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of theglobalworld that arise in changingpublicfinances aredesired tobe solved. In this chapter,
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methodhasbeenused,thefindingsshowthatthereisapositiverelationshipbetweenKOFGlobalization
Indexandexternaldebtindevelopingcountries.Whenitisexaminedfromtheperspectiveofthesub-
indexesofglobalization,itisseenthattheeconomicglobalizationindexispositivelyrelatedtoexternal
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panel thresholdregressionmethods.Thefindingsof thestudysuggest that therelationshipbetween
publicdebtandeconomicgrowthislinear.Thepublicdebtthresholdisestimatedat99.75%forOECD
countriesbutitisstatisticallyinsignificant.WhilethepublicdebttoGDPratioisbothbelowandabove
thisthreshold,theeffectofpublicdebtoneconomicgrowthisnegativeandstatisticallysignificant.There
isnoevidenceoftheexistenceofanon-linearrelationshipbetweenpublicdebtandeconomicgrowth.
Thesefindingsareexpectedtoguidepolicymakersintheimplementationoffiscalpolicies.
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Thischapterexaminestheeffectsofstructuraladjustmentprogramsdesignedunderthesupervisionof
IMFandWorldBankonlabormarkets.Theseleadingfinancialinstitutionsarepartofglobalfinancial
systemandtheyfinancecountries.Inreturn,thecountriessatisfytherequirementsimposedbyIMFand
WorldBank.TherequirementsimposedbyIMFandWorldBankincludesdevastatingmeasuresforlabor
market,includingprivatization,deregulationoflabormarket,andflexibilization.Thereisconvincing
evidencethatstructuraladjustmentprogramsslowdowneconomicgrowthsohurtsemployment.Besides,
thelabormarketsstartedtobeconstitutedbyunsafeworkplaceswithoutrulesasaresultofderegulations
andflexibilizations.Mostoftheworkerslostsocialsecurityandworkplacesecurity.Feminization,child
labor,increasingworkincidentsarethemainsevereresultsofthepoliciesdesignedunderpressureof
IMFandWorldBankonlabormarket.
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TheLocalGovernmentEconomicsinGlobalizationProcess.............................................................. 74
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Theglobaleconomicandsocialactorsarerestructuringbothprivateproductionandpublicproduction
patterns.Thischangeprocessiscalledglobalization.Theglobalizationprocessbringsnewopportunities
withit.Oneoftheseopportunitiesistoincreasetheefficiencyofthelocalgovernmenteconomicsin
publicfinance.Theprocessesofglobalizationandlocalizationaretwinprocessesandareprogressing
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communicatewithlocalgovernmentsthemselves.Inthiscontext,becomingamemberofalocalgovernment
getsaheadofbeinganation-statecitizen.Intheglobalizationprocess,existingpublicgoodsproductions
aretryingtosimulatethemarket.Sucheffortsrequirethepubliceconomytoadapttothemarketandsuch
adaptationischaracteristicofthelocalgovernmenteconomicsitself.Internationalcapital,ontheother
hand,seescentralgovernmentasaforcetobeovercomeandwantstoestablishfirst-handcommercial
relationswiththelocalunits.
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applyingnewtaxes.TheRobinHoodtaxisbasedontheideaofgivingittothepoor.Accordingtothis
idea,thefinancialsectorwillbetaxedintimesofcrisisandthetaxburdenthatcountrieshavetobear
willbereduced.Moreover,theimportantpointhereisrelatedtotheusageareaoftheincomederived
fromtaxationofthefinancialsector.Thesetaxeswillbetransferreddirectlytothepublic(i.e.,tothe
peoplewhosufferfromthecrisis).Thus,theideaoftransferringfromtherichtothepoorwilltakeplace.
Inthischapter,theapplicabilityofRobinHoodtaxwillbedeterminedbyconsideringthemainfeatures
ofthetax,andthetaxwillbeexaminedbeforethesocialstateprinciple.Inthisdirection,thesuperior
aspectsofthesaidtaxwillbedetermined,andsomesuggestionswillbemade.
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TheBEPSActionPlan,whichwaspreparedbyOECDuponthecallofG20countriesinordertoovercome
thisproblem,wasannouncedon19July2013,anditwasapprovedintheG20Leader’sSummitthat
washeldinSaintPetersburginSeptember2013.Thischapterdiscussesthementionedactionplanand
theprobableeffectsofthisplantoTurkey.Inthisrespect,evaluationofthementionedactionplanwill
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directionofcausalitybetweenlong-termcoefficientestimationsandvariables.Whiletheresultsofthe
long-runcoefficientobtainedfromthestudyshowdifferencesaccordingtothecountries,abi-directional
causalityrelationshipisdeterminedbetweentaxrevenuesandforeigntrade.Thediminishingeffectof
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Foreword



Publicfinanceisanemergingsciencethatdealswiththeprovisionofresourcesnecessaryforthepro-
ductionofpublicgoodsandservicesundertakenbystates,makingpublicexpenditures,establishing
a reasonablebalancebetweenpublic revenuesandexpenditures,andexamininganumberofpolicy
instrumentsusedinstateinterventionintheeconomy.

Economicproblemsataglobalscale,bothinthepastandinthefuture;Thephenomenonofinterna-
tionaleconomicrelationsandthenewfunctionsundertakenbythestatesinthefaceofthesedevelop-
mentsincreasetheimportanceofpublicfinances.

Inthisbook,Global Challenges of Public Finance and International Relations,isincludedthere-
viewspreparedbyacademiciansfromdifferentuniversities.Thestudiesinthebookmainlyfocuson
issuesarisingfrominternationaleconomicrelationsandpublicfinanceissuesrelatedtoglobalization.

IbelievethatthisworkwhicheditedbyTokatGaziosmanpaşaUniversityFacultyofEconomicsand
AdministrativeSciencesDepartmentofFinancefacultymembersAssoc.Dr.Prof.DenizŞahinDuran,
Dr.DoğanBozdoğanandDr.YusufTemürwillmakesignificantcontributionstothepublicfinance
literature,andIhopeitwillbeusefultoreaders.

Yusuf Ziya Taşkan
Ankara Yildirim Beyazit University, Turkey
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Preface



Themainpurposeofthiseditedbookistosystematicallyexaminethepresentinternationalfinancial
eventsandinstitutions,internationalfinancialrelations,fiscaldifficultiesanddilemmas,discussionsand
solutionsforpotentialproblems.Inotherwords,thisstudyaimtoidentify,categorizeandrankthelatest
internationalfinancialneedsarisingfromincreasingglobalizationandthesolutionsandorganizations
formeetingtheseneeds.Thekeyfocuseswillbethefollowing:

• Whatarethelatestinternationalpublicneeds(publicgoodsand/services),thefinancingformsof
theseneeds,thepossibleproblemsandproposedsolutions?

• Whatarethelatestissues,problemsandproposedsolutionsininternationaltaxation?
• Whataretheeffectsoftherecentdevelopmentsinthescopeandnatureofinternationalfiscalrela-

tionsoncountries’systemsofincomeandexpenditureandoninternationalfiscalpolicies?
• Whatarethecurrentaims,policies,functionsandeffectsofinternationalfinancialinstitutions?

Internationalpublicfinancewhoseimportanceandstudyissuesarerisingisanimportantsubdicipline
ofpublicfinance.Internationalfinanceisaverycontroversialanddynamicfield.Firstofall,international
financialeventsandinstitutionsareconstantlychanging,developingandexpandinginadynamicpro-
cess.Thistoorequiretheconductionofstudiesthatwilldiscussthenewagendaandproposesolutions
fordilemmasandproblems.Thedynamismofinternationalpublicfinancenecessitatesthatthestudies
thathavebeenconductedinthisfieldberevisedandrefreshedwithnewones.Thus,scientistsofpublic
financeareexpectedtomakeresearchesoninternationalfinanceandprovidesolutionandinnovation.
Withamultinationalfocus,theproposedbookhasthepotentialtobroadenthestudyareaofinternational
publicfinanceandoffersolutionandinnovation,providingnewstudyareasforscientistsoffinance.
Ontheotherhand,therearemanytopicsanddebatesininternationalfinancialissuesthathavenotbeen
resolved,althoughtherearesomedefinitionsandconceptsthathavebeenacceptedtodate.Forinstance,
althoughtheconceptofinternationalpublicgoodshasbeenestablished,newinternationalpublicneeds
arisedaybyday.Theissueoffinancingofinternationalpublicgoodsisstillaseriousmatterofdebate
becauseahealthyfinancingmechanismhasnotyetbeenestablished.Again,forexample,whilethereare
manytaxationproblemsanddebatesthathavenotyetbeenresolvedinternationally,manynewtax-related
problemslikeinternationaltransferpricing,taxationofvirtualprofits,taxationofelectroniccommerce
arebeeingaddedtoexistingones.Theseareincreasingtheneedforstudiesinthisdirection.Itispossible
toincreasethenumberofexampleswhichrevealwhythiseditorialbookisimportant.Undoubtedly,by
presentingmanyimportantinformationtorelatedliteraturesalongwiththevaluableacademicstudies
ofparticipants,thebookwillprovidesignificantcontributionstothetopicsbeeingdiscussed.

xvi
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Thisbookhastotalof14chaptersandisdividedintofivesections:“OverviewofGlobalization,”
“TheEffectsofGlobalizationonPublicFinanceSystem,”“InternationalTaxesandTaxationPolicies,”
“InternationalEconomicRelationsintheEuropeanUnion,”“InternationalFinance.”

Chapter1pointsoutthatglobalizationreferstotheintegrationofeconomic,social,political,cultural
andtechnologicalconnectionsbetweencountries.Inthiscontext,theconceptofglobalizationincludes
everycountryandeverysocialstructureintheworldwithallitsaspects.Forthisreason,theglobal
influenceofglobalizationcanbesaid.Today,theirrefutablerealityofthechangingandtransforming
characteristicsoftheglobalizationprocessisacceptedbythestates,anddeterminationsaremadein
thissenseandmeasuresaretakeninthesenseofnegativeeffects.Thischangealsoaffectsinternational
publicfinance.Thecommonproblemsoftheglobalworldthatariseinchangingpublicfinancesare
desiredtobesolved.Inthisstudy,differentperceptionsanddimensionsofthephenomenonofglobaliza-
tionareexamined.Inthiscontext,perceptionsofglobalizationhavebeenconfusedandthedimensions
ofglobalizationandtheproblemsbroughtaboutbythesedimensionshavebeentriedtoberevealed.

Chapter2focusesontheanswertothequestionthathasbeenresearchedtheoreticallyandempirically.
KOFGlobalizationIndexhasbeenusedasthemeasureofglobalizationunliketheempiricalliterature
thatexplorestherelationshipbetweenglobalizationandexternaldebt.Inthestudywherepaneldata
analysismethodhasbeenused,thefindingsshowthatthereisapositiverelationshipbetweenKOF
GlobalizationIndexandexternaldebtindevelopingcountries.Whenitisexaminedfromtheperspec-
tiveofthesub-indexesofglobalization,itisseenthattheeconomicglobalizationindexispositively
relatedtoexternaldebt.Socialandpoliticalglobalizationhasnoeffectonexternaldebts.Impactofthe
controlvariablesusedintheanalysisonexternaldebtsissignificantandnegative.Fromthis,itcanbe
saidthatgeneralglobalizationandeconomicglobalizationhaveincreasedexternaldebtofthenations.

Chapter3isaboutthattherelationshipbetweenpublicdebtandeconomicgrowthisexaminedfor
OECDcountries.Inordertodeterminethisrelationship,thedatabetween2002and2016isanalyzed
usingpanelthresholdregressionmethods.Thefindingsofthestudysuggestthattherelationshipbetween
publicdebtandeconomicgrowthislinear.Thepublicdebtthresholdisestimatedat99.75%forOECD
countriesbutitisstatisticallyinsignificant.WhilethepublicdebttoGDPratioisbothbelowandabove
thisthreshold,theeffectofpublicdebtoneconomicgrowthisnegativeandstatisticallysignificant.There
isnoevidenceoftheexistenceofanon-linearrelationshipbetweenpublicdebtandeconomicgrowth.
Thesefindingsareexpectedtoguidepolicymakersintheimplementationoffiscalpolicies.

Chapter4examinestheeffectsofstructuraladjustmentprogramsdesignedunderthesupervisionof
IMFandWorldBankonlabormarkets.Thisleadingfinancialinstitutionsarepartofglobalfinancial
systemandtheyfinancecountries.Inreturn,thecountriessatisfytherequirementsimposedbyIMF
andWorldBank..TherequirementsimposedbyIMFandWorldBankincludesdevastatingmeasures
forLaborMarket, includingprivatization,deregulationof labormarketandflexibilization.There is
convincingevidencethatstructuraladjustmentprogramsslowdowneconomicgrowthsohurtsemploy-
ment.Besides,thelabormarketsstartedtobeconstitutedbyunsafeworkplaceswithoutrulesasaresult
ofderegulationsandflexibilizations.Mostoftheworkerslostsocialsecurityandworkplacesecurity.
Feminization,childlabor,increasingworkincidentsarethemainsevereresultsofthepoliciesdesigned
underpressureofIMFandWorldBankonlaborMarket.

Chapter5showsthattheglobaleconomicandsocialactorsarerestructuringbothprivateproduction
andpublicproductionpatterns.Thischangeprocessiscalledasglobalization.Theglobalizationprocess
bringsnewopportunitieswithit.Oneoftheseopportunitiesistoincreasetheefficiencyofthelocalgov-
ernmenteconomicsinpublicfinance.Theprocessesofglobalizationandlocalizationaretwinprocesses

xvii
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andareprogressingsimultaneously.Withtheglobalization,internationalcapitalwantstominimizethe
nationstateandtocommunicatewithlocalgovernmentsthemselves.Inthiscontext,becomingamember
ofalocalgovernmentgetsaheadofbeinganation-statecitizen.Intheglobalizationprocess,existing
publicgoodsproductionsaretryingtosimulatethemarket.Sucheffortsrequirethepubliceconomy
toadapttothemarketandsuchadaptationischaracteristicofthelocalgovernmenteconomicsitself.
Internationalcapital,ontheotherhand,seescentralgovernmentasaforcetobeovercomeandwantsto
establishfirst-handcommercialrelationswiththelocalunits.

Chapter6pointsoutthattaxescannotbedeniedinordertopreventfinancialcrisesandeconomic
crises.Intimesofcrisis,itissometimespossibletointerveneintheseperiodsbydecreasingtheexisting
taxratesandsometimesbyapplyingnewtaxes.ThebasisoftheRobinHoodtaxisbasedontheideaof
givingittothepoor.Accordingtothisidea,thefinancialsectorwillbetaxedintimesofcrisisandthe
taxburdenthatcountrieshavetobearwillbereduced.Moreover,theimportantpointhereisrelatedto
theusageareaoftheincomederivedfromtaxationofthefinancialsector.Thesetaxeswillbetransferred
directlytothepublic,ietothepeoplewhosufferfromthecrisis.Thus,theideaoftransferringfromthe
richtothepoorwilltakeplace.Inthischapter,theapplicabilityofRobinHoodtaxwillbedetermined
byconsideringthemainfeaturesoftaxandthetaxwillbeexaminedbeforethesocialstateprinciple.In
thisdirection,thesuperioraspectsofthesaidtaxwillbedeterminedandsomesuggestionswillbemade.

Chapter7underlinestheBEPSActionPlan,whichispreparedbyOECDuponthecallofG20coun-
triesinordertoovercomethisproblem,wasannouncedon19July2013,anditwasapprovedinthe
G20Leader’sSummitthatwasheldinSaintPetersburginSeptember2013.“Themeasurespackage,
whichisdevelopedwithinthescopeofG20/OECDBaseErosionandProfitShifting(BEPS)projectin
ordertocreateafairerandmoremoderninternationaltaxsystemglobally,”wasapprovedintheG20
Leader’sSummitFinalDeclarationthatwasheldunderthepresidencyofTurkeyinAntalyabetween
thedatesof15-16November2015.Inthisstudy,itisaimedtodiscussthementionedActionPlanand
theprobableeffectsofthisPlantoTurkey.Inthisrespect,evaluationofthementionedActionPlanwill
bemadefromtheTurkeyperspectivebyfocusingonthemostimportantactionsoftheOECDAction
Planthatitputforwardforensuringtheinternationaltaxequity.

Chapter8investigatesthepotentialimpactsofglobalizationontaxrevenueswithreferencetotheo-
reticalexplanationswithinthecontextoftaxandglobalization.Inthestudy,G10countrygroupandthe
databelongingtothesecountriesbetweentheyearsof1990-2015areused.Inordertodeterminethe
relationshipsbetweentaxrevenuesandglobalization,cross-sectionaldependencytest,slopeheterogeneous
testsare,andmoreoverbootstrappanelGrangercausalitytestswereusedtounderstandthedirection
ofcausalitybetweenlong-termcoefficientestimationsandvariables.Whiletheresultsofthelong-run
coefficientobtainedfromthestudyshowdifferencesaccordingtothecountries,abi-directionalcausal-
ityrelationshipisdeterminedbetweentaxrevenuesandforeigntrade.Besidesthediminishingeffectof
globalizationfoundonthetaxrevenuesofnationstatesconsideredwithinthescopeofthestudy.Itcan
bethoughtthattheseoutcomesmayprovidesomepreliminaryinformationtopolicymakers.

Chapter9underlinesalongwiththeglobalfinancialcrisisthattookplacein2008,theineffectiveness
ofotherpoliciesusedforexitingfromthecrisishasbroughtbackthefeasibilityoffiscalpolicyasan
alternative.Itisacceptedthattheonlywaytoovercomethesevereshrinkingofthetotaldemandduring
2008globalfinancialcrisisisexpansionaryfiscalpolicyappliedglobally.However,differencesinthe
subjectiveconditionsoftheEUmembercountriesinparticularhavenotmadeitpossibletoimplement
anexpansionaryfiscalpolicyforallofthemembercountries.MoredevelopedEUcountrieshavebegun
tocarryoutfromexpansionaryfiscalpolicies,whilethelessdevelopedoneshavebeguntoconduct
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contractionaryfiscalpolicies.Withtheawarenessthatthefinancialstabilityisapublicgood,theob-
stacles,challengesontheglobalfiscalpolicyimplementationbytheEUmemberstatesarediscussed
byexaminingfiscalpoliciesperformedduringandafter2008globalfinancialcrisis.

Chapter10discoursestheMaastrichtTreatybroughtmanyinnovationsintheprocessofharmoniza-
tionoftheEU.Thistreaty,whichwasrealizedin1993,aimstoharmonizetheeconomic,financial,legal
andpoliticalaspectsoftheEUmembers.Twobasicfinancialcriteriawereidentifiedinthefinancial
stabilityandharmonizationprocess.Thefirstistheratioofmembercountries’budgetdeficitstoGDP.
Thesecondistheratioofthemembercountry’spublicdebttotheGDP.Inthisstudy,itwillberevealed
howEUmembercountriesareadapting tofinancialcriteria.For thispurpose, reportsandstatistics
publishedbyinternationalorganizationssuchasOECD,EUwillbeexamined.Itwillbeseeninmany
oftheEUmembercountriescannotadapttothesecriteria.Especiallyafterthe2008GlobalFinancial
Crisis,thereweredifficultiesinadaptingtothesecriteria.TheEUCouncilputintoeffectseverallegal
regulationsintheharmonizationprocess.Althoughmanylegalsanctionswereputintoeffectforthis
purpose,successincomplyingwiththefinancialcriteriawerenotachieved.

