Turkish firms and argued that the separation of the chairman and top 
manager positions has a significant, positive impact on subsequent busi-
ness performance.

 Corporate Governance Structure

Corporate governance is accepted as one of the key determining factors 
in the health of a system and its ability to survive economic shocks 
(Iwasaki 2014, 207). Corporate governance is defined as ‘a guidance and 
management structure aligning and organising ownership management 
and business management. Corporate governance comprises three differ-
ent elements: the stockholders’ assembly, the board of directors and the 
top management team’ (Brenes et al. 2011, 280).

Based on their field survey in Ghana, Sarbah and Xiao (2015, 52) 
argue that ‘good governance is a must for every business, but for family 
businesses, corporate governance is a crucial paradigm shift, so significant 
that it determines the continuity or growth of every family business. The 
main goal of good corporate governance is to give direction for families 
in the business as they move on to the next stage of development of their 
businesses, and its consequences on the family and the business as a 
whole’.

In a research survey conducted among SMEs based in the south- 
eastern region of Turkey, Demir and Sezgin (2014) found that SMEs are 
for the most part aware of the necessity of establishing some sort of man-
agerial structure for the sake of firm survival, and the first generation is 
quite cautious regarding the delegating of managerial responsibilities to 
even the younger generation working in the firm.
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It seems that, although some basic institutionalization applications, 
like having an organization chart and job descriptions and preparing stra-
tegic plans, are accepted and implemented quickly in family businesses 
where the first and second generations work together in Turkey, many 
firms fall short of implementing so-called later-phase policies in connec-
tion with governance structures, like those related to identifying a succes-
sor, preparing a succession plan, and effectively applying a family charter. 
As a result, many family firms do not make it to future generations 
(Erdoğmuş 2004; Ateş 2005; Peksaygılı and Tutan 2015).

One study done on the İstanbul Stock Exchange (ISE)-listed compa-
nies in Turkey found that Turkish companies, whether high-performance 
companies (HPCs) (57.90 per cent) or lower-performing ordinary com-
panies (ORDs) (50.68 per cent), generally score only moderately well in 
terms of measures for corporate governance. However, HPCs in Turkey 
scored higher on norms of good corporate governance than comparable, 
but lower performing Ordinary companies (ORDs) (Needles et al. 2012).

 Board of Directors: Processes and Composition

The sound application of corporate governance is very much related to 
the board of directors. The questions surrounding how board members 
are selected, how the board functions, and the responsibilities of the 
board ultimately affect the operations of the management team.

It seems that founder-managers of businesses hardly need a board of 
directors. Over the generations, task conflict increases among family 
members, and consequently, advice and arbitration for resolving conflicts 
require the intervention of a board (Bammens et al. 2008). In particular, 
the third generation of sibling partnerships requires ‘the installation of 
formal governance mechanisms to control employed siblings, and this 
can be considered even more important for the cousin consortium gen-
erational stage’ (p. 167) due to the decreased level of intentional trust.

How a board functions is of critical importance to the performance of 
the firm. Based on their research on Turkish family firms, Kula and 
Tatoglu (2006, 630) found four general processes related to the business 
performance: (1) access to information: useful exchange of ideas at board 
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meetings, with members provided with detailed financial information 
about the company, effective information gathering, enough outside 
information gathering, and sufficient briefing by top management; (2) 
effectiveness of board: effective board meetings, where the board is more 
effective than top management, and the existence of plans for critical 
issues in future; (3) fiduciary responsibility: accountability to sharehold-
ers; and (4) performance evaluation: use of formal procedures to evaluate 
the board.

Research shows that the attributes of the board that are related to low-
ering bankruptcy risk are the size of the board, the age and experience of 
directors, gender diversity, director (co)location, and networks (multiple 
directorships). Associated with a higher bankruptcy risk are board insta-
bility, previous failure experiences, and, albeit weakly, the number of 
independent directors (Wilson et al. 2013, 1383).

 Effective Management of Non-family Members

One of the biggest challenges faced by family businesses is the attraction 
and effective management of non-family employees. Attracting qualified 
non-family employees and fostering value-creating attitudes and behav-
iours among them can be major factors in the success or failure of family 
firms (Velasco et al. 2013).

