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A B S T R A C T 

Objective: Foreign direct investment (FDI) is an important determinant of develop-
ment. Thus, identifying the main drivers of investment is critical especially for 
emerging markets. The main aim of the article is to verify factors influencing FDI 
flows into Turkey. 

Research Design & Methods: Foreign investment can be affected by structural fac-
tors, such as growth and trade openness; stability factors, such as high fiscal deficits, 
inflation, and exchange rate changes; and global factors, such as the EU accession 
and the level of global liquidity. We examine the importance of these variables in 
affecting FDI flows into Turkey using quarterly data from 1992 to 2010 and cointe-
gration and VECM methodology. 

Findings: We conclude that for Turkey (and perhaps other emerging markets) struc-
tural reforms that expand market size and trade opportunities yield more capital 
inflows than economic stabilisation efforts that address prices, exchange rates, and 
budget balances. Moreover, we find that during that period in Turkey, trade and 
investment were substitutes. 

Implications & Recommendations: Stabilisation efforts to control prices, exchange 
rates, and budgets matter, but not as much as structural reforms that impact market 
potential and trade flows. 

Contribution & Value Added: Previous literature generally finds that FDI and trade are 
complements in emerging countries. This was the case in Turkey as well in the eighties 
and early nineties. We show that the EU candidacy prospects have transformed the 
relationship between FDI and trade in Turkey. 
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INTRODUCTION 

This article focuses on foreign direct investment flows in Turkey. On the basis of the prior 
research we examine the role of structural factors (market size and trade) and stability 
factors (inflation, exchange rates, and fiscal balances) in promoting FDI flows into Turkey 
during the 1990s and 2000s. Our focus on Turkey during those two decades is important 
for several reasons. There was an increasing reliance on capital flows as a driver of Turkey’s 
growth in those decades (İzmen & Yılmaz, 2009). In turn, foreign investment was affected 
by economic events and policy changes during those decades. The financial crises of 1994 
and 2001 probably reduced capital flows. On the other hand, those events were the cata-
lyst to trade liberalisation which can promote FDI inflows. Also, Turkey shifted from a fixed 
to a floating exchange rate regime, which increased the volatility of the Turkish lira and 
led to rising trade and current account deficits (Dağdeviren, Oğuş Binatlı, & Sohrabji, 
2012). This instability can reduce capital flows. 

Aside from the above, two other factors affected FDI flows into Turkey in that period, 
Turkey’s negotiations for the EU accession and the availability of global liquidity. There is 
empirical evidence that suggests that the EU accession could promote FDI flows. FDI flows 
have increased due to the EU membership (Buch et al., 2003) and the European Monetary 
Union participation (Schiavo, 2007; Aristotelous & Fountas, 2012). Bevan and Estrin (2004) 
show that FDI flows into transition countries, whose accession prospects are enhanced, 
increase even after controlling for proximity and labour cost. However, MacDermott 
(2007) finds that NAFTA negotiations did not increase FDI to the negotiating countries. We 
add to this literature by incorporating the impact of the EU accession negotiations begin-
ning in the mid-2000s on FDI flows in Turkey. 

Another important aspect of our sample period is the availability of global liquidity 
which was not incorporated in earlier studies. Rüffer and Stracca (2006) and others com-
pute liquidity as the ratio of nominal money to nominal GDP. Using this measure, Belke, 
Orth and Setzer (2008) show that the 1990s were a period of low liquidity while the 2000s 
are a period of high liquidity. Our focus on this period, therefore, enables us to capture 
the impact of this external factor on FDI in Turkey.  

 We end our empirical analysis in 2010 because of the significant economic and polit-
ical changes in Turkey1 as well as changes in the global environment (rising protectionism) 
and Europe (Euro crisis). 

 The article is organised as follows: the next section examines the discussed back-
ground of foreign investment in Turkey over the last two decades. Then we present the 
methodology which is followed by a discussion of results. The last section concludes. 
  

                                                                 
1 As of 2010, Turkey’s political and social environment started changing. In 2010 Turkey had a controversial ref-
erendum after which the government gradually became more autocratic, which became faster following the 
September 2011 elections (Somer, 2016). Widespread street protests took place against the government in the 
summer of 2013 which became known as the Gezi Park Protests (Yardımcı-Geyikçi, 2014). In June 2015, another 
controversial election took place and the following year, Turkey witnessed the worst terrorist attacks in its his-
tory, with several bomb attacks in the following year (Güneyli et al., 2017). Then, in July 2016, there was a failed 
coup attempt (Esen & Gümüşçü, 2017) after which a state of emergency was declared. 
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LITERATURE REVIEW 

Foreign direct investment (FDI) can promote growth through technology spillovers (John-
son, 2006; Keller & Yeaple, 2009), export promotion, and improved economic stability 
through increased savings and better fiscal positions (Kumar, 2007). However, there is  
a debate about the benefits of FDI for growth. 

Hanson (2001) questions the productivity benefits of FDI while Johnson (2006) finds 
that the benefits of FDI do not extend to all countries. Moreover, Tian, Lo and Song (2015) 
warn that FDI can have positive and negative spillovers. Also, Sunny (2015) finds that FDI 
can crowd out domestic investment. Finally, Arslan and Oğuş Binatlı (2010), as well as Wi-
jeweera, Villano and Dollery (2010) argue that FDI is effective only if there is skilled labour, 
lower corruption levels, and improved infrastructure.  