Chapter11showsthatinthecontextofglobalization,thereisadireneedforunderstandingvarious
governancepracticesatabroad.Goodcorporategovernanceneedstoaddresstheprinciplesofgovern-
mentandpublicenterpriserelationshipandcreatethefundamentalpillarsbasedonwhichthegoverning
boardcanbecomeeffective.Thispaperfocusesonunderstandingthestandardpracticesinglobalcorpo-
rategovernanceissuesandproblems,policyimplicationsbyconsideringaselectcountrywiseanalysis
likeAustralia,Canada,Scotland,NewZealand,Iceland,IndiaandUAEetc.Hence,thepapermakesa
comparativestudyofpresentcorporategovernancepracticesinselectedcountries.

Chapter12explainsthatforeignaidsareimportantforthedevelopmentofpoorcountries.Therefore,
intheliterature,specialattentionisgiventotheanalysisofforeignaids.Thischapterinvestigatesthe
factorsaffectingflowofforeignaidstodevelopingandlessdevelopedcountriesandalsowelfareimpacts
offoreignaids.Forthispurpose,paneldataon71countriesreceivingaidsfromDevelopmentAssistance
Committeemembercountriesareemployedfortheperiodbetween1996and2013.Theresultsshow
statisticallysignificantimpactsofrealincomepercapita,tradeopenness,migrationflowsasashareof
totalpopulationandgovernancemeasures.Moreover,althoughforeignaidsarefoundtoimprovethe
welfareofreceiptcountries;fordonorcountries,resultsdonotindicateanyevidenceofwelfareeffects.
Asaconclusion,thepoverty,donor’sinterestrepresentedbydeclineinmigrationflowsandgovernance
qualityarefoundtobesignificantdeterminantsofforeignaidallocation.

Chapter13pointsoutthattheimportanceofglobalpublicgoods(GPGs)isincreasingeveryday.As
aresult,theconceptbecomeanimportantpartofinternationalpolicymaking.Thereisahugeliterature
onthedefinitionandclassificationofGPGs,aswellasthefinancingproblemsofthem.GPGsaregen-
erallyfinancedthroughthedevelopmentaidsgivenbyinternationalorganisationsandsomedeveloped
countries.Literatureisgenerallyconcentratedonthedeterminationoftheamountofaidsdevotedto
differentcategoriesofGPGs,suchasenvironment,health,peace-keepingandknowledge.Differently
fromtheliterature,anewandmoregeneralclassificationisalsousedinthisstudy.Themainsectors
includedintheanalysisare:socialinfrastructureandservices,economicinfrastructureandservices,
productionsectors,Multi-sector/GrossCutting,andHumanitarianAid.Forthefirsttimeintheliterature,
principalcomponentsandclusteranalysismethodologieswereusedtodeterminetheperformanceof
thecountriesprovidingofficialdevelopmentaidsinthisstudy.

xix

 EBSCOhost - printed on 2/8/2023 11:19 AM via . All use subject to https://www.ebsco.com/terms-of-use



Preface

Chapter14detectstheimpactsofFDIandforeigntradeontheeconomicgrowthofmiddleincome
countries.Therefore,thisstudyaimstoexaminetherelationshipamongeconomicgrowth,foreigndirect
investments,andtradein27middle-incomecountriesaccordingtotheUnitedNations(UN)classifica-
tionthroughpaneldataanalysismethod.AccordingtotheresultsofthePedronicointegrationtest,the
nullhypothesissuggestingnocointegrationamongtheseriesat1%significancelevelisrejectedinall
seventests.Accordingtopooledmeangroupestimatorestimationresults,thecoefficientsofforeign
directinvestmentandtradewhichhavelong-termimpactsoneconomicgrowtharealsoidentified.Ac-
cordingly,thecoefficientsofbothvariablesarestatisticallysignificant.A1%increaseinforeigndirect
investmentandtradeincreaseeconomicgrowthby0.24%and0.02%,respectively.

Theproposedbookwillbeareferencebookandgainaplaceinthepublicfinancecollectionsof
academiclibraries.Thebookwillbeusableforallexecutors/bureaucrats,academiciansandresearchers
ofpublicfinanceandforallundergraduateandpostgraduatestudentsthatreceiveonline,distanceorface
tofaceeducationatpublicfinance.

Internationalpublicfinancelessonwhichhasjustbeguntotakeplaceinundergraduateandgradu-
ateeducationprogramsinthefieldofpublicfinanceatmanyuniversityandarebecomingincreasingly
important.Becauseitwillincludeallcontentsofinternationalfinancelessonsandrecentdevelopments
ininternationalpublicfinance,thiseditorialbookwillbeacomplementarysourceforundergraduate
andgraduatestudents.Furthermore,thebookwillprobablybeusedasacoursebookorcontributeto
thedevelopmentofbettercoursebookssincethepresentinternationalfinancecoursebooksareunsat-
isfactory.Furthermore,thebookwillhelpacademiciansthatintendtocomposeabookofinternational
financeandlookfornewresearchtopics.Lastly,thisbookhasafeatureofguidebookforpractitioners/
bureaucratsinpublicfinancefieldanditwillbereferenceforthedevelopmentofthenecessarywork
towardsimplementation.

Deniz Şahin Duran
Tokat Gaziosmanpaşa University, Turkey

Yusuf Temür
Tokat Gaziosmanpaşa University, Turkey

Doğan Bozdoğan
Tokat Gaziosmanpaşa University, Turkey
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ABSTRACT

Globalization refers to the integration of economic, social, political, cultural, and technological connec-
tions between countries. In this context, the concept of globalization includes every country and every 
social structure in the world with all its aspects. For this reason, the global influence of globalization 
can be said. Today, the irrefutable reality of the changing and transforming characteristics of the glo-
balization process is accepted by the states, and determinations are made in this sense and measures 
are taken in the sense of negative effects. This change also affects international public finance. The 
common problems of the global world that arise in changing public finances are desired to be solved. In 
this chapter, different perceptions and dimensions of the phenomenon of globalization are examined. In 
this context, perceptions of globalization have been confused, and the dimensions of globalization and 
the problems brought about by these dimensions have been revealed.

INTRODUCTION

Globalization, a process which has a long history, is considered as a new phenomenon since its effects 
have been felt recently. In this new case, various elements such as people, societies, cultures, economies, 
states, institutions, rules, production systems, communication styles and models etc. are affected and 
change. Economic aspect of this transformation is especially prevalent in today’s world. With global-
ization, which is a process difficult to resist, states, societies and economic systems have to go through 
this transformation.

The first section of this study examines the concept of globalization from a historical perspective. 
Section two has been focused on various perspectives towards the concept, while section three deals 
with the major dimensions and problems of globalization.

The Globalized World With 
Different Perceptions, 

Dimensions, and Problems
Aysun Yilmaztürk

Balikesir University, Turkey
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GLOBALIZATION

Various theories and concepts have been developed to explain certain periods in the historical process 
of societies. The history of globalization, which is one of the popular concepts of today’s world where 
international relations are becoming more and more intense, goes back a long way. Social, economic, 
political and cultural structures have been constantly changing since the Industrial Revolution of 1776. 
The Roman Empire and the Ottoman Empire constituted the examples of globalization before the 19th 
century. In the 19th century, there were colonial peripheries linked to colonial metropoles such as England 
during the period where colonial empires were established. The development of the automation network 
with the industrial revolution has accelerated the globalization process.

Although it goes long way back, globalization has become a key concept that emerged in the 1960s, 
frequently used in the 1980s and considered important by scientists after the 1990s. The increase in the 
use of the concept after the 1980s depended on the integration process that happened in almost all areas 
due to technological developments and the influence of some factors. The concept of globalization, 
which has become popular since the 1990s, has begun to be questioned by the world thinkers, especially 
in America, since these years. As a matter of fact, Malcolm Waters, one of the important early writers 
on globalization, wrote that in 1994, the entire “globalization” books in the American Library of Con-
gress were published and numbered 34 after 1987 and this number was raised to 284 in February 2000 
(Waters, 2001, p.25).

According to Malcolm Waters, who states that the term “global” has been used as an adjective that 
describes the whole world for over 400 years, globalization should be dealt with using a multidimensional 
approach as an integrated economic, political and cultural process. In this multidimensional theory, 
globalization has been developing throughout a historical process and it has shown its real character 
suddenly and very rapidly since 1990s. Since the modernization process that started in the 16th century, 
economic integrations, international relations, cultural relations and cognitive processes have developed 
rapidly over time. Now is the moment when these developments are felt most severely.

All authors, except two, agree that Marshall McLuhan is the first person to develop the concept 
(Yusufoğlu, 2005, p.13) In the books he wrote in 1960 and 1963, M. McLuhan assessed the develop-
ments in the field of communication and indicated that the world was turning into an electronic global 
village (McLuhan, 2014). McLuhan did not include concepts such as globalization and globality in his 
work, but he used the concept of “global” as “global embrace”, “global village” and “global armistice” 
(Bülbül, 2004, p.26). After a long period of infusion or incubation in the field of communication, the 
term globalization has become the term most frequently used by popular media and all social sciences, 
especially by international relations (Çiftçi, 2015, p.28).

Although globalization is defined similarly by different authors, there are some arguments on its 
content (Hablemitoğlu, 2005, p.40). It is beneficial to take a look at the arguments of some authors con-
sidered to be theorists or actor thinkers of globalization, especially those of Anthony Giddens, Immanuel 
Wallerstein, Zygmunt Bauman, Ronald Robertson, Malcolm Waters and David Harvey.

Anthony Giddens defines globalization is as the intensification of worldwide social relations which 
link distant localities in such a way that local happenings are shaped by events. According to Giddens, 
who sees globalization as the highest point throughout the human history, the process the world goes 
through is the globalization of modernism or a natural extension of the ongoing modernization process. 
To him, the intensification of social relations “is a consequence of the time-space distinction that comes 
with high modernism, and through such intensification, relations of people and societies on a global 
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scale become real for the first time in the history of mankind” (Giddens, 2000, p.54). Giddens thinks that 
globalization is the result of modernization. As a historicist philosopher, Ronald Robertson focuses on 
historicism and states that globalization has been under development for several centuries, and contrary 
to Giddens, he argues that it is a process that has allowed modernization to spread for centuries.

Not denying the importance of modernization in the character of globalization today, he emphasizes 
that the origins of globalization go back to the time when religions and metaphysical thought arouse 
(Robertson, 1999, p.26). According to Robertson, class, social and national values   progress from simple 
to complex. We can talk about global values and a global culture, just like national and universal values. 
Globalization involves comparative interactions. This interaction between cultures and values   is more 
like an interaction between equals.

David Harvey, on the other hand, refers to globalization as a “time-space compression,” underlining 
that this compression brings about radical changes in our view of the world. The term “compression” 
refers to the “speeding up of the pace of life” and “the overcoming spatial barriers”. For example, travel 
time was reduced by 70 times from 1500 to 1960. Between 1500 and 1840, average speed was 16 km 
per hour. This speed reached 100 km per hour between 1850 and 1930. It is seen that the number of all 
telephone calls made in 1971 is equal to the number of calls made in only 1 day in 2003.

Multinational corporations have spread their production in various countries across the globe. The 
variety of examples can be increased. According to Harvey, time in the rhythm of human life disciplines 
human life and production activities at a dizzying digital speed. This situation has begun to shrink the 
world conceived by humans. The increase that has been observed in the speed of human perception and 
communication skills since the 15th is called “time-space compression”. Globalization is considered to 
be a consequence of this compression. According to Harvey, “global economies and cultures come into 
intense and instant contact with each other” (Harvey, 2014, p.160).

Zygmunt Bauman considers nation-state structure as an important actor of globalization. He argues 
that the continuation and preservation of this structure will ensure global development. The weakening 
of the sovereignty of a nation state is not a positive development; because the presence of many ethnic 
groups brings with it geographical and social disintegration. In this context, Bauman is concerned with 
establishing a balance between globalization and localization.

Zygmunt Bauman is interested in the current outcomes of globalization without touching upon its 
historical development. He emphasizes that globalization is a new phenomenon in terms of its conse-
quences and that it creates uncertainty in all areas of life, which in turn creates an inconceivable pressure 
on human beings (Bauman, 2018, p.58). The collapse of the Eastern Bloc did not bring a new world order 
where capitalism began to dominate the economies, but a world in disarray. The bipolar world during the 
Cold War period also allowed the weak states between these blocks to sustain their economic, cultural 
and military sovereignty. Though knowing who was on which side caused the world to have a divided 
structure, it meant integrity even if paradoxical in some sense (Bauman, 2016, p.68).

Immanuel Wallerstein also uses the concept of the “world system”, and just like Bauman, he un-
derlines that the nation state structure has been dominant in some places. This concept, including the 
state-policy parameter, is based on a dependency relation between the developed capitalist states in the 
center and the weak countries in the periphery in proportion to their power. The success of capitalism 
depends on the creation and maintenance of a meaningful division of labor between the central and 
peripheral countries (Wallerstein, 1993, pp.19-25). According to Wallerstein, globalization refers to the 
expansion of these mutual dependencies in a way to go beyond economic and political dimensions and 
to cover social and cultural values.
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Finally, Malcolm Waters, one of the most important thinkers on globalization, pays attention to 
Robertson’s, Wallerstein’s and Giddens’s comments, and agrees with Bauman that globalization is a 
historical process. At the same time, he addresses these ideas from a critical and analytical perspective 
and suggests that globalization should be addressed as an economic, political, and cultural process by 
adopting a multidimensional approach. Globalization involves a system of all individual and social rela-
tions established in the world. Therefore, it covers and encompasses humanity in one way or another. 
With the use of technology, distances have been reduced and lost meaning. This reduction has brought 
both the expansion of the fields of human rights and women’s rights and the opportunity for social reac-
tions to combine. Economic and social crises reveal the transformational power of globalization. Just 
as the emergence of capitalism broke up the traditional feudal relations of the Middle Ages, the crisis 
of capitalism created new opportunities by leading to international initiatives. In addition, globalization 
has had an accelerating effect on relieving the local pressures on people’s lifestyles.

DIFFERENT PERCEPTIONS OF GLOBALIZATION

Globalization is defined as the expansion and development of worldwide economic, social, political and 
cultural relations. This definition includes all elements such as different geographies, cultural formation, 
economic-social and political structure, state government, goods and services, capital accumulation, 
technological infrastructure and lifestyles, regardless of physical distance. Globalization is a structural 
transformation process which is based on the principle of mutual dependence and which increases the 
level of communication, interaction and relationships among all these elements.

The main determinants of the global system are nation states, multinational corporations, international 
institutions and non-governmental organizations (Saraç, 2006, p.18). Based on these determinants and 
the definition given above, globalization refers to the integration of economic, social, political, cultural 
and technological connections between countries. Accordingly, the integration is expected to make a 
positive contribution to all the countries in the world, especially to the developing countries. At this 
point, however, it is not possible to mention about a consensus on the consequences of globalization.

Although global interdependence is generally accepted, there is some disagreement on how to best 
conceptualize globalization and what its structural consequences are. While some economists claim that 
globalization will increase world welfare and reduce the development gap between countries, some point 
out that globalization is a new form of colonialism (Bayramoğlu & Başar, 2016, p.4). The approaches 
that evaluate scientific thinking and actual state may be listed as follows: Hyperglobalist Approach, 
Skeptical Approach and Transformationalist Approach.

Hyperglobalist Approach

Discourses of hyperglobalists or radicals such as Robertson, Ohmae, Greider, Pelmulter, Drucker, Ap-
padurai, Fukuyama, Hardt and Hobsbawn often coincide with neoliberal discourses. According to this 
approach, the nation state which became effective after the industrial revolution, lost its importance 
with the emergence of globalization and was replaced by the universal market. Through transnational 
production, trade and financial networks, globalization eliminates the national nature of economies. The 
unlimited world economy becomes a “Single Market”. The market mechanism works more efficiently 
and effectively than the governments.
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The basis of the hyperglobalist approach was laid by Ohmae’s (1990) explanations of national borders. 
According to him, national borders and the economic logic that made them useful lines of demarcation 
in the first place have effectively disappeared (Ohmae, as cited in: Ceglowski, 1998, p.17). It is stated 
that integration of money and commodity markets at the global scale lies behind the neutralization of 
nation states especially in economic terms with globalization (Kaya, 2009, p.5). The national economic 
policies have become less influential both due to commitments made to international organizations such 
as the IMF, WB and WTO and the budgeting and investment decisions of foreign economic institutions, 
such as multinational corporations.

According to the advocates of this view, there will be those who will benefit from this development 
in the globalization process as well as those who will suffer from it. The winners and losers are formed 
together; it is possible that all countries will have comparative advantage in producing certain goods, 
although the situation of some groups in the economy will get worse due to global competition.

Another issue is that regional authorities will become widespread, replacing central authorities. A 
new global division of labor is replacing the traditional center-periphery structure. The global society 
is taking the place of nation states.

Skeptical Approach

Those in this group, who are opposed to radicals/hyperglobalists, are called counter globalists. The 
skeptical approach is the system of thinking that is against the globalization process. Thinkers like Samir 
Amin, Chomsky, Gerbier, Huntington, Martin, Schuman, and Wallerstein, who represent this approach, 
point out that globalization is not a new process and large movements of money and goods took place 
in the past, too.

Sceptics are opposed to the idea that globalization is a new process and they present evidence that it 
has been an ongoing process for centuries (Bryane, 2003, p.8). Advocates of this view make statistical 
conclusions from the trade flows of the world and the investment and labor of the 19th century and do not 
accept that globalization is a new process. For example, they claim that removal of all barriers such as 
customs etc. in the world economy is nothing but reversion to how the world was 100 years ago. Whatever 
the benefits of the global economy, its trials and tribulations, it is no different from the economies that 
existed during the previous periods. As Giddens says, sceptics are suspicious of globalization.

According to sceptics, globalization is not something unexpected or extraordinary; this process has 
been exaggerated by the hyperglobalists and turned into a legend. The reason is that, contrary to the 
claims, the world economy has been less integrated than it was in the past during the process called 
globalization (Çiftçi, 2015, p.28). Regionalism emerges in the face of the globalization process and is 
expressed as an alternative to globalization. The world is not heading towards a global civilization but 
towards a division in line with new understandings; because globalization will lead to new conflicts 
between different cultures, different civilizations or different regions rather than integration (Bozkurt, 
2000, p.22). Regionalism stands for the opposite of globalization. It is not a way station to globalization; 
it is just the opposite, an alternative. The economic, political and social elements that define globaliza-
tion policies are characterized mostly by being regional rather than global. Examples may include the 
OECD member countries or a few regional trading blocs across the world (NAFTA, MERCOSUR, EU 
and ASEAN). The world is being divided by new understandings, thus paving the way for new conflicts 
based on socio-economic differences.
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Transformationalist Approach

According to transformationalists, including Giddens, Friedman, Habermas, Hirst and Thompson, Bau-
man and Waters, globalization is a process that rapidly reshapes modern societies and world order. It is 
also the main political power behind the economic, cultural, social and political changes. Globalization 
is a period of reconstituting the authority, functions and power of nation states. There is no clear-cut 
distinction between external and internal affairs of countries. This approach asserts a new sovereignty 
regime shaped less by geographical areas and more by intense supranational relations. Despite the 
hyperglobalists who agree that the nation states have come to an end and the counter-globalists who 
argue that nothing has changed, transformationalists disagree with both groups, arguing that a new sov-
ereignty regime has emerged. For this reason, sovereignty is today defined by more complex and less 
geographical boundaries. A new global market that is much more integrated than the previous market 
has been formed. All relations are developing incrementally at a dizzying speed. The volume of goods 
exchanged is incommensurably greater than that in the 19th century. The economy is becoming increas-
ingly dependent on the tertiary sector.

