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What Drives Foreign Direct Investment
into Emerging Markets?

Evidence from Turkey

Abstract: The total volume of foreign direct investment (FDI) has increased immensely over
the past decade and has become an important impetus behind the economic growth in
developing countries. This paper examines the driving factors of FDI in Turkey. The data
were collected through a survey of managers and expatriates of firms with foreign capital
operating in Turkey and analyzed using nonparametric and parametrical statistical tests.
The results show that foreign investors in Turkey regard economic and political instability
as the most important barrier and an overwhelming majority of the respondents recom-
mend the establishment of political stability in the country.

Key words: foreign capital, FDI, foreign direct investment, foreign investment, FDI in emerg-
ing markets, FDI in Turkey.

Countries seek for means such as foreign capital to best utilize resources to in-
crease their economic strength and prosperity. Among many forms of foreign capital,
the most beneficial and sought after is foreign direct investment (FDI). The UNCTAD
World Investment Report (2002) shows that the total FDI inflows around the world
amounted to $735 billion in the year 2001.

Turkey has a fifty-year history of commitment to foreign investment, yet the
policy itself only materialized during the 1980s, starting on January 24, 1980, with
the implementation of a comprehensive economic stabilization and liberalization
program. However, between 1980 and 2001, Turkey’s performance in the field has
been below expectations and has not reached the potential to which the country is
trusted. The average annual level of authorized FDI has been around $1.4 billion,
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and the actual inflow was around $690 million per year during this period. It is
only after 1990 that Turkey has been able to achieve a level of $1 billion in actual
FDI flow per year, while during the same period there was an almost fivefold
increase in the total volume of foreign investment in the world (Foreign Direct
Investment Report 2001-2002).

The aim of this research is to determine the reasons Turkey does not rank among
the top countries that attract the most FDI, despite all of its distinctive competen-
cies and competitive advantages. We also analyze the problems that present barri-
ers for FDI entry into Turkey and present recommendations to attract more foreign
investment.

Research Methodology

Oktay (1996), Tuncer (1996), and Onaner (1998) studied and offered reasons for-
eign investors abstained from the Turkish market. The following variables were
identified as the main barriers to FDI entry into Turkey:

1. high inflation,
2. economic and political instability,
defaults by governments and state authorities on promises made to foreign
investors,
high credit costs,
frequent changes in rules and legislation,
lack of protection of intellectual property rights and competition,
lack of implementation of inflation accounting,
excessive bureaucracy,
9. high uncertainty,
10. acts of terrorism,
11. failure to respect and comply with international agreements,
12. informal economy, and
13. excessive government interference and involvement in the economy.

e

i A

We carried out a field survey on these issues related to FDI in Turkey and tested
four hypotheses:

H]I: The predetermined set of thirteen problems listed above can be divided up
into more clear and distinct subgroups that exhibit similar characteristics and
show parallel behavior.

H2: A clear difference exists between the ranks in terms of importance attached
to the problems by the respondents.

H3: There is a parallelism (association) between the ranking tendencies of the
respondents, that is, respondents generally make ranking choices in the same
direction.

HA4: There are correlations between the rating and ranking tendencies of the
respondents and the different demographic criteria; namely, capital level of the
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firm, economic sector, foreign participation share, country of origin, and num-
ber of employees.

Data were obtained by conducting a mail survey through a questionnaire that
was developed and administered to a predetermined sample of respondents. The
target population of the research was all firms with foreign capital operating in
Turkey—a total of 3,707 firms. The sample chosen for research was top executives/
expatriates of 175 firms, all of which are YASED (Foreign Investors Association)
members. The duration of the survey was eight weeks. Out of the 175 people who
were contacted and requested to participate in the survey, 35 had faulty/changed
addresses or changed respondents, reducing the number of eligible participants to
140. There were 66 questionnaires completed and returned, resulting in a response
rate of 47 percent. Participation was voluntary and the respondents were assured of
the anonymity and confidentiality. The questionnaire had ten questions divided into
four instruments: level of importance scale, importance ranking scale, an open-
ended question on “recommended solutions,” and seven demographic questions.

Level of Importance Scale

The interval scale comprised thirteen different criteria on a seven-point Likert scale
utilizing the bipolar adjectives “not a problem” and “very important problem”; the
score “1” stood for “not a problem” and “7” stood for “very important problem”
and respondents were asked to rate the thirteen different predetermined problems
faced by foreign investors in Turkey according to their level of importance on the
seven-point scale. An open-end “other” option was also provided with this ques-
tion to gather information on additional problems perceived by the foreign inves-
tors and their importance ratings.

Importance Ranking Scale

The same thirteen criteria were used in the ordinal scale. This time the respondents
were asked to rank the problems from 1 to 13, with rank 1 assigned to the most
important problem and rank 13 assigned to the least important. Each rank was to
be assigned to only one problem. Here again, in addition to the thirteen criteria, an
“other” open-end option was included in order to collect additional views and
opinions on the subject.