There is also considerable empirical evidence that FDI can help in growth. Arslan and Oğuş 
Binatlı (2010) find a positive impact of FDI on growth for a sample of 53 countries as Rachdi 
and Saidi (2011) do for 100 developed and developing countries. Kisswani, Kein and Shetty 
(2015) show that FDI helps growth in Estonia and Damooei and Tavakoli (2006) find a small 
positive impact of FDI on growth in Thailand and the Philippines. Omelańczuk (2013) finds 
that the interrelationship between exports and FDI can promote growth in Poland. There is 
also evidence of a beneficial impact of FDI on Turkey’s growth (İzmen & Yılmaz, 2009).  

Given the potential benefits of FDI, it is important to identify drivers of FDI inflows. 
The structural determinants are market size or growth (Nonnenberg & Mendonça, 2004; 
Choong & Lam, 2010; Ucal et al., 2010; Abbas & Mosallay, 2016) and trade openness (Help-
man, 1984; Hummels, Ishii, & Yi, 2001; Nonnenberg & Mendonça, 2004; Kapuria-Foreman, 
2007; Choong & Lam, 2010). Stability factors include sustainable budget deficits as well as 
stable exchange rates and inflation (Nonnenberg & Mendonça, 2004; Erdal & Tatoğlu, 
2002). Of the above, the only ambiguous factor is openness, which is typically expected to 
promote FDI but may reduce FDI if trade and investment were substitutes and FDI was  
a response to trade restrictions. The determinants of FDI have also been investigated in 
Turkey. Bilgili, Tülüce and Doğan (2012) find a negative relationship between imports and 
FDI and a positive relationship between exports and FDI. Erdal and Tatoğlu (2002), as well 
as Dumludag (2009) highlight the role of market size, openness, infrastructure and eco-
nomic stability in attracting FDI flows into Turkey. 

FDI flows in Turkey were very low for most of the 1990s (Figure 1). However, the 2000s 
had much higher levels of foreign investment, especially since 2004 (Figure 1). Sayek 
(2007) notes that Turkey’s share in the world FDI flows was less than 0.3% for the 1990s, 
which increased in the following decade reaching 1% in 2005. The increase in FDI flows 
from 2006 to 2008 is particularly remarkable reaching approximately 20 billion USD annu-
ally, before declining in 2009-2010 due to the global financial crisis (Figure 1). 

The target sectors for this increased FDI flows are shown in Figure 2. Financial and 
insurance activities were consistently an important target sector in that period. Other sec-
tors received substantial investments in some but not in other years. In 2005 and 2006, 
information and communication services received a large amount of FDI and in 2009 and 
2010 electricity, gas, steam and air-conditioning supply was the target of the largest FDI 
investment. The manufacturing sector received consistent but smaller levels of FDI. 
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Figure 1. FDI flows into Turkey 1990-2010 

Source: Central Bank of Turkey. 

 

 
 

Figure 2. Sectoral Composition of FDI Flows into Turkey 2005-2010 

Source: Central Bank of Turkey. 

Since 2005, FDI inflows into Turkey mainly originate in Europe (Figure 3). Within Eu-
rope, the major origin countries are Germany, Austria, Belgium, France, the Netherlands, 
the United Kingdom and Greece. Greece and Belgium have been the source of large but 
sporadic FDI; whereas Germany, the Netherlands and Austria, the three countries where 
most of the Turkish diaspora reside, are the source of smaller but steady FDI. 

Our focus is on the determinants of FDI flows into Turkey in the 1990s and 2000s. 
Table 1 shows that the average annual FDI flows were below 1 billion USD in the 1990s 
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and were significantly higher by approximately 10 billion USD in the 2000s. Global fac-
tors such as the EU accession and the availability of global liquidity can explain why FDI 
flows were higher in the 2000s. We also examine other factors that can shed further 
light on FDI inflows in those two decades. 

 

 

Figure 3. FDI Inflows into Turkey by Region 2005-2010 

Source: Central Bank of Turkey. 

We start with structural factors, growth and trade. At 4%, the annual average real GDP 
growth during both decades was healthy, but masks economic turmoil caused by financial 
crises (including the 2008 global crisis). The trading environment also changed. Until the 
1980s, Turkey was a fairly closed economy, it pursued a more liberalised trade regime at 
the end of the decade, which led to increased trade (Nas & Odekon, 1996). Average annual 
exports and imports in the 1990s were approximately 37 billion USD and 40 billion USD, 
respectively, which exploded to 111 billion USD and 128 billion USD in the 2000s (Table 1). 
Rapidly rising trade with a consistently higher level of imports led to high and unsustaina-
ble current account deficits which have been linked to the 1994 and 2001 Turkish financial 
crises (Oğuş Binatlı, & Sohrabji, 2008) affecting both decades.  

Other factors that impacted FDI flows were stability factors such as rising fiscal def-
icits, exchange rate appreciation, and high inflation rates. The average fiscal deficit to 
GDP ratio for the 1990s was 5.06% and it rose to 5.44% in the 2000s (Table 1). The high 
average fiscal deficit to GDP ratios in the 2000s was due to the very high levels in the 
early 2000s following the crisis. The ratio exceeded 16% in 2001 and stayed high for  
a few more years. The end of the decade saw an improved fiscal deficit position with 
fiscal deficits falling below 1% of GDP from 2006 to 2009 (although it rose to 1.4% in 
2010). Thus, despite the higher average annual fiscal deficit to GDP ratio in the 2000s, 
we find that that period was in a better fiscal position compared with the 1990s. 