Although transformationalists admit that national governments have restructured their authorities 
and powers, they reject the hyperglobalist view that sovereign nation states have come to an end and the 
skeptical view that nothing has changed compared to the past.

Transformationalists, contrary to hyperglobalists, do not see the world as a single society. Rather, 
they suggest that some countries or societies have become more similar to each other, while others have 
become increasingly marginal. The existing power relations around the world are not fully integrated or 
completely separated, as claimed by the other two approaches. Globalization both divides and integrates.

Transformationalists, who are in between these two extremes, seem to be closer to radicals than 
sceptics regarding the course of globalization. The transformationalist approach argues that globaliza-
tion is an actual process and that it is necessary to assess the situation, get position and make an effort 
to minimize the negative consequences rather than being a party to or taking a stand against.

DIMENSIONS OF GLOBALIZATION

Globalization is not a new phenomenon in human history. It is now entering its third period. With the 
influence of mercantilism toward the end of the 1400s, the first wave of globalization began to take 
place, eventually leading to the emergence of colonialism. The second wave was experienced as a result 
of industrialization and its effects in the 1890s, and colonialism transformed into imperialism. The third 
wave began with the formation of multinational corporations in 1970s, the great changes in communica-
tion in the 1980s, and the dissolution of the Soviet Union in 1990 and, consequently, the end of a rival 
to Western dominance in the East-West Bloc. The third wave which refers to the recently experienced 
globalization is related to the developments in information technologies and communication and the 
great change in the reorganization of production (TASAM, 2018). “In this last phase, which is called the 
New World Order, the world went through a period when traditional political blocs disappeared, liber-
als gained power in all areas and the developments in communication and transport technologies led to 
important changes. The process is still going on and the world is heading towards an economic, political 
and cultural globalization. All these political, economic, cultural and social developments constitute the 
components of globalization. In this context, increased economic and political influence of the USA and 
the West with the collapse of the USSR, increased impact of multinational corporations on the world 
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economy, the internationalization of financial markets and the development and expansion of transpor-
tation and communication technologies complete the components of globalization (TASAM, 2018).

In general, the definitions of globalization emphasize the economic dimension, and globalization is 
perceived as the integration and interdependence of economic activities around the world. According 
to such definitions, globalization is an economic and political construct in which capital, management, 
employment, knowledge, natural resources and organizations are fully internationalized. With this new 
construct, economic competition goes beyond national economies, extending to the whole planet (Kaya 
et al., 2017, p.2041). Besides, the view that globalization covers the entire political, economic and so-
cial dimensions of social life is generally accepted. According to this view, globalization is perceived 
as a process that eliminates the differences between social and cultural structures resulting from spatial 
distances through developments in transportation, information and communication technologies (Gök-
dere, 2001, p.85).

As you can see, globalization is expressed as a phenomenon that concerns various disciplines and 
market including economics, social studies, political studies, communication and technology and the real 
and tertiary sector as well as affecting all areas and enabling the establishment of interactive relations 
between these areas. In this sense, globalization has some major areas of impact. Globalization is said to 
have various dimensions based on its impact areas and form of expansion. According to Taylor and Flint, 
who offers the broadest coverage, there are eight dimensions of globalization, i.e. economic, financial, 
technological, cultural, political, ecological, geographical and sociological (Taylor & Flint, 2000, p.4). 
In this study, we will address the economic, technological, political, environmental and socio-cultural 
dimensions which are the basic impact areas of globalization.

Economic Dimension and Its Problems

The economic dimension is the most prominent dimension of globalization whose history dates back to 
the oldest times. Economic globalization is the integration of economies with the world economy. As a 
result of the developments in information and communication technologies, goods, services, capital and 
labor mobility increases among countries, and consequently, economic relations intensify and countries 
get closer to each other (Çelik, 2012, p.68).

Malcom Waters describes economic globalization as the center of capitalism and defines the current 
economic situation as “global capitalism”. To Waters, the globalization of the economy has evolved 
through five stages to this date. This classification corresponds to the classifications proposed by many 
economists and economic historians at different times, and does not contradict the views of commenta-
tors in other fields. The economic developments that prepared globalization are summarized as follows:

• The Period of Mercantilist Capitalism and Colonialism (1500-1800): The first multinational 
corporations emerged as pioneering models. These companies were essentially state sponsored 
privileged companies that transferred natural resources in colonized regions to colonial countries.

• Entrepreneurial and Financial Capitalism (1800-1875): It is the time when transportation and 
construction services were improved and capital made investments to take control of the markets. 
It is the initial phase of control of consumer markets.

• International Capitalism (1875-1945): It is the period when investments rapidly increased in 
order to have economic resources and to get a market share around the world and the US-based 
cartels gained power by making international investments.
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• Multinational Capitalism (1945-1960): It is the period when US-based cartels become domi-
nant in the marketplace through investment and marketing. In this period which coincided with the 
bipolar “Cold War” period, giant state companies started to make joint investments in the Warsaw 
Pact and a regional integration took place within the block.

• Today’s Global Capitalism (1960-1990): In this period, the number and power of multinational 
corporations based in Europe and Japan increased rapidly, and an understanding of risk part-
nership became widespread through inter-firm alliances. Europe and Japan-based multinational 
corporations competed with the US and experienced increased productivity in their search for in-
ternational investments and markets. During this period, multinational corporations began merg-
ing in order to create monopolies or increase productivity at the local level, which was one of the 
major characteristics of this period.

Mass production and consumption can be said to have emerged with the industrialization of produc-
tion in the 20th century and the formation of the consumer society. Increased demand in all countries due 
to population growth and use of resources also brings continuous investments and demand for capital. 
The movement of labor, products, goods and services was speeded up. This increased the number of 
international agreements that companies made to maximize profits, thus uniting the world markets. Eco-
nomic borders of nation states like customs walls began to disappear, and investment and trade areas for 
multinational corporations increased. The economic borders and the areas of sovereignty determined by 
nation states began to be questioned and forced to become more concessive. Developments and growth 
in world trade increased economic interdependence between countries. Therefore, countries had to take 
account of other countries and international economic movements when developing their macro and 
microeconomic policies. The transformation of countries’ economic policies, the reasons for this trans-
formation and the new economic order will be discussed in more detail in the next section.

The components of global economy consist of functions such as global division of labor, global 
production, global trade and global consumption. Thus, three dimensions of economic globalization 
stand out: Commercial globalization, financial globalization and globalization of production (Seyidoğlu, 
2017, p.142).

In economic terms, commercial globalization is the oldest form of globalization. The history of 
mankind shows that commercial enterprises at the international level go back to the oldest ages when 
the mankind existed. Commercial life even with written rules existed in Mesopotamia around 5000 BC. 
In Europe, important trade routes and the port cities reached through these routes were the main trade 
centers. The coastal cities reached by the Silk Road, which connected India and China to the West, 
developed commercially. After the 1500s, the ports of Netherlands, Spain and Britain became the new 
centers of colonial trade, and the companies founded there started to dominate the world trade. In the early 
1900s, the process mass production started with the introduction of factories. Since three-fourths of the 
world was colonized by the Western countries, the markets with markets with depth and breadth came 
to the fore. Thus, traders started to search for new markets outside of Europe to sell industrial products.

The spread of commerce which started after the Second World War was the first step of globaliza-
tion. Commercial globalization was initiated in 1947 with the liberalization of international trade around 
the world by removing barriers to foreign trade (quotas and tariffs) within the framework of the GATT 
(General Agreement on Tariffs and Trade). This was the period when the US passed through the customs 
barriers and broke into secure markets by means of investments made through multinational corporations. 
Indeed, the United States played the leading role in the formation of the GATT. The currency used and 
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the common symbol was the USD dollar. Starting with investments in the common market area, the USA 
also supported all regionalization efforts such as EEC, EU, WTO, NAFTA, ASEAN. The promotion of 
regional integrations over the world and the integration of weaker countries was the policy for holding 
and growing the markets.

After 1970s, the protectionist approach has been adopted in the world trade due to the increase in 
money supply and inflation, and the slowdown in economic growth, and the increase in the debt stock of 
developed countries, which are the locomotives of the global economic system. In the following period, 
an economic approach based on foreign trade, adopting the reduction of the public’s role in the economy 
and envisaging the implementation of structural reforms aimed at the market economy, influenced many 
countries (Yılmaztürk & Buhur, 2017,p.87).

After 1980, the pressure of neoliberal policies on national economies was prevalent throughout the 
world. During these years, significant increases were observed in foreign direct investment in the coun-
tries close to the Western Bloc, all barriers to the flow of goods and services were removed and efforts 
were made for free movement of capital.

Today, the World Trade Organization replaced the GATT and took over its functions. Indeed, the 
most important step taken towards globalization was the signing of the GATT and the establishment 
of the WTO. The WTO is responsible for ensuring economic liberalization required by the new world 
order. However, it is not possible to say that the free trade principle has been fully accepted. The reason 
is because the ongoing agreements and the quotas imposed by the WTO on international trade mostly 
served to increase the needs, profit aspirations and market shares of developed countries rather than 
ensuring economic development of developing countries.

Globalization has not removed, but on the contrary, increased the absolute inequality between rich 
and poor countries. This is one of the negative consequences of globalization. The same also holds true 
for competitive advantage which is in favor of the wealthy countries.

The improved access to domestic and foreign markets as a result globalization increased foreign trade 
and economic growth, thus leading to an increase in productivity and average income. However, due to 
the lack of the means for income generation, the poor cannot take advantage of this increase as much 
as others, and globalization causes greater income inequality both within and between countries. As a 
matter of fact, the income gap between the richest and the poorest 20 percent of the world population 
in 1960 was 1/30, 1/60 in 1990 and 1/75 in 2000. There are various indicators of such income inequali-
ties in the world created by the process of globalization. One of these indicators is the Gini coefficient. 
According to the data from the IMF, the Gini coefficient is 0.70 around the world and is very close to 1 
which indicates absolute level of inequality. This coefficient is 0.25 - 0.35 in countries such as Sweden 
and Canada; 0.40 in the US, Russia and China and greater than 0.50 in most of the African and South 
American countries (Savaş, 2012, p.164).

During the early years of the Industrial Revolution, the gap between the richest and poorest parts of 
the world economy stood at a ratio of roughly 2:1, while this ratio is 20:1 today. According to the report 
published by the United Nations Development Program (UNDP), the richest 8% of the world’s popula-
tion get half of the world’s total income, while the remaining 92% are left with the other half (Ar, 2016, 
p.190). For example, the US and Western constitute 25% of the world’s population, but consume 75% of 
the earth’s resources. Today, 3 billion people around the world live on an income of less than 2 dollars 
per day. At the same time, 1.3 billion people earn less than 1 dollar a day. The richest 1% of the world 
population receives as much as the poorest 57%. (Kurtoğlu, 2017, p.278).
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On the other hand, as the number of tax havens increased as a result of economic globalization, big 
companies began to pay lower amounts of tax, which led to the tax burden on capital being shifted to the 
labor. According to the United States Government Accountability Office’s 2007 Report, Citigroup had 
427 tax haven subsidiaries, Morgan Stanley had 273, Bank of America had. 115, the collapsed Lehman 
Brothers had 57, JP Morgan Chase had 50, Goldman Sachs had 29. For example, Goldman Sachs reported 
profits of over $2 billion and paid federal taxes of $14 million. Out of 100 largest U.S. corporations, 83 
have subsidiaries in offshore tax havens (Kitapçı, 2017, p.244).

Although the globalization process has some negative impacts on income distribution, it is wrong to 
consider that the effect of globalization is homogeneous and standard. For example, the welfare state is 
withering away with the effect of globalization in some countries, while new welfare states emerge in 
some others. Examples may include China, India and Mexico. These developing countries with a total 
population of more than 3 billion doubled their foreign trade volume in national income in the 1990s 
and their GDP per capita grew at an annual average rate of 5%. The situation is different for the other 2 
billion people who constitute the underdeveloped part of the world. In the underdeveloped countries, the 
trading volume declined and per capita income either decreased or increased slightly. Besides, poverty 
increased in these countries (Özdemir, 2007, p.224).

At this point, the issue of poverty, just like income equality, emerges as one of the important effects 
of economic globalization. Poverty rates declined in some regions of the world during the globalization 
process, but this decline did not spread evenly across the world. According to the World Bank, poverty 
around the world decreased from 30% in 1990 to 23% in 2011, and the absolute number of the poor 
decreased by 141 million. Similarly, in China, the incidence of poverty falls from 33% to 17%, and the 
number of the poor decreased by 163 million. However, both the incidence of poverty and the number of 
the poor increased in Sub-Saharan Africa, Latin America and the Caribbean (Ghose et al., 2010, p.127). 
The table below shows the proportion of people living on an income of $ 1.25 a day worldwide. The 
World Bank has updated the extreme poverty line to $ 1.25 in 2008, based on the purchasing power parity.

Despite recent progress in poverty reduction, more than 2.2 billion people are living in poverty 
(United Nations Human Development Report, 2015:4). In conclusion, it is clear that a progress has 
been achieved in poverty reduction around the world with the globalization process. But this progress 
seems to be uneven.

Table 1. Proportion of people living on an income of $ 1.25 a Day worldwide

1990 2010 2015

Developing Countries in the World
(Except China) 41 26 20,5

Developing Countries in the World 47 22 23,5

World 36 18 18

Sub-Saharan Africa 56 48 28

South Asia 51 30 25,5

Southeast Asia 45 14 22,5

Source: Kitapçı, İ. (2017). An Assessment of Today’s Major Global Problems, PESA International Journal of Social Studies, 3(14), 241-
257.
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One of the inevitable facts of economic globalization is global crisis. Today, the balances of power 
within the global economy are changing, and financial crises emerge as a result of different parameters 
of today’s globalized world. It is stated that the global economy has become increasingly multipolar, 
especially with the rise of the newly emerging economies. For example, with globalization, different 
parts of a product have begun to be manufactured in different countries. Parts of a car manufactured 
in Mexico may come from four different countries including the US. Therefore, if the demand for cars 
decreases in the United States, manufacturing will begin to decline not only in Mexico but also in at least 
four countries, including the United States. Vertical specialization increases dependence on the global 
economy (Özgür & Yetkiner, 2011, p.28). These mutual commercial dependencies emerging as a result of 
globalization are also increasing the likelihood of crises spreading across more regions (domino effect).

For this reason, these years we are in now will be called the Age of Crisis, as Krugman says. 1992-
1993 European Monetary System crisis, the Tequila Crisis (1995), the Asian Financial Crisis (1997-
1998), the Russian crisis (2000), the financial crisis of Latin America crisis (2000) and the financial 
crisis of Turkey (2001) followed each other. With the effects of these crises were still present, the world 
was shaken by the Mortgage crisis in the United States (2008) and the crisis affected the developed 
countries in a short span of time due to financial globalization, leading to unemployment and stagnation 
in almost every country (Savaş, 2012: 140). This global financial crisis caused the global economy’s 
center of gravity to shift from the West to the East. This crisis not only caused the US banking model 
to be questioned but also caused China and India to consider themselves in a different position from the 
US economy (Heywood, 2013, p.81).

In conclusion, financially realistic approaches are needed to prevent crises. Particularly the low-
income countries are unable to use tax policy instruments sufficiently due to their low levels of GDP per 
capita, urbanization and technological development, and they face economic shocks and crises due to 
high indebtedness. For this reason, in this world where liberalization activities are on the rise, financially 
realistic development strategies need to be developed (Aktan et al, 2006, p.54).

After having discussed the basic economic problems caused by globalization, we would like to once 
again touch upon the issue of commercial globalization, one of the dimensions of economic globaliza-
tion. In this sense, it is certain that trade has played the most historically important role in integrating 
the relations between countries and people (Çiftçi, 2015, p.28). Since the very beginning of the history 
of mankind, trade has had an essential function of human life in the development of human relations and 
exchange between civilizations, has played crucial role than states in communication between societies 
and cultures and sometimes has shaped the roles of states (Waters, 2001).

With the globalization of economy, trade stopped being seen as an “external function” of countries 
in the international area. Besides, the supply-demand balances changed and new commercial channels 
emerged. As a matter of fact, the rise of electronic trading over the Internet disrupts the markets. Online 
shopping has become a serious source of illicit money.

Other dimensions of economic globalization are financial globalization and globalization of produc-
tion. Financial globalization refers to the removal of barriers and restrictions on short and long term 
capital flows and the integration of domestic markets with the world markets. In this framework, the 
world has become a single financial market with increased international capital flows. The globalization 
of production means the spread of offshore production. In today’s world, a significant part of produc-
tion around the world is carried out by multinational corporations which conduct business outside the 
borders of their countries.
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The world is globalized on one hand and regionalized on the other. Increased cooperation among 
countries has led to the emergence of global organizations such as the World Trade Organization, the 
International Monetary Fund, the United Nations, the Organization for Economic Cooperation and De-
velopment, the North Atlantic Pact and the World Bank. There are also regional organizations such as 
the European Union, the North American Free Trade Agreement, the Asia-Pacific Economic Coopera-
tion and the African Union.

Apart from these organizations, there are groups such as the G-7, G-10 and G-20, which are made 
up of powerful states that steer the world economy. Among them, the most important is the G-7, which 
is composed of the US, Japan, Germany, the UK, France, Canada and Italy. The share of these countries 
in world trade is 52%. They produce 65% of the global GDP. The G-7 countries are further developing 
while steering the world economy. Globalization makes the developed countries more prosperous and 
the gap between the rich and the poor keeps widening.

Technological Dimension and Its Problems

Every historical period has some prominent symbols: Just as we can say that the symbols of the age of 
enlightenment are printing press and books and of the industrial revolution are lightbulb and factories, 
we can say that the symbols of the globalization process are the internet and media. Popular culture 
products produced by the giant culture industry through radio, television, internet and all written and 
visual means of mass communication are circulating around the world. As a global language, the English 
language is now the dominant language of the digital media. The globalization of technology removed 
physical limits in areas such as communication, transportation and security, increased mutual interaction 
and altered the interaction of time, space and power.

The acceleration of mechanization through economic globalization, which is another dimension 
of technological globalization, has led to unemployment, on the one hand, while reducing costs and 
increasing profits on the other. Production and marketing of goods by the developed countries almost 
anywhere around the world and the transfer of technology to these countries is the result of globalization 
in technology. At this point, the reality is that the developed countries have a technology-based economy, 
while the developing countries are obliged to transfer this technology.

The developments in transportation, communication and information technologies have shortened 
distances. As a result, the time and space concepts have lost their meaning and the world has become 
a global village. Knowledge has become one of the most important factors of production. Access to 
information has become easier which reduced costs. The society has been designated as “Information 
Society”. The economic structure has become a structure where the tertiary sector is dominant.

Although technological developments have still an important role in globalization, they are not the 
only determinants in this process. Economic and political conditions also constitute the conditions of 
the time and place where technological developments are experienced.

Political Dimension and Its Problems

Political globalization refers to the absence of the absolute sovereignty of a state’s political borders over 
a certain area as well as increased interaction between the systems of government and increased external 
intervention and interaction on the basis of democracy, non-governmental organizations, human rights 
and freedoms. In addition, it is a process where the functions of nation states, which have a monolithic 
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structure at the levels of political and cultural symbols such as religion, language, ethnicity etc., change 
and where international organizations come to the fore (Celik, 2012, p.69).