The main obstacle to achieving this effective management is the lack of 
proper human resource management practices and the widespread appli-
cation of nepotism, mentioned earlier. Removing this obstacle requires 
putting in place effective corporate governance structures and the appli-
cation of human resource management practices. Cetin et  al. (2016) 
found that the inability of family businesses to implement human 
resource systems has its roots in nepotism in recruitment and in the com-
pensation and promotion of employees.
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3  Suggestions and Comments

It seems obvious that keeping a family business together and enabling it 
to grow and flourish is beneficial, particularly for all family members, but 
also for the wider economy. The business must develop in order to fulfil 
the needs of a growing family, and so structures and strategies must be 
built and implemented in such a way that the diverse and conflicting 
needs of all stakeholders are addressed effectively. However, these needs 
must be aligned in a way that considers the ‘egalitarian culture’ of the 
family on the one hand and the ‘meritocratic culture’ of the business on 
the other (Schwass 2005).

Many scholars and family business advisors look for best practices to 
inspire and guide families in business to achieve success, long-term con-
tinuity, and effective succession. Kets de Vries (2017) suggests four main 
areas to focus on for the continuity of a family business. Under these 
headings, the main challenges facing Turkish businesses related to the 
sustainability of both family and business are written as a priority check-
list to which owners should pay special attention. The most important 
ones are shown in bold:

 1. Focus on the Future – for continuity and sustainability:

• Succession planning,
• Proactive next-generation development activities to produce 

successful leaders,
• Fostering intergenerational entrepreneurship and entrepreneurial 

growth,
• Ongoing family-in-business education and development pro-

grammes and processes.

 2. Focus on Fairness – to create trust among all stakeholders:

• Giving everyone a voice, creating the perception that everyone 
can make a difference;
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• Employment, promotion, and compensation of family mem-
bers based on competence and merit;

• Communication, including regular family meetings, and conflict 
resolution processes;

• Emphasis on family unity, culture, and values; avoidance of fac-
tional politics;

• Judicious management of family/business interactions and consis-
tency in practice.

 3. Write a Constitution – to guide family and business interactions:

• Governance structures and processes including independent 
boards, family council, or code of conduct;

• Clear roles, responsibilities, and boundaries for all employed 
family members;

• Establishment of family-in-business policies before the need for 
conflict resolution arises;

• Creating a unifying purpose for the family and family 
philanthropy.

 4. Build a Strong Board – for effective management of business:

• Hiring and retaining professional non-family executives;
• Having respect for the role of management and for managers; 

avoiding meddling;
• Timely use of outside resources and assistance (e.g. advisory boards 

and professional advisers).

Each family business is unique and has its own set of individual idio-
syncrasies, inimitable experiences, and resources resulting from the inter-
actions of family members (its ‘familiness’), which influence its business 
and which can be leveraged to create a competitive advantage (Dana and 
Smyrnios 2010). Given the uniqueness of each family and the business 
founder (entrepreneur), it is therefore reasonable to challenge the 
 assumption that the success and sustainability of a business can be 
improved by the application of a set of best practices, learned from the 
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studies of so- called best-performing family businesses. We tend to ignore 
special features and peculiar conditions that might result in a powerful 
impact on the success of the best-performing family businesses. Therefore, 
any reported success from the use of best practices is unlikely to be repli-
cable unless the conditions (e.g. personalities, family size, family back-
ground, business features, or environmental factors) that made those 
practices successful are also emulated.

In their book Unconventional Wisdom, Lief and Denison state that, in 
relation to any particular family business:

Once a competitor succeeds in opening the cultural treasure trove, he finds 
little to emulate. No patterns, no blueprints – only what is. The firm’s cul-
ture is as intangible as one’s personality – it can be described but not cop-
ied. This quirky uniqueness may hold the key to family enterprise success. 
(2005, 66)

Dana and Smyrnios (2010) argue that it is not possible to produce the 
requisite changes in habits and behaviours of family members unless 
some kind of therapeutic intervention takes place. Because every entre-
preneur is unique and every family is different, each business must find 
its own way to overtake the competition in order to become successful. 
As a first step, the entrepreneur needs to look inward to check his inten-
tions and mindset regarding his dream and the impact he hopes to create. 
He then needs to identify any discrepancy between his own intentions 
and reality and then start changing his assumptions and beliefs about 
himself, his family, and his business. Otherwise, nothing will change.
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