The annual real exchange rate appreciation was 3% on average in both decades (Ta-
ble 1). This data includes severe depreciation related to the 1994 and 2001 crises. There 
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were also significant depreciations in 2006 and 2008 indicating increased volatility in the 
2000s, which was expected given the shift to a floating exchange rate regime following 
the 2001 crisis. Inflation was very high in the 1990s with an average annual inflation rate 
of 77% (Table 1). By the 2000s, this figure had dropped to less than 19% (Table 1). This 
improved position is all the more impressive, given the very high inflation rates following 
the 2001 crisis, which lessened significantly after 2004. 

Table 1. Statistics on foreign investment and its determinants 

Factors 1990-2000 annual average 2001-2010 annual average 

FDI USD 0.79 billion US 9.84 billion 

Structural factors 

GDP growth 3.89%* 3.98% 

Exports USD 36.86 billion USD 110.91 billion 

Imports USD 40.32 billion USD 127.92 billion 

Stability factors 

Budget balance/GDP ratio -5.06% -5.44% 

Inflation 76.78% 18.44% 

Exchange rate appreciation  2.97% 3.33% 
Notes: Annual data from 1990 to 2010 is used. * since the measurement of GDP changed in 1998, we leave out 

the growth rate for 1998 
Source: Central Bank of Turkey. 

In some ways, the 2000s were a more dynamic and stable environment. The coun-
try was more open to trade, the EU accession was underway, and inflation was lower 
in the 2000s compared with the previous decade. However, the trade deficit position 
was more volatile and the decade witnessed Turkey experiencing two significant crises. 
So, why did Turkey see rising FDI flows? We analyse this question using the methodo-
logical framework described in the next section. 

MATERIAL AND METHODS 

Based on the theoretical and empirical literature discussed earlier, we examine the struc-
tural, stability, and global determinants of FDI flows. Structural factors include economic 
growth and openness. Growth, which is a proxy for market size, makes a country more 
attractive for foreign investment. An open trading climate has an ambiguous impact on 
investment depending on whether the investment is seen as a substitute or a complement 
to trade. If foreign investors are trying to circumvent trade restrictions, a closed economy 
increases investment flows into the country and vice versa. However, if a foreign investor 
intends to sell their products elsewhere or needs to purchase intermediate imports to pro-
duce their goods, they might find investing in a closed economy less attractive. 

Stability factors include indicators that signal a steady economic environment to 
foreign investors. An unstable environment such as one with high inflationary pressures 
or fiscal unsustainability (high fiscal deficits or debt) is a less attractive investment cli-
mate. Moreover, if the currency is volatile or significantly overvalued, which could lead 
to high and unsustainable trade and current account deficits, investors would be wary, 
leading to reduced capital flows. 
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Finally, there are global factors including Turkey’s progress on the EU candidacy and 
the overall global liquidity environment. The EU accession prospects are expected to have 
a positive and statistically significant impact on FDI flows as do periods of high global li-
quidity (the 2000s, based on the findings of Belke et al., (2008). 

Based on the above, the determinants of FDI are market size, openness, exchange 
rate, inflation, deficit, the EU accession, and the availability of global liquidity. Aside from 
the two global factors, all the other factors affect foreign direct investment and are in turn 
impacted by them. Thus, estimation would require a vector autoregression (VAR) ap-
proach. The structural and stability factors are part of the VAR system, the global factors 
are treated as exogenous. 

The 6-variable vector autoregression with p-lags, denoted as VAR(p), with exogenous 
variables is expressed as follows: 

�� = � + ∑ Γ�
	
�
� ���� + Θ�� + ��  (1) 

where ��  is a 6 x 1 vector of system variables (FDI, market size, openness, exchange 
rate, inflation, deficit) each with p-lags, � is a 6 x 1 vector of intercept coefficients, and 
�� is a 2 x 1 vector of exogenous variables (EU accession and availability of global liquid-
ity). Γ�’s are the 6 x 6 coefficient matrices for the system variables and Θ is the 6 x 2 
coefficient matrix for the exogenous variables. 

The first step is to test for non-stationarity as a standard VAR in levels cannot be used 
if the variables have unit roots. We employ ADF and KPSS tests. If variables are non-sta-
tionary, the analysis should search for a cointegrating relationship among FDI and its de-
terminants. There are two main approaches to cointegration analysis. The Engle-Granger 
method is a single-equation method valid only if a single cointegrating vector exists. The 
Johansen (1988) approach, which estimates a vector error correction model (VECM), can 
handle multiple cointegrating vectors and will find a cointegrating relationship more reli-
ably if it exists. Thus, following Erdal and Tatoğlu (2002), we use the Johansen cointegra-
tion method to identify the main drivers of foreign direct investment in Turkey and esti-
mate a VECM which provides the long-run and short-run relationship between the varia-
bles. Lag length for the test is determined by AIC. 

Estimation results are analysed in the following section. 