In international relations, it is assumed that the rise of the national states and traditional diplomacy 
began with the Treaty of Westphalia. This agreement, dated 1648, is also regarded as the beginning of 
modern state and international relations. During the formation of nation states, nationalism, national 
culture and national sensitivities, which were the products of the nation states, were in the forefront. Yet 
the paradigm of nation is now questioned in the postmodern period. Especially the emergence of civil 
society and the demands for multiculturalism, which were speeded up by the developments in the field 
of communication and culture, affected the weakening of sovereign states.

In the 1970s, industrialized countries experienced an economic crisis in which stagnation and infla-
tion coexisted, and the number of debates about the quality of the state increased in this period. The 
debates mostly focused on the power, position, form and function of states. The concept of welfare 
state, which was the dominant concept during that period, lost prestige, and the social attitudes and the 
political mechanisms that regulate themselves according to these attitudes began to change. The state’s 
dominant position in the economy was associated with the crisis and the gap arising from Keynesian 
politics was filled by neoliberal approaches. The origins of the current political globalization process 
may be closely linked to the rise of neoliberalism in the late 1970s.

With the collapse of the Eastern Bloc at the beginning of 1990 and the disintegration of the Soviet 
Union, the concept of state became more controversial in the search for a new world order. The transition 
from a bipolar to a unipolar world has been one of the major political developments in the process of 
the spread of globalization. The world has transformed into a capitalist economic structure that includes 
the former communist countries.

With the globalization of capital in the world economy, the state has weakened and state sovereignty 
has begun to wane. Moreover, the developments between the independent and sovereign states and the 
hegemonic powers and the power blocs were also effective in the gradual weakening of the sovereign 
state. The fact that international law accepts individuals and non-state organizations as subjects in ad-
dition to nation-states is another factor that limits state sovereignty.

Within the scope of the political dimension of globalization, political power and regimes are struc-
turally transformed, “global politics (global governance)” emanating from the interaction between the 
main actors of globalization gains strength and the traditional distinction between domestic and foreign 
policy ceases to exist (Bayar, 2008, p.27).

As a result, just as the distinction between “domestic and foreign” capital, production and marketing 
is gradually disappearing, so the internal and external political parameters are often intertwined with 
each other. The welfare state, national development, international relations, national or international 
politics or civil actors and global social movements are no longer assessed to be nation-specific by using 
the national criteria, which are the benchmarks. The concept “think locally act globally” is an inevitable 
reality in the global process (Çiftçi, 2015, p.30).

Environmental Dimension and Its Problems

The rapid increase in production and consumption with the spread of industrialization has begun to cause 
harm to the environment and natural resources. Growing levels of externalities due to environmental 
factors are affecting countries adversely. Environmental externalities affect more than one country, which 
means this is a global issue and even a problem of transgenerational nature. Major environmental prob-
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lems including droughts, desertification, climate change, flood disasters, greenhouse effect, endangered 
rainforests, unplanned urbanization, air pollution, acid rain, marine pollution and nuclear wastes cause 
irreversible damage to the ecosystem and these environmental problems are becoming globalized. Espe-
cially the famines that have emerged recently due to climate changes and droughts have regional effects 
and bring about the problem of hunger, and they may become an issue that trigger social conflicts and 
even threaten the world peace in the near future. At this point, the world population is estimated to be over 
9 billion in 2050. The vast majority of this population growth is expected to happen in the developing 
countries. This situation is likely to further trigger off the important problems such as hunger, poverty, 
environmental pollution and migration (Lawton, 2011, p.3).

Particularly with the rapid increase of production and consumption as a result of the industrialization 
and rapid advancements of technology in the 20th century, natural resources started to deteriorate and 
become depleted and the power of nature to recover itself was damaged. The developed and developing 
countries have been engaged in a race to develop, produce and consume at the cost of environmental 
degradation. The former aimed to maintain power, while the latter aimed to be able to keep up with the 
developed countries (Mutlu, 2006, pp.61-62).

Various global problems we face today, especially climate change, originate from the events of the 
20th century whose effects are still present today. In the 20th century, world population grew by a factor 
of four to more than 6 billion. Besides, industrial output increased by a factor of 40 and energy consump-
tion increased by a factor of 16 (Dasgupta, 2011, p.171).

Among all environmental problems, climate change and global warming due their environmental 
impacts have reached a level that will prevent sustainable living. Serious problems in water resources 
have been experienced due to global warming and these problems are expected to cause a decrease in the 
number of agricultural and forest products as well as energy shortages and population movements from 
coastal areas to inner areas. The warming caused by the effect of increasing temperature at the global 
level leads to changes in other climate elements it is related to. Global warming caused by increased 
temperatures results in other problems such as drought, reduction in the volume and quality of water 
resources, freshwater-seawater mixing, sea level rise, melting of snow and ice, extreme evaporation, 
increase in meteorological disasters, changes in precipitation amount and regime and fires. In addition 
to its physical effects, global warming also has some economic, sociological and psychological effects 
(Karaman & Gökalp, 2010, p.60).

The effect of greenhouse gases emerges as another important environmental problem. It is scientifi-
cally acknowledged that emissions of greenhouse gases, especially carbon dioxide, which result from the 
use of conventional fossil fuels such as coal and oil, have increased and caused climate change. Climate 
change is now an integral part of the world’s energy equation. The vast majority of carbon dioxide emis-
sions are generated from coal and liquid petroleum, i.e. energy production and transportation. Especially 
the rise in energy prices after 2003 led to a considerable reduction in prices of coal compared to gas, 
thus leading to the increased use of coal by the developing countries. China and India consumed more 
coal than oil in 2005. In 2007, the world’s biggest producer of greenhouse gases, China surpassed the 
United States. In 2008, China and India surpassed all developed countries in terms of coal consumption. 
At the same time, these countries are advancing in a way to double the carbon emissions of the OECD’s 
other countries by 2020 and of the richest 26 countries by 2030. It is almost certain that these countries 
will be responsible for most of the excess carbon emissions in the atmosphere after 2050 (Montgomery, 
2014, p.217).
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On the other hand, coal, oil and conventional biomass constituted 95% of global energy consumption 
in 1930; however, in 1990, natural gas, nuclear energy, hydro-electric power, wind power, solar power 
and biofuels were included in this percentage. The use of low-carbon sources and technologies and 
renewable energy sources such as solar, wind, geothermal and biomass in the upcoming years seems to 
be a more rational solution (Montgomery, 2014, pp.416-428).

If the superpowers (the US, China, India, Japan and the EU) do not take serious steps to solve global 
warming and climate change resulting from greenhouse gas effect, the world will not be able to ef-
fectively cope with this problem. There is no authority on the world which is able to request the US to 
reduce it demand for petroleum, China to reduce its coal use and Indonesia to end its role in deforestation 
(Montgomery, 2014, pp.414-415).

Solving global environmental problems transcends the capacity of nation states, requiring the involve-
ment of international organizations in this process more effectively. At the same time, state-civil society 
relations need to be strengthened to help individuals gain awareness and the act of energy saving must 
be turned into a habit. Another important point is that countries should focus on long-term benefits, not 
on short-term costs when cooperating to solve environmental problems.

Today, the United Nations is the principal international organization that initiates and implements 
comprehensive environmental protection activities around the world. In addition to the UN, the World 
Bank, the OECD, the Organization of the Black Sea Economic Cooperation and many other international 
and regional organizations carry out activities to protect and improve the environment.

Social-Cultural Dimension and Its Problems

Another dimension of globalization is socio-cultural globalization. During the process of globalization, 
societies must adapt to the rapid changes in technology, communication and transportation. Advances in 
technology and communication increase the interaction between individuals and societies living in different 
geographies. Social dimension of globalization refers to the movement and spread of ideas, knowledge 
and individuals at a global scale. Such movement brings about global culture and background as well as 
carrying the risk of alienation in terms of different cultures. Changing economic structures and universal 
values   put pressure on the local identities of societies. Socio-cultural globalization requires belonging 
to a single culture. For example, it leads the world toward a culture in which people eat the same foods 
and uses products of the same brand. Companies like McDonald’s, Coca Cola, Benetton, Adidas, etc., 
which allow for the generation of the same consumption patterns became a world brand and the products 
they produce began to be widely used around the world. It is important for societies to protect cultural 
differences when considering the changes in the world and taking advantage of innovations.

In addition to the threat to preservation of cultural diversity posed by the single and dominant Western 
culture, other problems caused by social globalization may include population density, rapid population 
growth, increased elderly population, difficulties in accessing resources, migration and refugee problem, 
global terrorism, increased health problems due to reasons such as pollution and epidemics.

Demographic issues, especially the growth of the older population and the decline in the youth popu-
lation, constitute one of the important social problems. The world population of 7.3 billion in 2015 is 
expected to reach 8.5 billion by 2030 and 9.7 billion in 2050. According to the data issued by the United 
Nations in 2015, 62% of world population are aged 15-59 years, and 12% are 60 or over. The median age 
is estimated to increase. In OECD countries, the median age of 37.9 years in 2010 will rise to 42.8 years 
by 2030. The median age of 45 in Germany and Japan will rise up to 65 in the next decades. The most 
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important reason for this increase is because the average life expectancy is increasing day by day and the 
fertility rates are decreasing. The life expectancy at birth was 67 years between 2000-2005, while it was 
70 years between 2010-2015. As of 2015, 12% of the world’s population was aged over 60 years. It is 
estimated that this ratio will increase to 25% by the year 2050. Again, according to the statistics issued 
by the United Nations in 2015, the number of persons aged 60 or above is expected to be 1.4 billion in 
2030, 2.1 billion in 2050 and 3.2 billion in 2100.

Population ageing reveals the need to review public health, elderly care services, labor market, social 
security and pension systems. The ageing population poses an economic threat: Sales of expensive com-
modities such as houses, cars etc. will fall and the number of people taking entrepreneurial risks will 
decrease. The decline in the youth population, together with the increase in the ageing population, will 
lead to a decline in economic efficiency.

Migration is a major problem brought by social globalization. Factors such as income inequality 
among the regions, differences in the population structure of the rich and poor countries, labor require-
ment, the existence of migration networks and climate change are among the factors that cause cross-
border migration. For example, some reports predict that there will be hundreds of millions of climate 
refugees worldwide by 2050.

The global migration statistics show that the major areas of Europe, Northern America and Oceania 
were net receivers of migrants between 1950 and 2015. On the other hand, Africa, Asia and Latin and 
the Caribbean were net senders. Between 2000 and 2015, the annual net migration to Europe, Northern 
America and Oceania averaged 2.8 million persons, revealing that these places hosted the largest num-
ber of migrants. High-income countries received an average of 4.1 million net migrants annually from 
lower- and middle-income countries between 2000 and 2015 (United Nations, 2015, p.28).

Global cooperation plays the most important role in solving global migration problems. But nowadays 
migration and refugee policies are shaped around the national interests of the countries. Migration is a 
phenomenon not covered by international legal regimes. Therefore, countries are seeking solutions to 
migration-related problems through platforms established at global and regional level. However, these 
efforts need to be made in a more global and consistent framework (Nakhoul, 2014, p.131).

Another problem brought by the social dimension of globalization is global terrorism. Today ter-
rorism threatens the whole world. It is seen that terrorist groups commit random acts of terror and un-
limited violence. The nature of terrorism has also changed in today’s global world. Global terrorism is 
transforming into terrorist networks in which citizens of different countries can commit acts of terrorism 
around the globe by using modern means of communication such as the internet and satellite-telephone 
and weapons of mass destruction (chemical, biological, nuclear, airliners etc.). Besides, the cause of 
global terrorism is increasingly evolving from national independence to religious and ethnic nationalism 
(Aktan &Vural, 2004, p.1).

On the other hand, the joint initiatives of the United States and the EU within the framework of 
combating global terrorism have their own contradictions. Technological elements that can be used in 
the production of chemical and nuclear weapons are being transferred mainly by the European countries 
such as England, Germany and France to the countries such as Iraq, Iran and Syria, which the USA 
blames for terrorist activities. After all, the highest level of technology required for high-impact actions 
is in the hands of the West, and the groups that commit acts of terror somehow get this technology from 
the West (Gençtürk, 2012, p.8).
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In conclusion, it should not be forgotten that terrorism is aimed at destroying freedoms and instill-
ing fear, anxiety and chaos and it is not clear where, when and how terrorism strikes and who will be 
its victims.

CONCLUSION

Globalization, a phenomenon that began in the 1970s, is a stage of the capitalist system, which has been 
in effect since the industrial revolution. This stage followed the general crisis that emerged as a result 
of the economic, social and political problems that existed before itself and was shaped by the dynam-
ics of this crisis. Capital played the most important role in this shaping. The dynamics of the change 
include the free market economy, global production systems, neoliberal understanding of state and the 
values of the Western culture. The IMF, the World Bank and the World Trade Organization are the main 
institutions that rebuilt the “new world order”.

On the one hand, it is argued that globalization has some advantages such as economic growth, 
technological experience and technological development, competition, increased employment, the 
shortening of the distances between countries and regions and the disintegration of oligopolies. On the 
other hand, globalization is said to have some negative consequences such as the problem of income 
inequality and sharing, national and international development deficits and imbalances, erosion and 
environmental problems.

In conclusion, if globalization policies are implemented correctly in line with the institutionalized 
policies, they may accelerate economic growth. Knowledge has become as important as capital with the 
rapid development of science and technology, which is a factor that will promote social welfare and eco-
nomic recovery. However, although this positive picture shows that economic policies in both developed 
and developing countries are becoming increasing similar, it is also seen that income inequality between 
countries is increasing as a result of globalization. Per capita income levels of developed countries came 
close to each other after 1980. However, the per capita income gap between developing and developed 
countries is widening significantly today. With increasing inequality, the number of people around the 
world who live on less than $1 a day has increased up to 1.3 billion in the last 10 years.

In this century, when even the developed capitalist countries are not able to solve the problem of 
inequality, taking more constructive steps to solve the problems of international terrorism, prolifera-
tion of weapons of mass destruction, global warming, migration and the environmental-social-cultural 
problems is of great importance for leaving a better world for our children.
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KEY TERMS AND DEFINITIONS

Financial Globalization: Financial globalization refers to the removal of barriers and restrictions 
on short- and long-term capital flows and the integration of domestic markets with the world markets.

Global Economic Problems: As an important global economic problem in the world, income in-
equality, poverty, economic crises, quotas for international trade, tax havens are examples.

Global Environmental Problems: Major environmental problems including droughts, desertifica-
tion, climate change, flood disasters, greenhouse effect, endangered rainforests, unplanned urbanization, 
air pollution, acid rain, marine pollution and nuclear wastes cause irreversible damage to the ecosystem 
and these environmental problems are becoming globalized.

Global Social Problems: Other problems caused by social globalization may include population 
density, rapid population growth, increased elderly population, difficulties in accessing resources, migra-
tion and refugee problem, global terrorism, increased health problems due to reasons such as pollution 
and epidemics.

Global System: Global system is an economic and political construct in which capital, management, 
employment, knowledge, natural resources and organizations are fully internationalized. The main de-
terminants of the global system are nation states, multinational corporations, international institutions, 
and non-governmental organizations.

Globalization: Globalization is defined as the expansion and development of worldwide economic, 
social, political, and cultural relations. This definition includes all elements such as different geographies, 
cultural formation, economic-social and political structure, state government, goods and services, capital 
accumulation, technological infrastructure, and lifestyles, regardless of physical distance. Globalization 
is a structural transformation process which is based on the principle of mutual dependence and which 
increases the level of communication, interaction, and relationships among all these elements.

International Institutions: It refers to all kinds of mergers that operate at international level, which 
do not have commercial purpose, concern more than one state, but do not have any state characteristics. 
Such as the World Trade Organization, the International Monetary Fund, the United Nations, the Or-
ganization for Economic Cooperation and Development, the North Atlantic Pact and the World Bank.
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Political Globalization: The globalization of political refers to the absence of the absolute sov-
ereignty of a state’s political borders over a certain area as well as increased interaction between the 
systems of government and increased external intervention and interaction on the basis of democracy, 
non-governmental organizations, human rights, and freedoms.

Social-Cultural Globalization: Advances in technology and communication increase the interac-
tion between individuals and societies living in different geographies. Social-cultural dimension of 
globalization refers to the movement and spread of ideas, knowledge and individuals at a global scale.

Technology Globalization: The globalization of technology removed physical limits in areas such 
as communication, transportation and security, increased mutual interaction and altered the interaction 
of time, space, and power.
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ABSTRACT

In this chapter, the answer to this question has been researched theoretically and empirically. KOF 
Globalization Index has been used as the measure of globalization unlike the empirical literature that 
explores the relationship between globalization and external debt. In the study where panel data analysis 
method has been used, the findings show that there is a positive relationship between KOF Globalization 
Index and external debt in developing countries. When it is examined from the perspective of the sub-
indexes of globalization, it is seen that the economic globalization index is positively related to external 
debt. Social and political globalization has no effect on external debts. Impact of the control variables 
used in the analysis on external debts is significant and negative. From this, it can be said that general 
globalization and economic globalization have increased the external debt of the nations.

INTRODUCTION

One of the main macroeconomic problems of underdeveloped and developed countries in the world is 
increasing external debt. In these countries, the failure of supplying the investments required for the 
acceleration of economic growth from domestic sources (insufficient domestic savings and foreign ex-
change shortfall) have increased the need for external debt. This need has emerged after World War II 
and the Developing countries turned to external sources and external borrowing especially after 1970. 
External borrowing, which is regarded in classical theory as a form of financing to be resorted to under 
extraordinary circumstances, has evolved into a standard practice because of the changing economic 
conditions of the day. Liberalization of capital movements starting from the second half of the 1980s as 
well as the acceleration of globalization starting from the middle of the 1990s increased the dependence 
of the countries on each other and the need for loans; and, in this regard, credit facilities were expanded 
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while low cost and affordable borrowing options were created as well. In the past thirty years, there has 
been an increase in public debt stock in most developed countries. For example, public debt stock in 
OECD countries were about 30% of GDP in the early 1980s but then rose to 50% in 2005. Is globalization 
really an important factor in increasing external debt of the nations - limiting their economic growth- as 
suggested by some authors and mentioned here as well?

Globalization, one of the key concepts of the twenty-first century, is one of the most debated con-
cepts. While the analyses of world capitalism proceeded on an international basis until the 1980s, this 
internationally based process was substituted by the globalization as a result of an intense paradigm 
change (Heywood, 2014, p. 27). Globalization can be expressed as a process in which common values     
in economic, political, social and cultural spheres spread across the world beyond the national borders. 
So; globalization is a multidimensional concept and the definitions vary depending on from which 
discipline it is handled.

Globalization is different from such similar concepts as internationalization, liberalization, uni-
versalization or westernization. However; these concepts are close to each other and sometimes used 
interchangeably (Gygli, 2018). Globalization is a phenomenon that includes liberalization, internation-
alization and universalization but also exists everywhere with its economic, social, political, cultural and 
ideological impacts. As McGrew (2010) also put it simply, globalization means the expansion, deepening 
and acceleration of mutual links around the world. According to Dreher (2006), who introduced KOF 
globalization index, “it is a process of creating networks of connections among intra- and multi-conti-
nental distances, mediated through a variety of flows including people, information and ideas, capital, 
and goods. Globalization is a process that erodes national boundaries, integrates national economies, 
cultures, technologies and governance, and produces complex relations of mutual interdependence.” Ac-
cording to another definition, globalization refers to the   spreading of some common values   in economic, 
political, social and cultural spheres beyond the local and national borders across the world (DPT, 2000, 
p.3). This new process led to liberal economic order in the economic arena and liberal political order in 
the political arena. According to the definition of the World Bank (2000), globalization is “the freedom 
and ability of individuals and businesses to initiate voluntary economic transactions with the individu-
als and institutions of other countries.” According to Stiglitz (2015), globalization means the reduction 
of transportation and communication costs and the integration of national economies by removing the 
obstacles against the flow of goods, services, capital, labor and information. The most researched dimen-
sion of globalization, as defined by the World Bank, is economic globalization.