Finally, an open-ended question was posed for recommended solutions per-
taining to the indicated problems. Three nominal scales for capital level, sector of
activity, country of origin, as well as two ratio scales for foreign participation
share and total number of employees were included to gather demographic infor-
mation on the respondents.

Data Analysis and Hypothesis Testing

Data analysis and hypothesis testing were carried out through nonparametric and
parametrical statistical tests. Since the main objective of the research is to measure
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the importance of the problems, first the reliability and factor analysis of the level
of importance scale were carried out.

Level of Importance Scale

First, the Cronbach’s alpha reliability test of the level of importance scale was
conducted. Cronbach’s alpha measures how well a set of items (or variables) mea-
sures a single unidimensional latent construct (Hatcher 1994). It is a coefficient of
reliability (or consistency). As Cronbach’s alpha increases, so does reliability.
Nunnaly (1978) has indicated 0.7 to be an acceptable reliability coefficient, but
lower thresholds are sometimes used in the literature. In our case, @ came out as
0.7747, indicating that the scale was reliable. Hence, it was confirmed that we
could use all thirteen criteria to find a total score. To test H1, we performed a factor
analysis using the principle component method and varimax rotation (Maxim 1999;
McPherson 2001). The result was four factors: economic, confidence, interna-
tional compatibility, and red tape. Since a factor should have at least two items, the
high credit cost item was not a factor but a stand-alone criterion.

To test the “rating” part of H4 using the level of importance scale, we first
investigated whether the degree of importance given to the existing problems (i.e.,
seriousness of the problems as perceived by the foreign investors) differs with the
capital level of their respective firms. For this purpose, a one-way analysis of vari-
ance (ANOVA) test was performed. We found no significant difference between
the total scores of different capital levels (F = 0.2273, p = 0.877). Similarly, we
also carried out ANOVA tests for the four factors and the capital level and found
no significant differences between the different capital levels in any of the factors.
Second, to see if the degree of seriousness of the problems as perceived by the
foreign investors shows differences from one country of origin to the other, we
implemented a one-way ANOVA test. The results yielded F = 0.5247 with p =
0.8647, indicating no significant differences between the scores of the four factors
in relation to the different countries of origin either. Third, to investigate if the
degree of importance assigned to the problems varies among different economic
sectors, we performed a #-test and found no significant difference between the
total scores of the manufacturing and services sectors (¢t = —0.87, p = 0.387). Fi-
nally, to examine the correlation between the degree of seriousness of the prob-
lems and the two variables foreign participation share and number of employees
working at the company, the Pearson correlation coefficient was used. There was
no significant correlation between the total score (degree of seriousness assigned
to the problems) and the two variables employment and participation; but we found
a small, negative correlation between foreign participation share and total number
of employees (r =—-0.3864, p = 0.002).

Other problems that were specified by the respondents and added to the level of
importance scale, along with their frequency (number of respondents reporting)
and importance rating, were reported in Table 1. Responses to the open-end “other”
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Table 1

Responses to the “Other” Option Provided in the Level of Importance Scale

Importance
Frequency rating

Corruption 3 7
Concessions and international arbitration 2 7
Uneven distribution of income and wealth that limits

market growth because of lack of affordability 1 7
Application of laws and justice

(court cases unsure) 1 6
Continuous revaluation of the Turkish lira

versus the euro 1 6
Different government offices giving contradictory

decisions or recommendations 1 6
Education and training 1 6
Enforcement of law 1 6
Legal system dysfunctional 1 6
High taxes (value-added tax, special taxes) 1 6
Unqualified people in bureaucracy 1 5

option were not included in the statistical analysis since they were used to gather
additional information on the subject.

Importance Ranking Scale

To test H2, we first conducted a Friedman two-way ANOVA test. At a 99 percent
confidence interval, we found a significant difference and the mean ranks as given
in Table 2. The lower the mean rank, the higher the level of importance assigned to
the problem by the respondents.