RESULTS AND DISCUSSION 

We use quarterly data from 1992 to 2010 to estimate the factors that affect foreign in-
vestment in Turkey. FDI is measured as billions of U.S. dollars of net FDI inflows (denoted 
as FDI). To capture market size, we use the index of industrial production (denoted as IIP) 
rather than GDP. This is a good proxy for two reasons. Firstly, GDP estimation changed in 
Turkey in 1998, which makes this series problematic. Also, IIP captures the productive ca-
pability of a country and is thus an important indicator for investors looking to invest in 
Turkey. The factor openness is included as the sum of exports and imports also measured 
in billions of U.S. dollars (denoted as Trade). For inflation, we use the consumer price index 
(denoted as Prices) and for the exchange rate, we use the IMF-estimated CPI-based real 
effective exchange rate index weighted for Turkey’s major trading partners (denoted as 
REER). Fiscal balance (denoted as Budget) is expressed in thousands of Turkish lira which 
is converted to billions of U.S. dollars using the lira-dollar market exchange rate. The base 
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year is 2005 for all the indices. All variables except Budget are in natural logarithm terms. 
We used data from the Central Bank of Turkey website. 

In addition to the above, we have two dummy variables for the EU accession and the 
level of global liquidity. For global liquidity (GL) we use a dummy variable that captures 
the measures identified by Baks and Kramer’s (1999) and estimated by Belke et al. (2008). 
They conclude that the 1990s were a less-liquid and the 2000s a more-liquid global envi-
ronment. Thus, our variable takes a value of 0 for the 1990s and 1 for the 2000s. We also 
use a dummy variable for the EU accession (denoted as EU) which takes a value of 1 for 
periods following the start of the accession negotiation talks which began in 2005 and 0 
for earlier periods. Table 2 presents the variables and their descriptions. 

Unit root tests are conducted for all the series except the two dummy variables using 
ADF and KPSS tests and are presented in Table 3. Tests were conducted assuming a con-
stant and a constant and a trend. The variables are non-stationary in levels and stationary 
in first differences. 

Table 2. Description of variables 

Variables Description 

FDI Foreign direct investment flows in billions of U.S. dollars 

IIP Index of Industrial Production (base year = 2005) which is a proxy for market size.  

Trade Exports and imports in billions of U.S. dollars 

Prices Consumer Price Index (base year = 2005) 

REER  IMF estimated CPI-based real effective exchange rate index weighted for Tur-
key’s major trade partners (base year = 2005) 

Budget Fiscal balance expressed in Turkish lira converted to billions of U.S. dollars using 
market exchange rate.  

EU Dummy variable equal to 1 after the EU accession talks began in 2005.  

GL Dummy variable equal to 1 after 2000, which is considered a period of high 
global liquidity. 

Notes: all variables except Budget, EU, and GL are in natural logarithm terms. 
Source: Central Bank of Turkey. 

Given this result, we test for cointegration between the variables including exoge-
nous variables described above. The results of the Johansen eigenvalue test shows evi-
dence of one cointegrating relation between the variables2. 

Results of the VECM estimation are presented in Table 4. We start with the long-run 
coefficients. Theoretically, Trade had an ambiguous relation with FDI. We find a negative 
relationship which indicates that in the long run, foreign investment and trade are sub-
stitutes. However, there is literature that suggests that FDI and trade are complements, 
such as a study by Zysk and Śmiech (2014) on Visegrad countries and by Erdal and 
Tatoğlu (2002) on Turkey. Martens (2008) reviews the relationship between FDI and 
trade and concludes that there is enough evidence to show that trade and FDI are com-
plements in emerging countries in most cases, but there are some exceptions, for 
example, Brazil or OECD FDI to Africa. Also, Kreinin and Plummer (2008) find that trade 
and FDI act as substitutes in the cases of regional integration. Thus, our finding suggests 

                                                                 
2 The eigenvalue statistics are 41.74 and 31.72 for the null of no cointegrating relation and at least one cointe-
grating relation, respectively 
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that the previous complementarity between FDI and trade in Turkey (Erdal & Tatoğlu, 
2002), may have been transformed due to integration prospects. 

Table 3. Unit Root Test Results 

Factors 
ADFa KPSSb 

µ µ,τ µ µ,τ 

FDI -1.29 [1] -2.93 [1] 0.92* (6) 0.16* (6) 

∆ FDI -15.04* [0] -14.92* [0] 0.04 (1) 0.04 (1) 

IIP  -0.74 [6] -2.51 [5] 1.07* (6) 0.07 (5) 

∆ IIP -4.90* [5] -4.84* [5] 0.15 (17) - 

Trade 0.36 [6] -1.57 [6] 1.05* (6) 0.13** (6) 

∆ Trade -4.59* [5] -4.56* [5] 0.45 (51) 0.08 (6) 

Prices -4.26* [2] -0.68 [0] 1.07* (6) 0.29* (6) 

∆ Prices  - -6.61* [0] 0.97* (6) 0.15* (6) 

REER  -1.34 [0] -3.42** [2] 1.00* (6) 0.11 (5) 

∆ REER  -5.75* [3] - 0.14 (8) - 

Budget -2.18 [5] -2.20 [4] 0.37** (2) 0.35* (2) 

∆ Budget -4.77* [3] -4.73* [3] 0.10 (14) 0.09 (14) 
Notes: all tests are conducted for a constant (µ) and a constant and trend (µ,τ). * and ** denotes rejection of 
the null at 5% and 10% level of significance respectively. The null for ADF is that the variable is nonstationary 
and for KPSS is that the variable is stationary. a Lag length (in square brackets) is selected based on AIC with 
maximum lag length set at 6. b Bandwidth is in brackets. 
Source: own study. 