As suggested by Stiglitz (2004), globalization is a process that must be well managed and its impacts 
are not the same in all countries regardless of which dimension is mentioned, particularly the economic-
political sphere. While some countries benefit from globalization at the maximum level by minimizing 
the risks and uncertainties, some other countries that cannot manage the process well suffer from glo-
balization. In this context; globalization is particularly effective in strengthening the positive impact on 
economic variables, particularly economic growth, for developed countries with a strong institutional 
structure, a well developed financial sector and robust macroeconomic policies. Therefore, it is important 
to know from which perspective the globalization is addressed.

However, regardless of which dimension is mentioned, it can be said that globalization leads to sig-
nificant changes in many parameters (social, cultural, political, etc.), especially economic parameters 
(growth, employment, foreign trade, indebtedness, unemployment, inequality, poverty etc.) of the na-
tion states. One of these economic parameters is external debt. In recent years, an increasing number 
of studies - with the emergence of new indicators - have focused on the impacts of globalization on 
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economic variables, particularly economic growth. Few studies have examined the relationship between 
globalization and external debt.

In this study, it is aimed to examine the relationship between globalization and external debt in 
developing countries. While the impacts of globalization on external debts are analyzed in the existing 
literature, it is seen that such variables as trade and finance gaps, foreign direct investment, tariff rates 
are widely used as the indicators of globalization. KOF Globalization Index, which is the most widely 
used globalization index according to Pofratke (2015), has been used instead of the existing literature 
in this study. Since the index has a long time series and various sub-indexes other than general indexes 
(economic, social and political), globalization - external debt relation could be examined in detail by 
creating more than one model.

Following the theoretical and empirical background, the impression of external debts and globaliza-
tion in the world will be evaluated in the study. After that, globalization - external debt relation will be 
examined by using panel data analysis methods for the countries having different income levels. The 
last part is is comprised of the outcome of the study and the proposal of the policy.

BACKGROUND

External borrowing, which is defined as the acquisition of external sources by the domestic institution 
(state or public) and individuals, has become a policy instrument which is frequently resorted to by 
developing countries, in particular, in order to maintain economic development processes. Such that 
countries resort to external borrowing because of many reasons such as the fact that they cannot borrow 
from their own capital markets or pay the financing of the importation of raw materials, intermediary 
and investment goods for the investments required for industrialization and development as well as the 
balances and budget deficits that have become chronic and also economic reforms in addition to extraor-
dinary expenditures, defense spending and their debts due (Ulusoy, 2016, p.60). As a result, External 
borrowing has turned into an important public income over time. Some economists such as Keynes and 
Harrod-Domar who focus on the impacts of external debt on economic growth point out that external 
borrowing provides an additional source of domestic investment, and thus economic growth, while some 
economists beginning with Griffin and Enos (1970) state that external borrowing decrease the productiv-
ity of economy. An important approach in this regard is largely concerned with the level of these debts, 
rather than whether external borrowing is made or not. It points out that reasonable borrowing levels 
in developing countries will support growth in these countries; because investment yields are higher 
in these countries compared to developed countries. This is the case, however, if the external debts re-
ceived are used for productive projects to repay these debts. Ward et al. (2002) and Pattillo et al. (2004) 
show empirical evidence that external debt in low levels affects the economic growth positively while 
additional debts over certain thresholds or turning points have a negative effect on the growth. Thus, it 
has been found in many empirical studies that there is a negative relationship between external debt and 
economic growth in the countries having a high level of external borrowing (Farzin, 1988; Were, 2001; 
Bilginoglu & Aysu, 2008; Malik et al., 2010).

There are mainly two important reasons why the government is resorting to external borrowing instead 
of domestic borrowing. The first is to provide additional income to existing resources in the economy 
and to create new payment opportunities in the second foreign currency. The first reason is especially 
important for countries that have insufficient domestic savings to support investment projects. These 
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resources provided by external borrowing can be used for investment and consumption. External sources 
increase the investment capacity of the country. However, if these debts are directed to consumption 
instead of investment, external borrowing does not contribute to the increase of investments. Countries 
having foreign exchange troubles can also resort to external borrowing to solve this problem. Especially 
developing countries meet their necessary investment and intermediate goods through imports in order to 
realize their economic growth. These countries having a low level of export revenues face such a foreign 
exchange bottleneck that the best way for them is to resort to external borrowing.

Unlike domestic borrowing, external borrowing is a real resource for the economy. However; when 
interest and capital payments are made, there is a source of funds from the country. In other words; the 
debtor country has to reduce its investments, consumption or both at the level of debt service during the 
payment of debts. Moreover; since this service is normally done with foreign currency, only the decrease 
in total expenditures will not be enough and the required exchange rate will also have to be provided. 
External debt service becomes important as the external debt and principal payments of the country 
increase. This rate, which shows how much of the foreign exchange earned by the export of goods and 
services goes to the debt repayment, especially shows the external debt pressures that the relevant country 
faces in the short term (Karluk, 2009, p.158).

Given the course of borrowing of developing countries, it is seen that they borrow from international 
financial institutions that emerged after World War II. Small-scale debt problems emerged in several 
countries starting from these periods, but a large-scale debt crisis started to emerge in many develop-
ing countries, especially in Latin America, in the 1970s. Increase in the number of countries following 
an outward-oriented policy was also seen as an important factor in the spread of this debt crisis. For 
this reason, it can be said that outward openness level of the countries determines the degree of being 
influenced by global events (Kazgan, 1985, p.181). With the beginning of the liberalization of capital 
movements (financial globalization) towards the end of the 1980s, external borrowing increased among 
the countries. Acceleration of globalization since the mid 1990s increased the dependence of countries 
on each other and the need for loans; credit facilities expanded and low-cost and affordable external 
resource utilization opportunities were created in this respect (Öztürk & Özyakışır, 2005, p.1). All these 
developments bring such questions to mind: (i) is there a relationship between globalization and exter-
nal debt? (ii) if there is a relationship between these two variables that are experiencing a simultaneous 
development, through what mechanisms, how and in which direction does this relationship come about?

Theoretical explanations on the relationship between globalization and external debts differ from 
each other. According to an opinion, countries which have trade openness can improve their debt posi-
tion by increasing their foreign trade (both imports and exports). In particular, the monitoring of the 
growth strategy based on exports will increase the foreign exchange income of the developing coun-
tries. In addition; if a rapid industrialization process can be achieved in the domestic market through 
imported capital goods, it can increase the economic prosperity of the country. High production growth 
and development in the country will reduce dependence on external borrowing (Zafar & Butt, 2008, 
p.3). As a result, outward-oriented economies are expected to have a tendency to have a lower level of 
debt (Woo, 2003). This view which suggests that there is a negative relationship between globalization 
and external debt has not found much support empirically. Chiminia and Nicolaidou (2015) examined 
the determinants of external debt in 36 sub-Saharan African countries in the period 1975 to 2012. This 
study in which a large number of economic and political explanatory variables, including outward open-
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ness, have been used indicates that external debt burden decreases in outward-oriented economies with 
a high level of economic activity. Bittencourt (2015) who focuses on the determinants of external debt 
in South America’s young and democratic countries (9 countries) has also found that outward openness 
negatively affects external debt.

Contrary to this argument, there are also some suggestions that there is a positive relationship between 
external debt and globalization. Considering that balance of payments always have deficit because of 
the fact that imports are more than exports in developing countries, it was inevitable to eliminate this 
deficit and the foreign exchange bottleneck. For these reasons, these countries have had to borrow from 
IMF, World Bank and international commercial banks since 1970s. Aside from the fact that these loans 
/ debts maintain the outward openness of the economy, the commitments made by the countries in order 
to receive this credit enable the country to maintain its outward openness through economic policies 
(Kazgan, 1985, p.175). Furthermore; since these countries removed government restrictions on financial 
markets without providing the necessary conditions in the 1980s, banks and other institutions resorted 
to borrow from foreign markets without exercising due diligence. These debts could not be repaid due 
to the financial crises that occurred later (Seyidoglu, 2015, p.601). With regard to these debts that could 
not be paid at due date, attempts were made to settle the external debts of developing countries through 
debt-deferral agreements made in the second half of the 1980s and early 1990s.

Another relationship between external debt and globalization takes place through taxation. Customs 
taxes are an important source of income for developing countries - especially the poor ones - (WTO, 
2003, p.2). Trade liberalization requires the gradual removal of customs tariffs. Budget deficits resulting 
from the diminution of budgetary resources in these countries will be compensated by external borrow-
ing due to insufficient domestic resources. Even in the 2000s, many developing and emerging market 
economies are still heavily dependent on customs duties in public finance (Caliari, 2005, Baunsgaard 
& Keen, 2005).

High dependence on export of primary goods (agricultural and land based products and raw materials) 
is also a major reason for high level of external borrowing in developing countries. Firstly, the prices of 
these goods have been falling steadily for the last 40-50 years. Between 1977 and 2001, prices for 41 of 
the 46 leading goods were reduced. Secondly, the prices of these goods are exposed to sharp fluctua-
tions. The decline and volatility in prices have made the income flow of these countries unpredictable 
(Caliari, 2005). In addition; since many developing countries producing similar goods simultaneously 
carry out trade liberalization, the prices of the goods exported by these countries have fallen due to the 
excessive supply of similar goods (Khattry & Rao, 2002). As a result, these countries whose export 
revenues decreased had to resort to external borrowing.

The limited empirical literature on the relationship between globalization and external debt reveals 
that the trade openness in developing countries worsens their external debt position. As we have already 
mentioned, almost all of the studies except for one or two studies agree that there is a positive relation-
ship between globalization - or openness / trade openness as used in many studies - and external debts. 
Examples from these studies are presented in Table 1. While a small number of studies are focused directly 
on globalization - external debt relation, a substantial part of the studies are focused on the determinants 
of external debt stock in which the outward openness variable is included in the equations. Import / GDP, 
export / GDP and foreign trade volume / GDP variables were used in these studies as the indicators of 
globalization or outward openness. When Table 1 is examined, it is seen that almost all studies except 
for Azzimonti et al. (2012) have selected the developing countries as the sample.
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Only a few studies have found evidence that trade openness do not have any effect on the external 
debts of countries. For example, Imimole et al. (2014) investigated the determinants of external debt 
in Nigerian economy and showed that the outward openness of the economy had no effect on external 
debts. Again, a small number of studies (Chiminia and Nicolaidou, 2015 & Bittencourt, 2015) found 
that outward openness decreases external debt.

Table 1. Summary of literature

Studies Sample Method Result

Osuji & Surajudeen (1998) 7 Sub-Saharan Africa 
countries, 1972-1992 Regression analysis An increase in the import / GDP ratio leads 

to an increase in external debt.

Lane (2000) 87 developing 
countries, 1970-1995

Cross-section and 
panel data analysis

There is a positive relationship between 
trade openness and external debt.

Zafar & Butt (2008) Pakistan, 1972-2007 ARDL model
In the long run there is a positive 
relationship between external debt and trade 
liberalization.

Colombo & Longoni (2009) 61 developing 
countries, 1970-2001 Pooled OLS, GMM There is a strong and positive relationship 

between foreign debt and trade openness.

Azzimonti et al. (2012) 22 OECD countries, 
1973-2005

Panel data analysis 
(FE)

As financial markets are more integrated 
with international markets, public debt is 
increasing.

Zakaria (2012) Pakistan, 1972-2010 Generalized Methofs 
of Moments (GMM)

Trade openness has a significant positive 
effect on foreign debts.

Kizilgol & Ipek (2014) Turkey, 1990-2012 ARDL model Trade openness has a positive effect on 
short and long term external debt.

Imimole et al. (2014) Nigeria, 1986-2010
Cointegration test, 
Parsimonious Error-
Correction Model

Trade openness has no effect on external 
debt.

Chiminya & Nicolaidou (2015)
36 Sub-Saharan 
Africa countries, 
1970-2012

Pooled OLS, Panel 
data analysis (FE)

In open economies, external debt burden is 
decreasing.

Awan, et al (2015) Pakistan, 1976-2010 ARDL model Trade openness ratio has a positive effect on 
external debt stock.

Bittencourt (2015) 9 South American 
countries, 1970-2005

Dynamic panel data 
analysis

Trade openness negatively affects foreign 
debt.

Bölükbaş (2016) Turkey, 1998-2011 VEC model There is a positive relationship between 
trade openness and external debt.

Al-Fawwaz (2016) Jordan, 1990-2004 ARDL model
External openness ratio and foreign trade 
volume variables have positive effects on 
external debt stock.

Bölükbaş & Peker (2017) Turkey, 1998-2011 VAR model External debt is positively influenced by 
trade openness.

Akduğan (2017) Turkey, 1970-2015 ARDL model Trade openness variable has a positive 
effect on foreign debt stock.

Source: It was created by the author using related studies
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Development of External Debts in the World

When historically examined, the reasons and impacts of external borrowing as well as the solutions of 
emerging problems in underdeveloped and developing countries are different from the ones in developed 
countries. Especially after World War II, the main objective of these countries is to get rid of underde-
velopment, to industrialize and to remove developmental differences between developed countries and 
themselves. It is thought that the savings required to achieve this aim and other national resources are 
generally inadequate and therefore it is compulsory to resort to external resources / debts. External debts 
essentially entered into the agenda of the world economy through the shocks of energy and oil crises in 
the 1970s and increased its significance after the declaration of Mexico in 1982 that it will not be able 
to pay its external debts. Latin American countries such as Brazil, Argentina and Chile, which followed 
Mexico, also played a major role in spreading the problem.

Since the early 1980s, not only Latin America, but also nearly half of the developing Third World 
countries have faced significant international payment problems. There are many factors which are ef-
fective in the emergence of these problems and they can vary depending on the countries. Though it is 
difficult to generalize, the increases in oil prices, the stagnation in developed countries, the increase in 
real interest rates, the decrease in prices of basic agricultural products, the policies for domestic con-
sumption in underdeveloped countries and the early financial liberalization movements in the 1970s 
are important reasons for external borrowing (Ulusoy, 2016, pp. 317-325). Structural weakness of the 
economies of these countries and the unsuccessful domestic economy policies have been effective in 
the continuation of international payment problems for many years.

The course of external debts in the world will be examined in terms of developing countries within 
the data provided by the World Bank’s “International Debt Statistic Database”. World Bank categorizes 
the countries on the basis of GNP per capita within the analytical framework (calculated by the World 
Bank Atlas method). Countries are classified as low, medium and high income economies accordingly. 
The first two groups are generally categorized as developing countries, including underdeveloped coun-
tries. Here, the developments in the external debt stocks and ratios of these countries are explained and 
evaluated. The most important external debt indicators are regarded as the share of external debt stock 
in GNP and the share of external debt in exported goods and services. Figure 1 indicates the share of 
external debt stocks of low and middle income country / country groups in GNP for the period 1980-2016. 
In this regard; it is seen that the external debts of these countries are more than 100% with a constant 
tendency of increase in the 1980s and 1990s, and it is seen that they have a tendency to decrease after 
2005 especially compared to the previous years. The highest external debt among these country groups 
belongs to low income countries. Such that, external debts / GNP ratio has increased to over 500% in 
these countries from the second half of the 1980s until 2000s. The most important reason lying behind 
the decline in External borrowing in these countries since 2000s is that these countries’ external debts 
to IMF, World Bank and African Development Bank have been written off. IMF decided to write off 
the external debts of 19 poor countries in December 2005; then the World Bank decided to erase the 
external debts of the poorest 18 countries. The vast majority of these countries whose debts were writ-
ten off are from Africa, except for the four Latin American countries (Honduras, Nicaragua, Guyana, 
Bolivia). Regarding these debts written off, Paul Wolfowitz, World Bank President of that period, said 
that “leaders of 38 countries in Africa and the other regions of the world will no longer have to make a 
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choice between using their budget to repay their unbearable debts and spending their budget for the sake 
of their people” (IMF, 2005). The country group relatively having the lowest external debt / GNP ratio 
within this group is the Middle East and North Africa. While the share of external debts in the GNP was 
110% at the beginning of this period, it had a trend of decline in the 2000s as in other countries. The 
situation in developing (middle income) countries is similar to that of the Middle East and North Africa.

Another indicator of external debt, the external debt / export ratio, is a measure used to obtain informa-
tion about the long-term impacts of export revenues on total debt stock, which shows the indebtedness of 
a country as well as its external debt payment capacity (Evgin, 2000). Table 2 shows the share of external 
debt stock of low and middle income country groups in the export of goods and services for the period 
1975-2016. The external debt / export ratio of middle income countries rose from around 12% in 1975 
to 36% in 2000. In low income countries, the situation is even worse. While the rate of external debt to 
the exports of goods and services was 20% in low-income countries in 1975 which was the onset of the 
period, it reached up to around 115% in 1995. The first reason of the increase is the increase in external 
debt stock and the second reason is the decrease in exports due to external and internal economic cri-
ses. The rate which started to fall as of 2000 decreased to 27% in 2012 and was realized as 33% by the 
end of 2016. Realization of these improvements despite the Global Financial Crisis in 2008 should be 
viewed as a significant achievement. In accordance with the most basic debt ratios (external debt / GNP, 
external debt / export), it can be said that the burden of external debt in developing countries followed 
a moderate course in the 2000s.

Figure 2 indicates the situation of external debt stock in dollar in developing countries. It is seen that 
external debt stock has continuously increased since the second half of 1970s. A remarkable issue in the 
period under review is the increase in short-term debt since 2006.

When the debt indicators of low and middle income countries were examined in 2016, which is the 
latest year whose data was published by International Debt Statistics (2018), it is seen that external 
debt stocks increased moderately compared to the previous year (4.1%). However; external debt ratios 
continue to deteriorate. Deterioration in debt indicators partially depends on the growth and decline in 

Figure 1. External debt stocks (% of GNI)
Source: WB (2018), International Debt Statistics 2018, The World Bank
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international commodity prices according to the World Bank (2018). 25% of low and middle income 
countries kept their external debt-GNP ratio above 60% at the end of 2016; and their debt-export ratio 
exceeded 150% in 44% of these countries (IDS, 2018). Total external debt of low and middle income 
countries increased by 4.1% in 2016 to about 6.9 trillion dollars (Table 3).