In addition, to match each problem against the other twelve and to see the rank-
ing differences between all such pairs, we applied seventy-eight Wilcoxon matched-
pairs signed-ranks tests and obtained the results shown in Table 3. To test H3, the
estimated Kendall coefficient of concordance indicated significant, but a low asso-
ciation (W= 0.2610, p = 0.0000). To test the “ranking” part of H4 using the impor-
tance ranking scale, we first investigated whether the ranks assigned to the problems
differ with different levels of capital. For this purpose, nonparametric Kruskal-
Wallis one-way ANOVA tests were conducted separately for all the thirteen prob-
lems against the variable capital level. We found a significant difference between
the ranks given to the problem “high uncertainty” for different levels of firm capi-
tal (> =9.8956, p =0.0195).
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Table 2

Friedman Two-Way ANOVA Test of the Importance Ranking Scale

Variable Mean rank
High inflation 4.40
Economical and political instability 2.69
Defaults by governments and state authorities on promises made

toward foreign investors 6.55
High credit costs 6.46
Frequent changes in rules and legislation 6.46
Lack of protection of intellectual property rights and competition 712
Lack of implementation of inflation accounting 7.65
Excessive bureaucracy 712
High uncertainty 5.93
Acts of terrorism 9.49
Failure to respect and comply with international agreements 9.24
Informal economy 9.62
Excessive government interference and involvement in the economy 8.28
N=265

chi-square = 203.1109
degree of freedom = 12
significance = 0.0000

Most important: rank 1; least important: rank 13.

For all other problems, no significant difference was found. Second, to exam-
ine whether the ranks assigned to the problems differ according to economic sec-
tors, a Mann-Whitney U-test was performed for all problems against the variable
sector. We found a significant difference between the ranks given to the problem
“high credit costs” by the representatives of the manufacturing and services sec-
tors (U =348, p = 0.0274). The manufacturing sector, with a lower mean rank,
rated the problem higher than the services sector as it is viewed more important.
Similarly, we found a significant difference between the ranks given to the prob-
lem “informal economy” by the representatives of the manufacturing and services
sectors (U= 324, p=0.0103). Again, the manufacturing sector, with a lower mean
rank, rated the problem higher than the services sector. For all other problems, no
significant difference was found between the two sectors. Third, to determine
whether a relation existed between the ranks assigned to each of the thirteen prob-
lems and the two variables employment and participation, twenty-six Spearman
correlation coefficient tests were carried out. We found a low, positive correlation
between the ranks assigned to the problem “frequent changes in rules and legisla-
tion” and employment (r, = 0.2487, p = 0.049). Similarly, a low, positive correla-
tion was found between the ranks assigned to the problem “excessive bureaucracy”
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and employment (r, = 0.2501, p = 0.048). For all other problems, there was no
significant correlation with the two variables employment and participation.

Other problems that were specified by the respondents and added to the Impor-
tance Ranking Scale included the need for better and more effective enforcement
of law, highness of the taxes (especially value-added tax and other special taxes),
malfunction of the legal system and the need for continuous adjustment of the
Turkish lira against the euro in line with inflation. Responses to the open-end
“Other” option was not included in the statistical analysis since these were used
merely to gather additional information on the subject.

Open-Ended “Recommended Solutions” Question

Among the sixty-six respondents to the survey, forty-three answered the open-
ended “recommended solutions” question. The results and the distribution of an-
swers are shown in Table 4.

Discussion of Results and Conclusion

The findings suggest that the thirteen problems identified by previous studies can
be clustered into four different subgroups with similar characteristics:

* economic factors: lack of implementation of inflation accounting, informal
economy, and high inflation;

* confidence factors: high uncertainty, acts of terrorism, and economic and
political instability;

* international compatibility factors: defaults by governments and state au-
thorities on promises made toward foreign investors, failure to respect and
comply with international agreements, and lack of protection of intellectual
property rights and competition;

* red-tape factors: excessive bureaucracy, excessive government interference and
involvement in the economy, and frequent changes in rules and legislation.

A fifth, stand-alone criterion was high credit costs, which was evidently assessed
as an entirely separate issue by the respondents.

While investigating the relationship between the level of importance assigned
to the problems and the different company criteria, we observed a low and nega-
tive correlation between foreign participation share and total number of employ-
ees. This finding suggests that as the foreign participation share in the company
increases, we observe a parallel decrease in the number of people employed in the
company. This could possibly be attributed to the well-known observation that
foreigners put more emphasis on efficiency and cost saving and abstain from hir-
ing and employing unnecessary personnel.

No other interrelationship was found between the degree of importance given
to the problems and the different company criteria. The most important other prob-
lems specified and highly rated by the foreign investors were corruption, conces-
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Table 4

Open-Ended Responses to the Question “What Would Be Your
Recommendation(s) for the Solution of These Problems?”
(based on 43 participants responding to the question)