IIP and Budget are positively related to FDI while Prices and REER are inversely re-
lated to FDI. The greater the economic potential of a country (as measured by IIP), the 
greater the level of FDI. Price increases and budget deficits which signal instability are 
associated with lower FDI. A higher REER implies an appreciation of the real effective 
exchange rate and hurts FDI. This result also reaffirms the previous finding about trade 
and FDI being substitutes. Thus, the long-run relation between FDI and all structural and 
stability indicators has expected results and is statistically significant. 

In the short run, only three factors have a statistically significant impact on FDI. Once 
again, market size has a positive effect and prices have a negative effect on FDI. Unlike 
in the long run, trade and FDI are complements in the short run. The positive impact of 
openness on FDI reinforces the findings of Erdal and Tatoğlu (2002) and Güngör and 
Oğuş Binatlı (2010). Exchange rate and budget balances do not play a statistically signif-
icant role in FDI flows in the short run.  

Moving on to our two exogenous variables, EU and GL, we find that as expected, 
greater integration with the EU and greater availability of global liquidity lead to 
greater FDI flows into Turkey. Although, EU is not a statistically determinant of FDI at 
usual levels of significance, the adjusted �� test shows that it is an important variable 
in the estimation. This supports the results of Güngör and Oğuş Binatlı (2010) concern-
ing the additional benefits of emerging markets joining economic unions. Moreover, 
emerging markets, unlike developed countries, cannot escape conditions in the global 
environment and are more susceptible to the availability of global liquidity. 
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Table 4. VECM Results 

Variable Coefficient Standard Error 

Long-run   coef f i c ien ts  

IIP  13.57*  (2.48) 

Trade -1.87*  (0.81) 

Prices -0.62*  (0.15) 

REER  -4.16*  (1.28) 

Budget 0.03*  (0.01) 

EU  0.14+  (0.22) 

GL 0.62*  (0.29) 

Error correction term -0.40* (0.12) 

Short - run   coef f ic ients  

∆ FDI -0.44* (0.11) 

∆ IIP 4.69*  (2.06) 

∆ Trade 2.19*  (1.06) 

∆ Prices -2.86**  (1.75) 

∆ REER 0.51 (1.07) 

∆ Budget -0.001  (0.008) 

487.02 =R    

Notes: Lag length of the underlying VAR was determined to be two lags based on AIC. We report long-run and 
short-run results, as well as the coefficients for the exogenous factors and the error correction term. We in-
clude but do not report the constant term. * and ** indicates that the variables are statistically significant at 
5% and 10% level of significance respectively and + indicates that although the variable is not statistically signif-
icant at usual levels of significance, the inclusion of the variable is justified when examining adjusted R2. 
Source: own study. 

Finally, we turn to the error correction term. For long-run equilibrium, this coefficient 
should be negative and less than the absolute value of 1. We find a coefficient of -0.401, 
which is a relatively large coefficient that indicates a quicker convergence to long-run equi-
librium. We calculate the speed of adjustment following Mathisen (2003) and Dağdeviren 
et al. (2012) as the inverse of this coefficient which shows the number of quarters it would 
take to eliminate half the deviation from long-run equilibrium. We find that 50% of the 
deviation in long-run equilibrium is eliminated in less than three quarters.  

In addition to the above, we analyse the impulse response function of FDI to a one-
unit shock to each of the other endogenous variables in the system (Figure 2). These re-
sults are dependent on the order of the underlying VAR system. Based on Wijeweera and 
Mounter (2008)3, we use the following order for the VAR: FDI, IIP, Trade, Prices, REER, and 
Budget. FDI flows respond positively to a unit shock in IIP, Trade, and Budget and nega-
tively to Prices and REER.  

There is a considerable similarity in the magnitude and trajectory of the effects. There 
is a relatively large initial effect which becomes a smaller sustained impact after the third 
quarter which stays beyond the two-year period (graphs of longer periods are not shown 
here). Structural factors (IIP and Trade) have a bigger impact than the stability factors 
(Prices, REER, and Budget). Of the two structural factors, openness (Trade) is more volatile 

                                                                 
3 Wijeweera and Mounter (2008) have variables not included in our VAR and vice versa. We maintain the theo-

retical underpinning to the order. 
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while market capacity (IIP) has a bigger effect. Among the stability factors, the exchange 
rate (REER) dominates while inflationary pressures (Prices) has the smallest impact.  
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Figure 2. Impulse Responses of FDI 

Notes: we present impulse responses for FDI for a one-unit shock to other variables in the system. 
Impulse responses are reported for two years (eight quarters). 

Source: own elaboration. 