Table 2. Total external debt stocks (% of exports of goods, services and primary income)

1975 1980 1985 1990 1995 2000 2005 2010 2011 2012 2013 2014 2015 2016

Latin 
America & 
Caribbean 
(excluding 
high 
income)

21,4 34,3 57,1 41,4 35,1 36,6 28,6 23,1 23,2 25,4 27,5 30,2 36,2 38,1

Middle East 
& North 
Africa 
(excluding 
high 
income)

.. .. .. .. 56,1 38,2 25 14,9 12,4 12,4 14,2 14,8 16,3 18,4

Sub-Saharan 
Africa 
(excluding 
high 
income)

14,8 23,2 51,1 61,9 74,5 62,7 37,5 22,4 22 23,6 24,6 24,4 27,8 31,9

Middle 
income 12,2 20,3 29,2 31,8 37,2 35,9 26,3 22,5 22,3 23,2 24,8 25,4 24,9 25,9

Low income 20,1 34,6 75,7 81,2 114,4 78,7 61 29,4 27,7 27,3 29,6 29 31,6 33

Source: IDS (2018), International Debt Statistics 2018, The World Bank

Figure 2. External debt stocks in low & middle income countries
Source: IDS (2018), International Debt Statistics 2018, The World Bank
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The short-term external debt stock, which constitutes about one-fourth of total external debt, remained 
almost stationary compared to the previous year. Only 9.948 million dollars belong to low income coun-
tries while the rest belongs to middle income countries. According to the World Bank’s International 
Debt Statistics, the share of short-term debts in the total debts was 13-14% in 2000 while it reached 
to 25% with almost a double increase by 2016 (IDS, 2018). This increase in short-term debts actually 
indicates a risky situation, but it has sometimes been tried to compensated with the increase in reserves.

The View of Globalization in the World

Globalization must be measured - with the help of an indicator - in order to be able to determine its ef-
fects on economies analytically. But there is also no standard measure of globalization which is a very 
complex and multidimensional process without a universally accepted definition. Because it is quite dif-
ficult to find an indicator / index that catches all its aspects (Caselli & Gemelli, 2008). Single indicators 
such as foreign trade openness or financial openness as a percentage of GDP are often used as a proxy 
for globalization. However, globalization encompasses much more than outward openness and capital 
movements. It is a process that has social and political aspects as well as economic. For that reason, 
many composite indicators or indexes have been used to measure globalization in recent years. KOF 
Globalization Index which is frequently used in literature while examining the state of globalization in 
the world (see. Pofratke, 2015) and which is also included in the analyses in this study as an indicator 
of the globalization variable will be used here.

Table 3. External debt indicators (2016)

Total debt**(millions 
dolar)

Total 
debt to 

GNI (%)

Total 
debt to 
export 

(%)

Reserves to 
total debt 

(%)

Debt 
services 

to export 
(%)

Short 
term debt 
(millions 

dolar)

Long 
term debt 
(millions 

dolar)

Low & middle 
income 6.786.978 26,0 106,7 81,4 14,2 1.709.557 5.052.221

East Asia & Pasific* 2.308.374 17,2 67,6 153,0 7,2 1.013.538 1.277.174

Europe & Central 
Asia 1.552.544 53,3 168,0 35,7 25,9 216.201 1.276.445

Latin America 
&Caribbean* 1.740.663 38,1 177,6 42,7 29,5 268.697 1.451.996

Middle East & North 
Africa* 224.687 18,4 89,1 99,4 8,6 47.374 164.189

South Asia 626.729 21,6 116,8 66,1 16,2 107 504.053

Sub-Saharan Africa* 453.980 31,9 137,1 30,8 11,6 56.752 378.365

Low income 121.291 33,0 160,4 - 8,7 9.948 103.391

Middle income 6.755.687 25,9 106,0 82,4 14,3 1.699.608 4.948.830

Lower middle 
income 1.774.683 28,6 124,6 46,8 16,9 267.732 1.451.941

Upper middle 
income 4.981.004 25,0 100,6 95,1 13,5 1.431.877 3.496.890

Source: IDS (2018), International Debt Statistics 2018, The World Bank
*Excluding high income ** Total debt stock is the sum of short and long-term debt plus IMF credit.
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Size of globalization with regard to the regions and the world average is indicated in Figure 3 in ac-
cordance with KOF Globalization Index data. Figures 3 and 4 have been prepared by the authors by using 
data from KOF Globalization Index (KOF, 2018a). Globalization level increased rapidly between 1990 
and 2007 across the world; and has been slower since the 2008 Global Financial Crisis. Globalization 
level indicated a slight decline in 2015 and the global level of globalization declined for the first time 
since 1975. This decline was due to the decrease in economic globalization; and social globalization 
remained stable while political globalization slightly rose (KOF, 2018b). As will be noted, the North 
American countries have had the highest level of globalization from 1970 onwards while the South Asian 
countries have had the lowest level of globalization. North America, Europe and Central Asia regions 
are above the world average while Sub-Saharan Africa and South Asia regions are below the world aver-
age. In addition, globalization level is almost world average in the Middle East, North Africa, East Asia 
and Pacific regions (Figure 3). It is clear that globalization has increased by an average of 15-20 points 
across the world since the 1970s, which was faster in the 1990s than previous years.

Figure 4 indicates the status of globalization level in the countries with different income levels. The 
chart reveals an interesting situation. Globalization level is the highest in high income countries while 
it is the lowest in low income groups. This situation also points out the existence of a direct relationship 
between globalization and income level. Thus, a significant part of the studies in the literature prove 
that there is a positive relationship between globalization and income level / economic growth (Dreher, 
2006; Dreher et al., 2008; Chang & Lee, 2010; Villaverde & Maza, 2011; Chang et al., 2013; Gurgul & 
Lach, 2014; Hayaloğlu et al., 2015; Türedi, 2016) .

KOF 2018 version of the latest published KOF Globalization Index was calculated for 209 countries 
as of 2015. Table 4 indicates the situation of several countries taken from the world ranking of global-
ization. It is seen in Table 4, which only includes the general globalization index of the countries, that 
European countries rank in the top 10. While USA ranks as the 24th, Turkey ranks as the 47th and Rus-
sia ranks as the 56th, such underdeveloped countries as Sudan and Afghanistan take place at the last.

Figure 3. The level of globalization in terms of regions in the World
Source: IDS (2018), International Debt Statistics 2018, The World Bank
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MAIN FOCUS OF THE CHAPTER

Date Set and Model

The impact of globalization on foreign debts has been tested for 55 developing countries (indicated in 
Annex 1) in the period covering 1992-2015. The countries and the data period were determined by the 
availability of data.

Figure 4. Level of Globalization by Different Income Groups
Source: IDS (2018), International Debt Statistics 2018, The World Bank

Table 4. KOF globalization ındex country ranking (2015)

Rank Country Index Rank Country Indexs

1 Belgium 90,47 23 Singapore 80,01

2 Netherlands 90,24 24 United States 79,95

3 Switzerland 89,70 35 Japan 77,30

4 Sweden 88,05 47 Turkey 70,87

5 Austria 87,91 50 Mexico 70,46

6 Denmark 87,85 56 Russian 
Federation 69,06

7 France 87,34 87 China 61,23

8 United Kingdom 87,23 83 Indonesia 62,04

9 Germany 86,89 96 Brazil 59,64

10 Finland 85,98 130 Pakistan 51,70

14 Canada 83,45 172 Sudan 41,82

Source: https://www.kof.ethz.ch/en/forecasts-and-indicators/indicators/kof-globalization-index.html (12.04.2018)
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GNP ratio to external debt stock was used as a dependent variable in the study. External debt stock 
is the amount of debt that can be paid as money, goods or services to non-residents. This amount of 
debt consists of the sum of public debt, publicly guaranteed debt and non-guaranteed long-term debt of 
private sector, IMF credits and short-term debt.

In empirical studies examining the relation between globalization and foreign debt, it is seen that such 
variables as trade and financial openness, direct foreign investments, tariff rates are frequently used to 
represent globalization. KOF globalization index which has a long time series and various sub-indexes 
(economic, social and political) was used in this study to represent globalization. We also did not find 
a study directly analyzing the relationship between KOF Globalization Index, and external debt. KOF 
Globalization Index was developed by Dreher (2006) and updated by Dreher et al. (2008). The KOF 
globalization index is published annually by KOF Swiss Economic Institute. The index has measured 
the globalization level of almost every country in the world on economic, social and political scales 
since 1970. This is the most widely used globalization index in the literature (Potrafke, 2015). KOF 2018 
version the most recent KOF Globalization Index published, was calculated for 209 countries covers the 
period from 1970 to 2015. KOF index has three sub-indexes as economic, social and political as well as 
one general index. In accordance with KOF 2018 version - unlike previous versions - the weight of each 
sub-index within the general index is equal to each other and determined as 33.3%. Again unlike previ-
ous versions; the economic globalization index is composed of two sub-indexes as trade and financial 
globalization while social globalization is composed of three sub-indexes as interpersonel globalization, 
information globalization and cultural globalization. There are 42 variables in total included in KOF 
general globalization index which is the sum of these sub-indexes. Each of the variables in the index has 
values   between 1 and 100. The lowest level of globalization is indicated by 1 while the highest level of 
globalization is indicated by 100. The weights used for the calculation of the sub-index are obtained by 
using the principal components analysis (KOF, 2018a).

Four control variables as economic growth, inflation, domestic savings and population were also 
used in the study. These variables, which are thought to affect the external debt stock, were decided by 
considering the literature. Economic growth was included in the model with GDP per capita in dollars, 
inflation variable was included in the model as GDP deflator, domestic saving variable was included 
in the model as the ratio of domestic savings to GDP and population was included in the model as the 
sum of population of the countries in million people. All of these variables are annual and have been 
obtained from World Development Indicators (WDI).

The variables used in the study and their summary information are indicated in Table 5.
Panel data analysis method was used in this study which analyzes the relationship between global-

ization and external debt. Panel data analysis is a method of estimating economic relations by using 
cross-sectional (horizontal or vertical) data having a time dimension (Pazarlioglu & Gurler, 2007, p.37). 
Therefore; both time series and horizontal cross section data are jointly used in this method as well as 
creating a data set which contains both dimensions (Gujarati & Porter, 2009, p.59). Stata 14 package 
program was used in order to perform the analyses. Descriptive statistics related to the data used in the 
analysis are indicated in Table 6.

Four different models have been estimated to examine the relationship between globalization and 
external debt in the study. So that, the relationship between the four dimensions of globalization and 
foreign debts has been examined separately. These dimensions consist of the general KOF Index, which 
includes all of the sub-indexes, and economic, social and political index. Therefore, we consider the 
following models:
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Debt Gdp Sav Inf Pop Kof u
it it it it it it it
= + + + + + +β β β β β β

0 1 2 3 4 5
 (1)

Debt Gdp Sav Inf Pop Kofec u
it it it it it it it
= + + + + + +β β β β β β

0 1 2 3 4 5
 (2)

Debt Gdp Sav Inf Pop Kofsoc u
it it it it it it it
= + + + + + +β β β β β β

0 1 2 3 4 5
 (3)

Debt Gdp Sav Inf Pop Kofpol u
it it it it it it it
= + + + + + +β β β β β β

0 1 2 3 4 5
 (4)

Table 5. Variables used in model

Variable name Symbol of the 
variable * Definition Source

External Debt Debt + Ratio of external debt stock to GNP %

World Bank 
(2018)

Per capita income GDP - GDP per capita $

Domestic saving Sav - Gross domestic savings to GDP ratio %

Inflation Inf - GDP deflator %

Population Pop -/+ Total population of the country person

Overall globalization Kof + Overall globalization index score Index

KOF (2018c)
Economic 
globalization Kofec + Economic globalization index score Index

Social globalization Kofsoc + Social globalization index score Index

Political globalization Kofpol + Political globalization index score Index

*Estimate of relationship between external debt and variables.

Table 6. Descriptive statistics

Variables Mean Std. Dev. Min Max Obs

Debt 60.29184 63.46053 0 897.9592 1320

Gdp 3051.091 2829.228 138.7168 16007.09 1320

Sav 19.6518 13.53941 -71.82182 60.49045 1320

Inf 45.29965 486.263 -29.69107 15544.38 1320

Pop 7.99e+07 2.25e+08 141925 1.37e+09 1320

Kof 54.85935 10.01822 26.30192 79.61491 1320

Kfec 49.44392 12.04116 16.71884 82.38122 1320

Kfsoc 48.34523 14.07634 13.23182 81.38122 1320

Kfpol 66.01134 18.67257 10.96053 95.31072 1320
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Debt
it

, the dependent variable used to represent external debt in all models, shows the ratio of “i” 
country’s external debt stock in year “t” to GNP. Kof

it
, the independent variable whose relationship 

with external debts is examined, is the KOF index score indicating the overall level of globalization of 
“i” country in year “t”. Furthermore; economic, social and political globalization levels are also measured 
as sub-dimensions of globalization in the annual KOF globalization index. In the analysis, the relation-
ship between each sub-index and external debt were examined separately. For this reason, three different 
models have also been created in which each sub-globalization component is used. Kofec

it
, Kofsoc

it
 

and Kofpol
it

, the independent variables in other models (2, 3, and 4), are the KOF index scores indicat-
ing, respectively, the level of economic, social and political globalization of country “i” in year “t”.

In addition to these variables, the control variables which are mentioned to have an effect on external 
debt in the theoretical and empirical literature have been included in the analysis for each model.

Among the control variables; Gdp
it

 indicates GDP per capita of “i” country in year “t”, Sav
it

 indi-
cates total domestic savings rate of “i” country in year “t”, Inf

it
 indicates the inflation rate of “i” coun-

try in year “t” and Pop
it

 indicates the total population of “i” country in year “t”.

Analysis and Results

The method used in the study is panel data regression analysis. Pooled ordinary least squares (POLS), 
fixed effects model (FE) and random effects model (RE) which show the combination of data are gen-
erally used in panel data. In the POLS model, it is assumed that all parameters are common. In FE and 
RE models, one-way (OWFE) or two-way (TWFE) effects are modeled. When one-way effects are con-
sidered, it is assumed that the parameters of the model change either through horizontal cross-sectional 
units or over time. In two-way model, it is assumed that the model parameters change both through unit 
and over time. For this reason, it is necessary to determine the existence of unit and time effect in order 
to be able to make an estimator selection.

ANOVA F test which tests the existence of the individual effect by comparing POLS and FE models, 
was performed in the first step. It has been observed that both the unit and time effects are available in 
the test result. Secondly, Breusch-Pagan Lagrange Multiplier (LM) test was applied to compare POLS 
and RE models. According to the test results, there is a unique effect of the units but there is no time 
effect. These two test results indicate that POLS model is inconsistent. Hausman test was performed 
to determine the consistent model between FE and RE models. According to Hausman test results, H0 
hypothesis suggesting that “difference between the parameters is not systematic” was rejected. There-
fore, FE model was identified as a consistent model. The results of these tests are indicated in Table 7.

It is assumed that there is no varying variance, autocorrelation and horizontal cross-sectional depen-
dence in panel data models. Model is consistent and effective under these assumptions. The existence 
of these assumptions is required to be tested in order to be able to say that we will use a consistent FE 
model in our study work though it is effective. Modified Wald Test (Greene, 2000) was applied to test 
the assumption of homoscedasticity in FE model. Since H0 hypothesis suggesting that “variances are 
homoscedastic for the units” was rejected as a result of the test, it is accepted that there is a problem of 
heteroscedasticity. Durbin-Watson and Baltagi-Wu Locally Best Invariant (LBI) tests were applied to test 
the correctness of the assumption of non-autocorrelation. If the test results are close to 2, it is interpreted 
as there is no autocorrelation; if it is far from 2, it is interpreted as there is an autocorrelation problem. 
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It is seen that there is an autocorrelation in accordance with the test results. Pesaran (2004) CD Test 
was applied to determine whether there is a correlation between the units. The reason for preferring this 
test is that it gives more accurate results in case it is N> T (Tatoglu, 2016, p.229). Test results show that 
there is a correlation between the units. Test results for the econometric assumptions are given in Table 8.

Data for both units and time ara analyzed by using Panel data. The path which is followed by data 
over time is important because time dimension of data is included in the analysis. For this, the stabil-
ity of the series needs to be determined. Panel unit root tests can be considered as the first and second 
generation. First generation unit root tests are used where there is no correlation between horizontal 
cross-sectional units. Second generation panel unit root tests were developed to solve the problems that 
might arise due to horizontal cross-section dependency. Since horizontal cross sectional dependency was 
determined as a result of the tests on econometric assumptions, Pesaran (2003) Unit Root Test which is 
a second generation unit root test was applied. All series, except for economic globalization, are stable 
at the level in this regard. It is seen that economic globalization series is not stable at the level but stable 
at the first difference. Therefore, the first difference of economic globalization was used in the analysis.

As a result of testing the econometric assumptions, it was determined that there is heteroscedasticity, 
autocorrelation and correlation between the units. Validity of variances and thus standard errors, t and F 
statistics, R2 and confidence intervals are affected due to the existence of these problems. For this reason, 
standard errors were estimated through Prais-Winsten regression to make the necessary correction and 
resistance. In accordance with panel regression analysis findings in Table 10, all models are significant 
and R2 values are between 21% and 26%. In accordance with the results of the analysis, there is a positive 
significant relationship between the general globalization index (Kof) and the economic globalization 
index (Kofec) and the external debts at the 1 percent significance level. In this regard, the increase in 
general globalization level, especially economic globalization level, in developing countries is regarded 

Table 7. Tests determining unit and time effect

Cross section Time Both

ANOVA F 13.81 
(0.0000)

1.96 
(0.0045)

14.87 
(0.0000)

LM 1406.20 
(0.0000)

0.00 
(1.0000)

1510.22 
(0.0000)

Hausman 89.11 
(0.0000)

Table 8. Diagnostic Test Results

Wald Test 52046.78 
(0.0000)

D.W. – Baltagi Wu 0.252522 - 0.55967457

Pesaran (2004) CD 17.753 
(0.0000)
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as an important reason for increasing foreign debt. Many studies in the sample of developing country in 
empirical literature (Osuji & Olowolayemo, 1998; Lane, 2000; Zafar & Butt, 2008; Colombo & Longoni, 
2009; Zakaria, 2012; Kizilgol & Ipek, 2014; Awan et al., 2015; Bölükbaş, 2016; Al-Fawwaz, 2016; 
Bölükbaş & Peker, 2017; Akduğan, 2017) have concluded that there is a positive relationship between 
trade openness and external debts. No relationship could be determined between social (Kofsoc) and 
political (Kofpol) globalization and external debts.

Table 9. Panel unit root test (Pesaran 2003)

Variables Level Values First Differences

Debt -3.756 (0.000)

Gdp -3.544 (0.000)

Inf -11.386 (0.000)

Sav -4.310 (0.000)

Pop -14.591 (0.000)

Kof -3.854 (0.000)

Kfec -0.397 (0.346) -12.437 (0.000)

Kfsoc -4.079 (0.000)

Kfpol -7.506 (0.000)

Table 10. Panel regression estimations (dependent variable: External Debt Stock)

Independent Variables Model 1 Model 2 Model 3 Model 4

Gdp -3.15* 
(0.002)

-1.88*** 
(0.061)

-2.19** 
(0.029)

-2.59** 
(0.010)

Inf -2.56** 
(0.010)

-3.83* 
(0.000)

-2.40** 
(0.016)

-2.56** 
(0.011)

Sav -2.90* 
(0.004)

-2.99* 
(0.003)

-3.09* 
(0.000)

-2.97* 
(0.003)

Pop -4.59* 
(0.000)

-4.45* 
(0.000)

-3.92* 
(0.000)

-5.79* 
(0.000)

Kof 4.92* 
(0.000) - - -

Kofec D1. - 2.97* 
(0.003) - -

Kofsoc - - -1.63 
(0.104) -

Kofpol - - 0.85 
(0.393)

C (fixed term)

R2 0.2268 0.2689 0.2163 0.2111

chi2 (28) 411.84 
(0.000)

280.26 
(0.000)

391.48 
(0.000)

368.65 
(0.000)

Observations 1540

(Prais-Winsten regression, correlated panels corrected standard errors: PCSEs)
Note: *, **, ***, The estimated coefficients are statistically significant at 1%, 5% and 10% significance levels, respectively.
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A negative and significant relationship has been determined between the control variables used in 
the analysis and external debt in all models. Accordingly, the increase in per capita income leads to a 
decrease in external debt. Theoretically, if an economy has more income, it may not require outsourc-
ing and it may reduce borrowing. Barro (1979) theoretically and empirically argued that the temporary 
increase in the income play a cyclical role on the external debt of the USA. Waheed (2017) concluded 
that the increase in GDP in the countries which export and import oil reduces external borrowing and 
this effect is strong. Hajivassiliou (1987), Tiruneh (2004) and Bittencourt (2013) similarly concluded 
that income per capita or income growth negatively affects foreign debts. On the other hand, a higher 
income is an indicator of credit rating and may lead to a further increase in the debt stocks of the country 
after a while as well as leading to much more borrowing. According to Akduğan (2017), GDP per capita 
has a significant and positive effect on external debt.