Number of
participants
reporting

Political stability and strong governments for long-term decisions

and structural reforms in order to improve and stabilize the

economic environment 30
Change of the election system and political parties’ law to

increase political stability 8
Cut budget deficit and internal debt; bring down inflation 5
Privatization 5
Apply international laws and regulations to attract foreign

investors: international arbitration, protection of intellectual

property rights, and inflation accounting 4
Small size state—less government/state intervention and regulation 4
Allocate more money into education/training, leading to more

qualified personnel and better (higher income) jobs 3
Turkey has to improve its public relations and promotional activities

and market itself better to the rest of the world 3
Better bureaucracy 2
Improve the legal system—justice reform 2
A better foreign investment administration and special attention given

to this issue by the government 1
A more open, incentive, democratic system 1
Better organized sector representation 1
Establish transparent status governing foreign investment 1
Formation of an economic board/committee of economists with the

objective of making recommendations to the government 1
Have better politicians 1
Integration with the European Union (ultimately) 1
Liberalization 1
Long-term institution of values back into Turkish culture 1
Make new and applicable regulations on banking system and fiscal law 1
More effective taxation system to reduce inflation 1
Only time and flow of events will determine the outcome 1
Social responsibility awareness—make people hold politicians

accountable 1
Social security reform 1
Unfair competition (nonrecorded economy) has to be controlled 1
Unfair income distribution has to be adjusted 1
YASED (Foreign Investors Association) 1
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sions and international arbitration, and uneven distribution of income and wealth
in Turkey.

Next, we found clear differences between the ranks given to the problems by the
respondents. The two highest ranked problems were economic and political insta-
bility and high inflation. The other three groups of problems showed no statistically
significant ranking differences between themselves. The first group included high
uncertainty, high credit costs, frequent changes in rules and legislation, defaults by
governments and state authorities, and excessive bureaucracy, while the second
group comprised of lack of protection of intellectual property rights and lack of
implementation of inflation accounting. The final group constituted four problems:
excessive government interference and involvement in the economy, failure to re-
spect and comply with international agreements, acts of terrorism, and informal
economy, completing the set of thirteen. The group of two including the “lack”
problems actually displayed no significant detachment from its predecessor group
of five (high uncertainty and so on) with higher rankings. However, we observed a
clear difference between these two groups of problems in their behavior toward the
problem of excessive government interference and involvement in the economy.
There was a significant difference between the “excessive government” problem
and all the problems in the group of five. Conversely, no significant difference was
observed between this problem and the group of two (see Table 3).

The parallelism in the ranking tendencies of the respondents was established by
using the concordance test. This result is expected since all foreign capital firms in
Turkey face similar problems and hence their rankings are similar to each other.
The finding that association seems to be low could be due to a large set of thirteen
problems and we asked the respondents to rank them all. If we had given them
merely the top five problems, the concordance probably would have been much
higher. Besides, as we will see below, no significant differences of the rankings
with any of the demographic (company) criteria was found, which supports and
verifies the concordance result.

Even though the analysis did not indicate any significant interrelationship be-
tween the ranks assigned to the problems and the different company criteria, we
found significant difference between the ranks given to the problem “high uncer-
tainty” for different levels of firm capital. This could be attributed to the fact that
as the capital level of the firm increases, so does the investment of the foreigners
and the risk they are taking in a foreign country. Hence it is natural that as their
investment increases, so does their uneasiness and sensitivity toward a high uncer-
tainty atmosphere because of the higher uncertainty.

Next, we found significant difference between the ranks given to the problem
“high credit cost” by the representatives of manufacturing and services. The manu-
facturing sector, with a lower mean rank, rated the problem higher than the ser-
vices sector and viewed it more important. Again, this is to be expected since a
manufacturing enterprise usually has more FDI than a service enterprise and oper-
ates with more external borrowing, especially in the form of bank credits and
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loans. Therefore, high credit costs are regarded as a more serious problem by the
manufacturers and hence ranked higher.

Similarly, we found significant difference between the ranks given to the prob-
lem “informal economy” by the representatives of manufacturing and services.
Again, the manufacturing sector, with a lower mean rank, rated the problem higher
than the services sector and viewed it as more important. Here, the case could be
made for the informal economy in Turkey, which has a more adverse effect on the
manufacturing sector since the products traded within this unregistered business
activity are mostly substitutes, hence direct competitors of products made by reg-
istered manufacturing firms.

A low and positive correlation exists between the ranks assigned to the problem
“frequent changes in rules and legislation” and employment. It appears that as the
total number of employees in a company increases and the organization gets big-
ger, so do the complexity of the internal procedures and the difficulty to adapt to
change. Hence, whenever a new rule, regulation, or law comes out, it is more
difficult for a larger company to make the transition and adapt to the change. Natu-
rally, as the frequency of these changes increases, so does the magnitude of the
problem for such organizations.

Very closely linked to the above observation, we also discovered a low and
positive correlation between the ranks assigned to excessive bureaucracy and em-
ployment. Exactly the same reasoning and logic as above could be utilized for this
case since the two factors, “excessive bureaucracy” and” frequent changes in rules
and legislation,” reflect similar problems.

Overall, the results indicate that foreign investors regard economic and politi-
cal instability as the most serious FDI barrier and hence an overwhelming major-
ity of the respondents recommend the establishment of political stability. As political
stability improves and governments stay in power relatively long term, foreign
investors are likely to invest more in Turkey.
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