Our empirical analysis shows that structural factors (growth and trade) dominate over 
all other determinants of FDI. Moreover, our results highlight the complex relationship 
between trade and FDI which is affected by economic integration. Our finding of the sub-
stitutability between FDI and trade in Turkey in the sample period suggests that the com-
plementarity between FDI and trade in earlier decades in Turkey was affected and trans-
formed by the EU candidacy prospects. 
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CONCLUSIONS 

In this article, we analyse the factors that affect FDI flows into Turkey. Turkey’s struggles 
with economic instability (high prices and deficits) as well as the financial crises which 
led to the introduction of the new Turkish lira and the change in exchange rate regime 
have important implications for attracting capital flows. In addition, Turkey’s experience 
with reforms that liberalised the economy in response to earlier crises as well as due to 
the EU accession make the country an important case study. 

Using cointegration and vector error correction methodology we estimate a long-
run and a short-run impact of market size and openness (structural factors) and prices, 
exchange rates, budget balances (stability factors). Structural factors play an important 
role in the long- and short- run, while stability factors only matter in the long run (except 
prices which are also important in the short run). The EU accession and the availability 
of liquidity (global factors) also have an impact on FDI. 

The role of trade is important and complex. Trade and foreign investment were com-
plementary in the short run. This means that the reforms that have liberalised Turkey’s 
trade regime helped attract capital flows although the impulse responses show some 
volatility. A related result is that the period since the EU accession talks began (which 
increased trade opportunities with the EU common market) saw increased FDI flows. In 
the long run, however, trade is shown to be a substitute for FDI. This result is striking 
given that trade continues to be an integral part of Turkey’s development strategy. Our 
results show that short-run and long-run effects of FDI on trade could be different, which 
might explain some of the mixed results in the literature. On the other hand, a lot of the 
recent FDI into Turkey was in the services, which may be clouding our results about the 
impact of trade on FDI and thus needs further research. 

What lessons does Turkey offer to other countries? For emerging markets trying to 
attract capital flows, Turkey provides a useful insight. Our study shows that emerging 
markets like Turkey are susceptible to global liquidity constraints. Stabilisation efforts 
to control prices, exchange rates, and budgets matter, but not as much as structural 
reforms that impact market potential and trade flows. Moreover, it confirms that there 
are additional benefits for emerging markets that are joining economic unions. It is im-
portant to be cautious about the conclusions. While our study shows the importance of 
these structural, stability, and global factors on FDI flows in general, individual firms may 
experience the impact very differently. Thus, a micro-based firm-level analysis of FDI 
inflows would be a useful complement to this study. 

REFERENCES 

Abbas, S., & Mosallamy, D.E. (2016). Determinants of FDI flows to developing countries: An empirical 
study on the MENA region. Journal of Finance and Economics, 4(1), 30-38. Retrieved from 
http://pubs.sciepub.com/jfe/4/1/4/ on October 1, 2018 . 

Aristotelous, K., & Fountas, S. (2012). What is the impact of currency unions on FDI flows? Evidence 
from eurozone countries. South-Eastern Europe Journal of Economics, 10(2), 87-98. Retrieved 
from https://EconPapers.repec.org/RePEc:mcd:mcddps:2009_10 on October 1, 2018. 



Factors Influencing Foreign Direct Investment Flows into Turkey | 171

 

Arslan I., & Oğuş Binatlı, A. (2010). A stochastic frontier analysis of foreign direct investment and growth. 
Proceedings of the International Conference on International Business. Thessaloniki, 22-23 May.  

Baks, K., & Kramer, C. (1999). Global liquidity and asset prices: Measurement, implications and spill-
overs. IMF Working Paper, No. 168.  

Belke, A., Orth, W., & Setzer, R. (2008). Liquidity and the dynamic pattern of price adjustment:  
A global view. Deutsche Bundesbank Eurosystem Discussion Paper Series 1: Economic Studies, No. 
25. Retrieved from https://EconPapers.repec.org/RePEc:zbw:bubdp1:7564 on October 1, 2018 . 

Bevan, A., & Estrin, S. (2004). The determinants of foreign direct investment into European transition econ-
omies. Journal of Comparative Economics, (32), 775-787. https://doi.org/10.1016/j.jce.2004.08.006 

Bilgili, F., Tülüce, N.S.H., & Doğan, İ. (2012). The determinants of FDI in Turkey: A Markov regime-
switching approach. Economic Modelling, 29(4), 1161-1169. 
https://doi.org/10.1016/j.econmod.2012.04.009 

Buch, C.M., Kokta, R.M., & Piazolo, D. (2003). Foreign direct investment in Europe: Is there redirec-
tion from the South to the East?. Journal of Comparative Economics, 31(1), 94-109. 
https://doi.org/10.1016/S0147-5967(02)00013-6 

Choong, C-K., & Lam, S-Y. (2010). The determinants of foreign direct investment in Malaysia: A re-
visit. Global Economic Review, 39(2), 175-195. https://doi.org/10.1080/1226508X.2010.483837 

Dağdeviren, Ş., Oğuş Binatlı, A., & Sohrabji, N. (2012). Misalignment under different exchange rate 
regimes: The case of Turkey. International Economics, 130, 81-98. 
https://doi.org/10.1016/S2110-7017(13)60045-1 

Damooei, J., & Tavakoli, A. (2006). The effects of foreign direct investment and imports on economic 
growth: A comparative analysis of Thailand and Philippines (1970-1998). The Journal of Devel-

oping Areas, 39(2), 79-100. https://doi.org/10.1353/jda.2006.0002 

Dumludag, D. (2009). An analysis of the determinants of foreign direct investment in Turkey: The 
role of the institutional context. Journal of Business Economics and Management, 10(1), 15-30. 
https://doi.org/10.3846/1611-1699 

Erdal, F., & Tatoğlu, E. (2002). Locational determinants of foreign direct investment in Turkey: A time series 
analysis. Multinational Business Review, 10(1), 21-27. Retrieved from http://citese-
erx.ist.psu.edu/viewdoc/download?doi=10.1.1.456.4487&rep=rep1&type=pdf on October 1, 2018. 