The impact of the inflation variable on external debts is negative and significant in all models. There 
is no theoretical or empirical consensus on the inflation-external debt relationship. Colombo and Longoni 
(2009) and Waheed (2017) found that inflation positively affects external debt while Assibey-Yeboah 
and Mohsin (2014) determined that there is a negative relationship.

The impact of savings on external debts is significant and negative in all models in conformity with 
the theoretical and empirical expectations (Waheed, 2017; Koyuncu & Tekeli, 2010). Moreover, the 
relationship is very strong (at 1% significance level). The increase in the level of domestic savings will 
reduce the need for the country’s external savings.

Population variable which is available in all models also show a significant and strong negative 
relationship. The results of theoretical and empirical studies in the literature suggest that population 
growth prevents economic growth and development (pessimists), increases the growth depending on the 
circumstances of the countries (optimists) and even that there is no significant and important impact on 
economic growth (Tekeli & Gunsoy, 2015). Therefore, the impact of population growth on economic 
growth may be positive, negative or even insignificant (unimportant).

FUTURE RESEARCH DIRECTIONS

In this study, the impacts of globalization on foreign debts have been examined both theoretically and 
empirically in the sample of developing countries. In this study where KOF globalization index was used 
to represent globalization in empirical analysis, unlike the previous literature, it has been concluded that 
general and economic globalization index have a positive impact on external debts in developing coun-
tries. It is also clear that much more studies are needed to generalize the results obtained in this study. 
It is also surprising that there are quite a few studies on globalization-external debt relation although 
there are numerous studies which analyze globalization and the impacts of globalization on economic 
growth. For this reason, further studies can be carried out by considering the issues mentioned below:

• Different analysis techniques can be used,
• Separate analyses can be made for short and long term debts,
• Analyses can be made in a single country sample.
• Besides these control variables, other macroeconomic variables which are considered to be effec-

tive on external debt can also be analyzed.
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• KOF general globalization index and economic, social and political globalization indexes that 
are its sub-indexes have been used in the study to represent globalization. These sub-indexes also 
have their own sub-indexes. For example, the sub-indexes of economic globalization are trade and 
financial globalization. Impacts of economic globalization on external debts can be analyzed in 
more detail by using these sub-indexes.

CONCLUSION

External borrowing, which is of great importance for both developed and developing countries, is an 
important tool for countries to achieve their socio-economic goals. Development of financial and eco-
nomic relations between countries bring out the issue of borrowing as an ordinary method today. Inad-
equate capital accumulation, oil crisis in 1970s and the heavy outcomes of this crisis led to an increase 
in foreign borrowing levels of developing countries in their development efforts. In fact, the external 
financing network established after the Second World War increased the exports of developed industrial 
countries while expanding the imports of developing countries and also served to increase the level of 
openness of both sides. Following the 1974 crisis, international banks (mainly US based), IMF and World 
Bank, in which new functions were constantly imposed, provided loans to these countries which were 
frequently in a financial bottleneck under a variety of credit terms. These loans enable the country to 
maintain its openness and also the commitments made by countries in the interest of these loans enable 
them to remain open through economic policies. In short, when developing countries tried to develop 
by being opened to foreign countries through foreign trade, capital and foreign exchange deficits led to 
external borrowing, and external borrowing led to further openness in the economy. The concept pre-
viously named as foreign trade, or openness turned into internationalization and finally globalization 
in the following years. All these developments bring such questions to mind: (i) is there a relationship 
between globalization and foreign debt? (ii) if there is a relationship between these two variables that 
are experiencing a simultaneous development, through what mechanisms, how and in which direction 
does this relationship come about?

In this study, the relationship between external debt and globalization has been examined theoretically 
and empirically in the sample of developing countries. GNP ratio to external debt stock was used as a 
dependent variable in the study. Having preferred KOF globalization index as a measure of globaliza-
tion, the study tests globalization-external debt relationship for 56 developing countries (indicated in 
Annex 1) during the period 1995-2015. KOF Globalization Index was developed by Dreher (2006) and 
updated by Dreher et al. (2008). KOF 2018 version of the latest published KOF Globalization Index 
was calculated for 209 countries as of 2015. KOF index has three sub-indexes as economic, social and 
political as well as one general index.

Four control variables as economic growth, inflation, domestic savings and population were also used 
in the study. In accordance with the results of the analysis, there is a positive significant relationship 
between the general globalization index (Kof) and the economic globalization index (Kofec) and the 
external debts at the 1 percent significance level. In this regard, the increase in general globalization level, 
especially economic globalization level, in developing countries is regarded as an important reason for 
increasing foreign debt. Many studies in the empirical literature on developing country sampleOsuji & 
Surajudeen, 1998; Lane, 2000; Zafar & Butt, 2008; Colombo & Longoni, 2009; Zakaria, 2012;Kizilgol 
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& Ipek, 2014; Awan, Anjum & Rahim, 2015; Bölükbaş, 2016; Al-Fawwaz, 2016; Bölükbaş & Peker, 
2017; Akduğan, 2017) support the results here. The increasingly open economic policies, globalization 
(with the present discourse) of nation states have led to an increase in their foreign borrowing. It can be 
said that the magic concept called globalization has made developing countries dependent on external 
sources rather than helping them to develope.

No relationship has been determined between social and political globalization and external debts. 
A negative and significant relationship has been determined between the control variables used in the 
analysis and external debt in all models.
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KEY TERMS AND DEFINITIONS

Economic Globalization: Economic globalization refers to the intensification and expansion of mu-
tual economic interactions on the world scale. Economically, three dimensions of globalization—trade, 
financial, or financial and globalization of production—draw attention.

External Debt: Total external debt is debt owed to nonresidents repayable in currency, goods, or 
services. It is the sum of public, publicly guaranteed, and private nonguaranteed long-term debt, short-
term debt, and use of IMF credit.

External Debt Burden: Total external debt stocks to gross national income. Total external debt is 
debt owed to nonresidents repayable in currency, goods, or services.

External Debt Service: The external debt to be paid in a certain period is composed of the sum of 
principal installments and interest.

Globalization: Globalization can be expressed in economic, political, social and cultural spheres 
as a process in which common values spread across national borders and spread worldwide. However, 
globalization is a multidimensional concept, and the definitions vary according to which discipline it is.

Trade Openness: Trade openness is an expression of how free or how strictly it is in countries’ trade 
relations with the outside world.
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APPENDIX

Table 11. Countries used in the analysis 

Albania Costa Rica Kazakhstan Peru

Algeria Cote d’Ivoire Kenya Philippines

Argentina Dominican Republic Kyrgyz Republic Romania

Bangladesh Ecuador Lebanon Russian Federation

Belize Egypt, Arab Rep. Malaysia St. Lucia

Bhutan El Salvador Mauritania Sudan

Bolivia Gabon Mauritius Swaziland

Botswana Georgia Mexico Thailand

Brazil Ghana Mongolia Tunisia

Bulgaria Guatemala Morocco Turkey

Cameroon Guyana Nicaragua Ukraine

China Honduras Nigeria Vietnam

Colombia India Pakistan Yemen, Rep.

Congo, Rep. Indonesia Panama
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ABSTRACT

In this chapter, the relationship between public debt and economic growth is examined for OECD coun-
tries. In order to determine this relationship, the data between 2002 and 2016 is analyzed using panel 
threshold regression methods. The findings of the study suggest that the relationship between public debt 
and economic growth is linear. The public debt threshold is estimated at 99.75% for OECD countries but 
it is statistically insignificant. While the public debt to GDP ratio is both below and above this threshold, 
the effect of public debt on economic growth is negative and statistically significant. There is no evidence 
of the existence of a non-linear relationship between public debt and economic growth. These findings 
are expected to guide policymakers in the implementation of fiscal policies.

INTRODUCTION

The financial crisis in the United States spread to other countries and turned into a global financial crisis. 
Following the bailout and financial stimulus packages implemented during the crisis, these developments 
led to an increase in public debt in the several developed countries. This rapid increase in public debt, 
called also as debt trap, can have negative reflections on the macroeconomic performance of countries 
with some factors such as inflation, interest rates and increasing uncertainty. The incorrect policies 
applied to eliminate this negative economic situation can bring about permanent financial problems. 
Even though most policy makers have strong belief that high public debt reduces economic growth, the 
existence and direction of such relationship has been discussed both theoretically and empirically by 
several economists for a long time.
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According to the traditional view between debt and growth, while debt increases total demand and 
output in the short term; it is possible to reduce output in the long-term due to the crowding out effect 
of debt on capital (Kumar & Woo, 2010, p. 5). Thus, the negative relation between the two variables 
is explained in the literature by the crowding out effect of debt on investments (Friedman, 1978). On 
the other hand, this effect is also presented as quite small back-of-the envelope calculations (Panizza 
& Presbitero, 2013, p. 175). Increase in productive expenditures in countries with high debt-to-GDP 
ratios causes an increase in the marginal product of the capital and hence interest rates which can have a 
crowding out effect (Teles & Mussolini, 2014, p. 8). The crowding out effect arises from government’s 
increasing interest rate on debt used by state to finance its expenditures, which makes private sector 
access to credit difficult. Under these circumstances, it can be said that the increase in public debt will 
harm economic growth (Diamond, 1965, Gale & Orszag, 2003; Baldacci & Kumar, 2010). There are 
other alternative channels in the literature that show the negative impact of the debt on economic growth 
as well as the crowding out effect. The increase in public debt may lead to the formation of an inflation-
ary environment in high-debt countries (Sargent & Wallace, 1981). It can be considered that the nega-
tive effect of higher public debt, which increases uncertainty or causes inflation and financial pressure, 
may be higher (Cochrane, 2011). For this reason, it can be said that debt have a negative effect on the 
economy in the short-term (Panizza & Presbitero, 2013, p. 177). On the other hand, uncertainty over 
macroeconomic variables such as high and volatile inflation and interest rates, depending on the level of 
external borrowing, may give rise to divergent imlications on economic activity. An unstable economic 
environment reduces the efficiency and productivity of the capital by distorting the effective resource 
allocation and leads to adverse effects of economic growth (Presbitero, 2006, p. 8). When economic 
growth and the public-debt relationship are evaluated in the short-term, especially if households assume 
non-Ricardian behavior and the economic output is far from potential output, fiscal policies can have a 
temporary positive impact on economic growth through demand-side incentives (Preima et al., 2015, p. 2).

Two different opinions about the effect of public debt on economic growth actually lead to the idea 
that it may be non-linear as opposed to the generally accepted negative linear relationship between the 
two variables, and this idea continues to be questioned with increasing interest. Reinhart and Rogoff 
(2010) study is the main work that increases the interest of economists in questioning the validity of 
the non-linear relationship with the influence of the economic conditions created financial crisis. The 
Reinhart and Rogoff’s (2010) study, which focuses on determining the long-term macroeconomic effects 
of high-level public debt and external borrowing, is one of the pioneer work examining the non-linear 
relationship between public debt and economic growth by calculating the threshold value of public debt. 
These authors who use comprehensive data set of 44 developed and developing countries prove that 
the high level of public debt affects negatively economic growth. These findings of the authors indicate 
that the debt threshold is 90%, and that the public debt stock over this level has a negative impact on 
economic growth. On the other hand, in the “normal” debt levels, the linkage between public debt and 
economic growth is founded as not stronger. Reinhart and Rogoff’s (2010) study increases curiosity, 
which is the nonlinear relationship between variables, and researches continue with different samples 
and methods on the accuracy of the threshold value obtained after this study. The results supporting 
non-linear relationship between public debt end economic growth are obtained in some studies (Kumar 
& Woo, 2010; Cecchetti et al.,2011; Chudik et al., 2017; Dreger & Reimers, 2013; Kontbay, 2013; Baum 
et al., 2013; Gómez-Puig & Rivero, 2015; Checherita-Westphal & Rother, 2012), while it is argued that 
the linear relationship between public debt end economic growth is valid in other the studies (Eberhardt 
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& Presbitero, 2015; Calderón & Fuentes, 2013; Teles & Mussolini, 2014; Schclarek, 2004). In addition 
to these results, there are also studies which suggest that there is no significant relationship between 
public debt and economic growth (Baglan & Yoldas, 2013) or that the non-linearity may change accord-
ing to different examples and specifications (Égert, 2015a, 2015b). When we consider all these different 
results, it is not surprising that economists would continue to investigate the accuracy of the relationship 
between these variables with great interest.

In this study, the relationship between public debt and economic growth is examined by using 30 
OECD countries data of 2002-2016 and Hansen (1999) panel threshold method. This paper attempts 
to make some modest contribution on ongoing discussion by presenting new evidence in determina-
tion of whether the threshold value proposed by Reinhart and Rogoff (2010) is valid and which level 
of the public debt level affects economic growth. The findings indicate that the public debt threshold is 
99,750% in relation to public debt and economic growth, but this estimated threshold is not statistically 
significant. In other words, there is no regime change in relation to public debt and economic growth. 
Moreover, above and below this threshold, the impact of public debt on economic growth is statistically 
significant and negative. Hence, the results of the study do not support the view that the relationship 
between public debt and economic growth is not linear.

The rest of this paper is organized as follows: The second part is a comprehensive literature review 
that includes studies focusing on the non-linear relationship between public debt and economic growth. 
In the third part, methods and data set used in the study are introduced. In the fourth part, findings based 
on econometric model estimates are presented and the results of the study are discussed in the last part.

LITERATURE REVIEW

After the global financial crisis, the increase in the ratio of public debt in GDP in many countries has 
attracted attention again to public debt and economic growth relationship. Economists question the ex-
istence and direction of the relationship in both short and long terms, and they test the empirical validity 
of the negative, positive, or non-linear effects of public debt on economic growth on different periods, 
samples and methods. When the literature is examined, it is possible to evaluate the results obtained from 
the related studies in three different categories. According to these results, studies can be classified as 
having a negative relationship, the existence of a non-linear relationship and insignificant relationship 
between public debt and economic growth or that the direction of the relationship may vary according 
to the method and data set used.

The Findings on Non-Linear Relationship

The reason why the relationship between public debt and economic growth is frequently questioned in 
the last period is mainly the interesting when considering the results obtained by Reinhart and Rogoff 
(2010). The authors analyzed the data from 20 developed and 24 developing countries for 1790-2009 
period by using descriptive statistics. Evidence suggests that the relationship between public debt and 
real GDP growth is not linear and that the public debt threshold is 90%. Economic growth is adversely 
affected when the share of public debt in GDP exceeds 90%. However, when the public debt is at “nor-
mal” levels, it is stated that the relation with economic growth is weak.
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There are many studies in the literature that investigate the threshold effect between public debt and 
growth and argue that there is a non-linear relationship. Kumar and Woo (2010) investigate whether 
high public debt have any effect on long-term economic growth by using 38 developed and developing 
country data for the period 1970-2007. Authors who analyze the dynamic growth model by using a set 
of panel data estimators point out that there is an inverse relationship between initial public debt and 
economic growth. The negative effect is lower in developed economies than in emerging economies. 
In addition, evidence supporting non-linear relations is obtained. It is claimed that there is a significant 
negative relationship especially over 90% of the public debt to GDP ratio. The inverse relationship 
between the two variables reflects a slowdown in the increase in labor productivity resulting from the 
decline in investments and the slow growth in capital stock per worker. Caner et al. (2010) estimate a 
public debt threshold of 77% with a total of 101 developed and developing countries’ data for period 
1980-2008. The authors use the Hansen (1996, 2000) threshold regression model to determine the public 
debt threshold value. When the sample is reduced in subsamples with developing countries, the threshold 
value is estimated at 64%. It is also emphasized that the moderate public debt accelerates the economic 
growth by encouraging investments and the public debt to GDP ratio above the threshold reduces the 
economic growth. Pattillo et al. (2011) examine the non-linearity relationship between external debt 
and economic growth by using a large panel data set covering the period 1969-1998 of 93 developing 
countries, including Sub-Saharan, Africa, Asia, Latin America and the Middle East. The results show 
that there is a non-linear relationship between debt and economic growth. After the debt to GDP ratio 
has risen above 35-40%, the average effect on economic growth is also negative. Although the marginal 
effect of debt is estimated to be positive at very low debt levels and negative at high levels, it is stressed 
that it is difficult to determine the threshold level. Cecchetti et al. (2011) examine which debt level have 
negative effects on economic growth for 18 OECD countries, with the belief that higher levels of debt 
may damage the economy. Authors who study 1980-2010 period indicate that both private and public 
debt are obstacles to economic growth, but the threshold values they obtained vary according to differ-
ent debt indicators. The threshold is about 85% of GDP for public debt, while it is 90% for corporate 
debt and 85% for household debt.

Another study suggesting that the relationship between public debt and economic growth is not linear 
are carried out by Checherita-Westphal and Rother (2012) who use data from 12 euro-area countries for 
the 1970-2008 period. It is revealed that the current public debt level has a detrimental effect on economic 
growth for many countries. Economic growth reaches its maximum when public debt-to-GDP rises to 
about 90-100%. The inverted-U relationship between the two variables arises through channels of public 
investments, private savings and total factor productivity, and public debt can also affect simultaneously 
economic growth through multiple channels. The relationship between public debt and economic growth 
are analyzed by Minea and Parent (2012) using the PSTR model for 20 developed economy data for 
1980-2009 period. The relationship between public debt and economic growth is negative when public 
debt-to-GDP ratio is between 90 and 115 percent. The public debt threshold value is estimated at 115% 
and the increase in public debt below the threshold has a negative effect on economic growth. Unlike 
other studies, when the public debt to GDP ratio exceeds this threshold, the direction of the relation-
ship turns into positive. Kourtellos et al. (2013) analyze the effect of public debt on economic growth 
by using the structural threshold regression (STR) model that allows to endogeneity of regressors and 
threshold variable. The difference of this study lies in the fact that the qualifications of countries’ 
democratic institutions are taken into consideration and democracy is included as a threshold variable. 
In the study which public debt are included in the Solow growth model, high public debt leads to low 
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economic growth in Low-Democracy regime countries while there is no significant effect of public debt 
on economic growth in the High-Democracy regime countries. Berke (2016) investigates the impact 
of public debt on economic growth in EU-13 countries for the period 1970-2011. When dummies are 
used for 30% and 90%, the effect of public debt on economic growth at public debt levels above 90% is 
negative but still insignificant.