Esen, B., & Gümüşçü, S. (2017). Turkey: How the coup failed. Journal of Democracy, 28(1), 59-73. 
https://doi.org/10.1353/jod.2017.0006 

Güneyli, A., Ersoy, M., & Kiralp, Ş. (2017). Terrorism in the 2015 election period in Turkey: Content 
analysis of political leaders’ social media activity. Journal of Universal Computer Science, 23(3), 
256-79. Retrieved from http://dx.doi.org/10.3217/jucs-023-03-0256 on October 1, 2018. 

Güngör, H., & Oğuş Binatlı, A. (2010). The effect of European accession prospects on foreign direct 
investment flows. Izmir University of Economics Working Papers in Economics, Working Paper 
No. 10/06. Retrieved from https://eco.ieu.edu.tr/wp-content/wp1006.pdf on October 1, 2018. 

Hanson, G. (2001). Should countries promote foreign direct investment? No 9, G-24 Discussion Pa-

pers, United Nations Conference on Trade and Development. Retrieved from https://EconPa-
pers.repec.org/RePEc:unc:g24pap:9 on October 1, 2018. 

Helpman, E. (1984). A simple theory of international trade with multinational corporations. Journal 

of Political Economy, 92(3), 451-471. Retrieved from https://www.jstor.org/stable/1837227 on 
October 1, 2018. 

Hummels, D., Ishii, J., & Yi, K-M. (2001). The nature and growth of vertical specialization in world 
trade. Journal of International Economics, 54(1), 75-96. Retrieved from 
https://ideas.repec.org/a/eee/inecon/v54y2001i1p75-96.html on October 1, 2018. 



172 | Ayla Oğuş Binatlı, Niloufer Sohrabji
 

İzmen, Ü., & Yılmaz, K. (2009). Turkey’s recent trade and foreign direct investment performance. 
Turkey and the Global Economy. London: Routledge, 173-204. 

Johnson, A. (2006). The effects of FDI inflows on host country economic growth. Working Paper Se-

ries in Economics and Institutions of Innovation 58, Royal Institute of Technology, CESIS – Centre 

of Excellence for Science and Innovation Studies. Retrieved from https://econpa-
pers.repec.org/RePEc:hhs:cesisp:0058 on October 1, 2018. 

Kapuria-Foreman, V. (2007). Economic freedom and foreign direct investment in developing coun-
tries. The Journal of Developing Areas, 41(1), 143-54. https://doi.org/10.1353/jda.2008.0024 

Keller, W., & Yeaple, S.R. (2009). Multinational enterprises, international trade, and productivity 
growth: Firm-level evidence from the United States. The Review of Economics and Statis-

tics, 91, 821-831. https://doi.org/10.1162/rest.91.4.821 

Kisswani, K.M., Klein, A., & Shetty, S. (2015). The impact of FDI inflows on real GDP in Estonia: Evi-
dence from a cointegration approach and causality test. The Journal of Developing Areas, 49(4), 
25-40. https://doi.org/10.1353/jda.2015.0127 

Kreinin, M.E., & Plummer, M.G. (2008). Effects of regional integration on FDI: An empirical approach. 
Journal of Asian Economics, 19(5-6), 447-454. https://doi.org/10.1016/j.asieco.2008.09.005 

Kumar, A. (2007). Does foreign direct investment help emerging economies?. Economic Letter, 2(1), 1-8. 

MacDermott, R. (2007). Regional trade agreement and foreign direct investment. The North American 

Journal of Economics and Finance, 18(1), 107-116. https://doi.org/10.1016/j.najef.2006.09.004 

Martens, A. (2008). Trade liberalization and foreign direct investment (FDI) in emerging countries: 
An empirical survey. Department of Economics, University of Montreal. 

Marszk, A. (2014). Economic Integration and Foreign Direct Investment: Review of Main Theoretical 
Concepts. Entrepreneurial Business and Economics Review, 2(3), 79-89. 
https://doi.org/10.15678/EBER.2014.020307 

Nas, T.F., & Odekon, M. (1996). Effects of post-1980 macroeconomic policies on Turkish manufac-
turing. The Journal of Developing Areas, 30(2), 211-22. Retrieved from 
https://www.jstor.org/stable/4192540 on October 1, 2018. 

Nonnenberg, M.J.B., & Mendonça, M.J.C. (2004). The determinants of direct foreign investment in 
developing countries (January). Retrieved from https://doi.org/10.2139/ssrn.525462 on Octo-
ber 1, 2018.  

Oğuş Binatlı, A., & Sohrabji, N. (2008). Analyzing the present sustainability of Turkey’s current ac-
count position. Journal of International Trade and Diplomacy, 2(2), 171-209. Retrieved from 
https://EconPapers.repec.org/RePEc:izm:wpaper:0803 on October 1, 2018. 

Omelańczuk, M. (2013). Export Platform FDI as a Concept for Growth. Entrepreneurial Business and 

Economics Review, 1(1), 91-102. https://doi.org/10.15678/EBER.2013.010107 

Rachdi, H., & Saidi, H. (2011). The impact of foreign direct investment and portfolio investment on 
economic growth in developing and developed economies. Interdisciplinary Journal of Research 

in Business, 1(6), 10-17. 

Rüffer, R., & Stracca, L. (2006). What is global excess liquidity and does it matter?. European Central 

Bank Working Paper Series, No. 696. Retrieved from https://EconPa-
pers.repec.org/RePEc:ecb:ecbwps:2006696 on October 1, 2018. 

Sayek, S. (2007). FDI in Turkey: The investment climate and EU effects. The Journal of International 

Trade and Diplomacy, 1(2), 105-38. 

Schiavo, S. (2007). Common currencies and FDI flows. Oxford Economic Papers, 59(3), 536-560. 
https://doi.org/10.1093/oep/gpl036 



Factors Influencing Foreign Direct Investment Flows into Turkey | 173

 

Somer, M. (2016). Understanding Turkey’s democratic breakdown: Old vs. new and indigenous vs. 
global authoritarianism. Southeast European and Black Sea Studies, 16(4), 481-503. 
https://doi.org/10.1080/14683857.2016.1246548 

Sunny, D. (2015). Do the FDI inflows affect domestic investment?: Issues Before India and South Asia. 
The Journal of Developing Areas, 49(6), 173-87. https://doi.org/10.1353/jda.2015.0108 

Tian, X., Lo, V., & Song, M. (2015). FDI technology spillovers in China: Implications for developing coun-
tries. The Journal of Developing Areas, 49(6), 37-48. https://doi.org/10.1353/jda.2015.0082 

Ucal, M., Bilgin, M., Özcan, K., & Mungo, J. (2010). Relationship between financial crisis and foreign 
direct investment in developing countries using semiparametric regression approach. Journal 

of Business Economics and Management, 11(1), 20-33. https://doi.org/10.3846/jbem.2010.02 

Yardimci-Geyikçi, Ş. (2014). Gezi Park protests in Turkey: A party politics view. The Political Quarterly, 
85(4), 445-53. https://doi.org/10.1111/1467-923X.12112 

Wijeweera, A., & Mounter, S. (2008). A VAR analysis on the determinants of FDI inflows: The case of 
Sri Lanka. Applied Econometrics and International Development, 8(1), 189-98. Retrieved from 
https://EconPapers.repec.org/RePEc:eaa:aeinde:v:8:y:2008:i:1_16 on October 1, 2018. 

Wijeweera, A., Villano, R., & Dollery, B. (2010). Economic growth and FDI inflows: A stochastic fron-
tier analysis. The Journal of Developing Areas, 43(2), 143-58. Retrieved from 
http://doi.org/10.1353/jda.0.0059 on October 1, 2018. 

Zysk, W., & Śmiech, S. (2014). The Influence of Foreign Direct Investment on Foreign Trade in the 
Visegrád Countries from 2001 to 2011. Entrepreneurial Business and Economics Review, 2(3), 7-
18. https://doi.org/10.15678/EBER.2014.020302 

 
 
  



174 | Ayla Oğuş Binatlı, Niloufer Sohrabji
 

 
 

Authors 

 

The contribution share of authors is equal and amounted to 50% each of them. 
 

Ayla Oğuş Binatlı 

Bachelor of Arts in Economics (Boğaziçi University, İstanbul, Turkey); PhD in Economics (Boston 
College, Boston, MA, USA). Her research interests include international economics and environ-
mental economics. 
Correspondence to: Prof. Ayla Oğuş Binatlı, PhD, İzmir University of Economics, Deptartment of 
Economics, 156 Sakarya Cad. 35330 Balçova, İzmir, Turkey, e-mail: ayla.ogus@ieu.edu.tr 
ORCID  http://orcid.org/0000-0002-8291-0010 
 

Niloufer Sohrabji 

Bachelor of Arts in Economics (St. Xavier’s College, Mumbai, India); PhD in Economics (Boston 
College, Boston, MA, USA). Her research interests include international economics and develop-
ment economics. 
Correspondence to: Prof. Niloufer Sohrabji, PhD, Simmons University, Department of Economics, 
300 Fenway, Boston, MA 02115, USA, e-mail: sohrabji@simmons.edu 
ORCID  http://orcid.org/ 0000-0003-4154-4568 
 

Acknowledgements and Financial Disclosure 

 
The authors would like to thank anonymous referees for their useful comments, which have im-
proved the quality of this article. 

 

Copyright and License 

 

 

This article is published under the terms of the Creative Commons 
Attribution – NoDerivs (CC BY-ND 4.0) License 

http://creativecommons.org/licenses/by-nd/4.0/ 
 

Published by the Centre for Strategic and International Entrepreneurship – Krakow, Poland 

 

 

 

 

 

 

 

 

 

 

 

 

 

The copyediting and proofreading of articles in English is financed in the framework 
of contract No. 913/P-DUN/2019 by the Ministry of Science and Higher Education 
of the Republic of Poland committed to activities aimed at science promotion. 

 