Another study performed by Chudik et al. (2017) analyzes data for 40 countries and 1965-2010 
period by using dynamic panel data models considering cross-sectional dependency error. The results 
obtained for the entire sample indicate that there is no universally applicable threshold effect. However, 
when the debt trajectory is considered, a statistically significant threshold effect is obtained in countries 
with public debt exceeding 50%-60% and it is also stated that the debt trajectory is more important than 
the public debt-to-GDP ratio for economic growth. In addition, there is a negative relationship between 
long-term economic growth and rising public debt-to-GDP ratio regardless of the threshold level. Un-
like other studies, the effect of public debt on the short run economic growth are examined by Baum 
et al. (2013). The impact of the debt-to-GDP ratio on the economic growth is positive up to 67% the 
debt-to-GDP ratio in 12 Euro-Zone countries for the period of 1990-2010. However, it starts to decrease 
over the this threshold value and gradually loses its statistical significance. If public debt to GDP ratio 
exceeds 95%, the public debt affects negatively economic activity. Kontbay (2013) uses data from 1970 
to 2009 to determine the threshold level of public debt-to-GDP and total external debt-to-GDP ratios 
in 128 developed and developing countries. it is stated that the public debt to GDP ratio starts to have 
serious problems if it is over the level of 69% for the high income OECD countries, 47% for middle in-
come countries and 30% for low income countries. The thresholds for total external debt-to-GDP ratios 
are 80%, 50% and 70%, respectively, in the same group of countries. Total external debt-to-GDP ratios 
has negative effects on economic growth over these threshold values, but it is statistically insignificant.

As a different study from others, Dreger and Reimers (2013) divide the public debt period into two 
types, sustainable and unsustainable. Dreger and Reimers (2013) determine that the relationship between 
economic growth and the public debt to GDP ratio is not linear for 12 Eurozone countries. They also 
note that sustainable public debt has a positive impact on economic growth and that the negative effect 
is limited to the Euro zone and nonsustainable public debt.

The Findings on Negative Linear Relationship

On the other hand, there are some studies that suggest a linear relationship between public debt and 
economic growth. Schclarek (2004) defines the relationship between external debt and economic growth 
as linear rather than inverted-U. Analyzes based on data from 54 developing countries and 24 industrial 
countries for the period 1970-2002 suggest that the relationship between public external debt and eco-
nomic growth is always negative and significant for developing countries. This negative relationship is not 
robust for industrial countries, and it is also shown that there is no evidence for inverted-U relationship in 
industrial countries. Afonso and Jalles (2013) who evaluate the relationship between economic growth, 
productivity and the public debt, use data from 155 countries for period 1970 and 2008. The authors 
suggest that the debt-to-GDP ratio has a negative relationship with the per capita GDP growth rate for 
all countries. This result is also valid for the OECD country sub-sample, but a statistically significant 
relationship can not be reached when the non-linearity relation is tested by adding quadratic-debt-term 
to the same model. In the analysis using the dummy for the public debt threshold value, countries with 
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a debt to GDP ratio below 30% the grow faster than countries with a debt to GDP ratio over 90%. It is 
also suggested that the public debt threshold level to is 59% for the whole sample.

Calderón and Fuentes (2013) research the existence of negative relationship between public debt and 
economic growth by examining Latin America and Caribbean countries for the period 1970-2010.It is 
indicated that there is a robust negative relationship between the public debt to GDP ratio and economic 
growth. The study provides evidence for the existence of a non-linear relationship according to the level 
of development of countries. The authors also state that the negative effect of public debt on economic 
growth can be reduced by strong institutions, internal policies and outward-oriented policies. Bökemeier 
and Greiner (2013) examine the relationship between public debt and economic growth with 7 developed 
countries’ dataset covering the period from 1790 to 2012. The authors obtain evidence of the existence 
of a strong negative relationship in empirical analyzes based on 5, 3, and 1-year time intervals. There 
is no evidence of nonlinear relationship especially for annual and 5-year growth rates. Pescatori et al. 
(2014) who can not identify a specific debt threshold assume that the relationship between public debt 
and economic growth has become rather weak at high debt levels in developed countries. In addition, 
the debt trajectory affects the relationship between public debt and economic growth, and if a country 
has a high but declining public debt to GDP ratio, it can achieve similar growth faster as its counterparts.

Teles and Mussolini (2014) using 72 OECD and non-OECD country data for period 1972-2004 argue 
that the public debt-to-GDP ratio has a nagative affect on economic growth if the model is isolated from 
productive public expenditures. The reason for this result is seen as the reduction of future generation 
savings for debt repayment. Eberhardt and Presbitero (2015) analyze 118 countries’ data between 1961 
and 2012 and mainly focus on the long-term relationship between total public debt and economic growth. 
It is underscored that countries with high public debt-to-GDP ratios are more likely to have a negative 
impact on long-term growth performance. While there is evidence of the existence of a negative relation-
ship between countries in the study, no evidence is found for the public debt threshold within countries. 
It is also shown that there is a complex relationship between public debt and economic growth which 
is significantly different across the countries. The study of Gómez-Puig and Rivero (2015) focuses on 
the two-way causality relationship between public debt and economic growth by using the 1980-2013 
period data in 11 EMU countries. The study takes into account heterogeneity as well as time-varying 
nature among the countries. According to Granger causality and endogenous break test results, there 
are some evidence of negative Granger causality in some countries. In the study where different results 
are obtained Belgium, Greece, Italy and Netherlands have a negative effect of public debt on economic 
growth after the endogeneously determined break point and over the public debt threshold ranging from 
56% to 103% according to the countries.

The Findings on Different Results

Baglan and Yoldas (2013) who focus on the relationship between public debt and macroeconomic activi-
ties, use 20 developed economy data for the period 1954-2008. In the study, it is firstly tested whether 
the relationship between the public debt and economic growth is linear, but a statistically significant 
relationship is not found. On the other hand, the public debt threshold value is determined as 18% for 3 
and 5 year horizons and 58% for 10 years in the threshold analysis. When the authors classify countries 
into two groups according to their average public debt to GDP ratio, they find that negative threshold 
effect emerges for countries with relatively low average public debt to GDP ratios as the public debt to 
GDP ratios increase towards moderate levels. The GDP growth rate slows in countries with high public 
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debt to GDP ratios as the relative public debt to GDP ratio increases, but no significant threshold effect 
is observed.

Finally, there are also some papers that the direction of the relationship may vary according to the 
method and data set used. Égert (2015a) questioned the validity of the relative 90% threshold between 
public debt and economic growth by using the data set of Reinhart and Rogoff (2010). In the study, 
it is claimed that the non-linear relationship between two variables is not robust. They also argue that 
the public debt threshold level could even fall to 20% of GDP and that non-linearity could change with 
different examples and specifications. Égert (2015b) analyzes the relationship between public debt and 
economic growth using data from 29 OECD countries for 1960-2010 period in a similar way to other 
work. When the results obtained are interpreted, they emphasize the difficulty of saying that there is a 
non-linear relationship between the two variables. It is also suggested that the direction of the relation-
ship is sensitive to factors such as data set and model selection, thus this threshold level may change and 
the popular result of Reinhart and Rogoff (2010) is not a specific number.

METHOD

The static panel data model developed by Hansen (1999) is used to find the threshold level of govern-
ment debt. Hansen (1999, p. 347) suggests a prediction for a balanced panel data set 
y q x i n t T
it it it
, , : ,1 1≤ ≤ ≤ ≤{ }  i  and t  represent individual and time respectively. The model with 

only one possible threshold value is as follows:
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Table 1. Debt and economic growth: summary of the empirical literature

Authors Period and Method Country Sample Direction of Relationships

Reinhart and Rogoff (2010) 1790-2009 
Descriptive analysis

20 developed and 24 developing 
countries Non-linear Relationship

Kumar and Woo (2010) 1970-2007 
Dynamic panel regression

38 advanced and emerging 
economies Non-linear Relationship

Caner et al. (2010) 1980-2008 
Hansen (1996,2000)

26 developed and 75 developing 
countries Non-linear Relationship

Pattillo et al. (2011) 1969-1998 
Panel regression 93 developing countries Non-linear Relationship

Cecchetti et al. (2011) 1980-2010 
Hansen (1999) 18 OECD countries Non-linear Relationship

Checherita-Westphal and Rother 
(2012) 1970-2008 12 Euro-area countries Non-linear Relationship

Minea and Parent (2012) PSTR model 
1980-2009 20 advanced economies Non-linear Relationship

Kourtellos et al. (2013)

1980-1989 
1990-1999 
2000-2009 
Hansen (2000)- 
Caner and Hansen (2004)

82 countries Non-linear Relationship

Berke (2016) 1970-2011 
Panel regression EU-13 Non-linear Relationship

Chudik et al. (2017) 1965-2010 
ARDL (DL)-Cross-section ARDL (DL) 40 countries Non-linear Relationship

Baum et al. (2013)
1990-2010 
Dynamic- 
Non-dynamic threshold panel method

12 Euro Area Non-linear Relationship

Kontbay (2013) 1970-2009 
Dynamic panel threshold regressions

128 developed and developing 
countries Non-linear Relationship

Dreger and Reimers (2013) 1991-2011 
Panel regression 12 Euro area countries Non-linear Relationship

Schclarek (2004)
1970-2002 
Panel regression with System-GMM and 
Nonlinear effects

59 developing & 24 industrial 
countries Negative Linear Relationship

Afonso and Jalles (2013) 1970-2008 
Panel regression 155 countries Negative Linear Relationship

Calderón and Fuentes (2013) 1970-2010 
Panel regression

Latin America and Caribbean 
Countries Negative Linear Relationship

Bökemeier and Greiner (2013) 1790-2012 
Panel regression 7 developed countries Negative Linear Relationship

Pescatori et al. (2014) 1875-2012 
Descriptive analysis 19 advanced Economies Negative Linear Relationship

Teles and Mussolini (2014) 1972-2004 
OLS and 2step GMM process 74 OECD-Non OECD countries Negative Linear Relationship

Eberhardt and Presbitero (2015) 1961-2012 
Dynamic panel regression 118 countries Negative Linear Relationship

Gómez-Puig and Rivero (2015) 1980-2013 
Granger Causality 11 EMU Negative Linear Relationship

Baglan and Yoldas (2013) 1954-2008 
Hansen(1996) 20 advanced economies Non-linear Relationship 

Insignificant

Égert (2015a) 1790-2009 
Non-linear bivariate threshold models 20 advanced countries Different Results

Égert (2015b) 1960-2010 
Bivariate Linear threshold model 29 OECD countries Different Results
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To eliminate individual effects (µ
i
), Hansen (1999, pp. 348-349) suggests to remove individual-

specific means. For this, when the average of the equation (1) over the time index t, the following expres-
sion is obtained:
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By taking the difference between Equations (3) and (4):
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The null hypothesis H
0 1 2
: β β=  shows that there is no threshold effect.
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METHODOLOGY AND DATA

The empirical model used to investigate the relationship between government debt and economic growth 
is as follows:

y u D I D D I D X
it i it it it it it it
= + ≤( )+ <( )+ +β γ β γ δ ε

1 2
ˆ ˆ ˆ ˆ  (9)

This model is a single threshold model. y
it

 is the dependent variable and it shows i country’s growth 
rate of GDP per person at period t. ε

it
 is the error term and u

i
 indicates country-specific fixed effects. 

�D
it

 is the threshold variable and represents government debt. γ  represents the threshold parameters for 
government debt in the single threshold model. Lasty, X

it
 is the vector of control variables and I  is the 

indicator function.
The information and descriptive statistics of all variables used in the study are given in Table 2. 

According to this information, the highest ratio of government debt to GDP in the OECD countries is 
237.95% and the average ratio of government debt to GDP is 71.68%. It can be said that OECD countries 
have a relatively high public debt-to-GDP ratio. Table 3 demonstrates the correlation coefficients of the 
variables. The correlation coefficient between public debt and per capita GDP growth rate is statistically 
significant and negative.

Table 2. Variables and descriptive statistics

Variables Data Definitions and Sources Obs. Mean Std. Dev. Min. Max.

Per capita GDP 
Growth Rate (y )

Annual percentage growth rate of GDP per 
capita based on constant 2010 U.S. dollars, 
OECD Data

210 1.477 3.094 -9.862 16.342

Initial Income 
(linpercap)

The logarithm of the previous period of GDP 
based on constant 2010 U.S. dollars, OECD 
Data

210 10.425 0.600 9.043 11.593

Inflation Rate π( ) Annual percentage change of consumer price 
index, OECD Data 210 2.114 1.540 -1.524 9.450

Population Growth 
(popg) Annual population growth rate, OECD Data 210 0.520 0.718 -1.951 2.793

Investment (inv) Net investment in nonfinancial assets (% of 
GDP), OECD Data 210 1.633 0.973 0.106 5.400

Trade Openness 
(topen)

Exports of goods and services (constant 2010 
US$) plus imports of goods and services 
(constant 2010 US$) (% of GDP), OECD Data

210 0.964 0.581 0.227 3.751

Government Debt 
(debt)

General government debt (% of GDP), OECD 
Data 210 71.682 41.825 7.6 237.95

Note: Data used in the study cover the period between 2002 and 2016 and all data are used with a two-year average. Hansen (1999) 
model requires balanced panel data. Mexico, New Zealand, Turkey and Iceland do not have enough data for the relevant period. Therefore, 
after these countries are excluded from the sample, T = 7 and N = 30 and the number of observations is 210.
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EMPIRICAL RESULTS

In order to determine whether government debt to GDP ratio have a threshold value in relation to public 
debt and economic growth, model (9) is estimated using least squares estimators. The findings of the 
single threshold model are shown in Table 4. In Table 4, γ̂  denotes the threshold value and is estimated 
as 99.750. Table 4 also shows the F-statistics of the estimated threshold parameters and the boostrapted 
p-values of these statistics. The F-statistic of the threshold parameter is smaller than the critical values 
of 1%, 5% and 10%. These findings show that the threshold parameter is statistically insignificant. 
Therefore, the findings show that there is no threshold relation between public debt and economic growth 
in the estimated model.

Estimates of the panel threshold regression model of the relationship between public debt and eco-
nomic growth are given in Table 5. As mentioned earlier, the results in Table 5 are derived from the 
single threshold model estimates. Table 5 also shows the effects of public debt on economic growth, 
depending on the public debt threshold value. β̂

1
 and β̂

2
 are coefficients indicating the regime-depen-

dent effect of public debt on economic growth. Estimates of the threshold parameter showed no regime 
change in relation to public debt and economic growth. This result is also supported by findings on re-
gime coefficients. When we look at the �̂β

1
 and β̂

2
 coefficients, it is seen that both have statistically 

significant and negative sign. Therefore, these findings suggest that public debt negatively and linearly 
effects economic growth. In other words, this relationship does not change depending on the level of 
public debt in the model predicted. When we look at the magnitudes of the coefficients that show mar-

Table 3. Correlation matrix

Y linpercap 輓fl Popg 輓v topen debt

Y 1.000

Linpercap -0.290*** 1.000

輓fl 0.106 -0.404*** 1.000

Popg -0.166** 0.569*** -0.104 1.000

輓v 0.103 -0.189** 0.203*** -0.231*** 1.000

Topen 0.111 0.110 0.038 0.122* 0.103 1.000

Debt -0.252*** 0.146** -0.389*** -0.153** -0.067 -0.356*** 1.000

Note: ***, ** and * denote significant level of correlation coefficients at %1, %5 ve %10 respectively.

Table 4. Threshold estimates

Test for Single Threshold

γ̂ 99.750

F-Statistic 7.65

p-value 0,420

(%10, %5 ve %1 critical values) (12.2675), (14.9305), (19.7277)

Note: 1000 bootstrap replications were used for test.
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ginal effects, it appears that the negative effect of public debt on economic growth is greater when 
public debt is below 99,750%. Finally, the effects of the variables that are frequently used in empirical 
growth literature are controlled in the model. All variables except population growth rate and inflation 
rate are statistically significant in regression model. The effects of population growth rate and the the 
inflation rate on the per capita GDP growth rate are negative as expected. On the other hand, the initial 
income level coefficient is statistically significant and negative. This finding supports the conditional 
convergence hypothesis, which states that rich countries are growing slowly while poor countries are 
growing rapidly. Finally, the coefficients of investment and trade openness are positive and statistically 
significant as expected.

It can be concluded that the results obtained in the study are in line with the traditional view that 
there is a negative relationship between the public debt and economic growth. However, the results show 
similarities and differences when compared to previous empirical studies examining the sample of OECD 
countries. Afonso and Jalles (2013) point out that the relationship between public debt and economic 
growth for the OECD sub-sample is negative similar to our results, and they do not find a significant 
relationship when they test non-linear relationships. In addition, Égert (2015b) emphasizes that it is 
difficult to say that there is a non-linear relationship between two variables according to the results of 
29 OECD countries. From this point of view, especially when we examine the studies carried out with 

Table 5. Panel regression estimates

Threshold Point Estimate γ̂
1( ) 99.750

p-value (0.420)

β̂
1

-0.066*** 
(-3.08)

β̂
2

-0.044*** 
(-2.63)

Linpercap -26.013*** 
(-9.00)

輓fl -0.283

(-1.60)

Popg -1.112 
(-1.41)

輓v 1.822*** 
(3.31)

Topen 7.459*** 
(3.32)

R2 0.4505

Number of observations 210

Note: t-statistics of coefficients are in brackets. ***, ** and * denote significant level of regression coefficients at %1, %5 ve %10 
respectively.
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OECD data, it can be seen that these results, which economists can not find non-linear relations, also 
support our analysis results. On the other hand, if we assume that OECD countries are mostly developed 
countries, we can conclude that our results are consistent with Bökemeier and Greiner (2013), which 
indicate that there is a negative relationship between public debt and growth in developed countries 
and that there is no mention on the existence of a non-linear relationship. Finally, our results are also 
consistent with those of Eberhardt and Presbitero (2015), Calderón and Fuentes (2013), and Schclarek 
(2004), who work with different samples but support a negative relationship.

When the results of the study are evaluated in terms of the threshold level, some of the studies find a 
threshold value of about 90-100% for the relationship between public debt and economic growth similar 
to the 99.750% threshold value we have estimated (Reinhart and Rogoff (2010), Cecchetti et al. (2011), 
Checherita-Westphal and Rother (2012), Kumar and Woo (2010) and Baum at al. (2013)). However, the 
threshold value that is determined significantly in these studies is separated from our results in this respect.

CONCLUSION

The inspiration of this study is the rapidly rising public debt to GDP ratios in many countries following 
the 2008 financial crisis. The rapid rise in public debt to GDP ratios has created serious concerns for the 
future macroeconomic conditions of the countries and it has been emphasized that it may cause negative 
effects on capital growth and economic growth due to rising inflation, interest rates and instability. The 
validity of these theoretically discussed effects by economists has been questioned empirically for years. 
The study of Reinhart and Rogoff (2010) based on a large historical database has led to reexamination of 
the public debt and economic growth relationship in the years after the crisis. However, the emergence 
of many studies supporting or criticizing this study suggests that there is no consensus on the direction 
of relationship and threshold level.

In this study, it is aimed to examine whether the public debt have a threshold effect on the economic 
growth with Hansen (1999) panel threshold method. Data from 30 OECD countries covering the years 
2002-2016 are used for this purpose. The public debt threshold level is determined as 99.75% for public 
debt and economic growth relationship. However, this threshold value is statistically insignificant, and 
public debt has a negative effect on economic growth above and below this threshold level. Thus, the 
findings show that there is a linear negative relationship between public debt and economic growth, and 
that there is no evidence of non-linear relationship. The results of this study are similar to the results 
of the Afonso and Jalles (2013) study, which fails to determine a public debt threshold for the relevant 
sample in relation to public debt and economic growth, and therefore suggests that the relationship is 
linearly negative. Moreover, our results are parallel to the views that Bökemeier and Greiner (2013) 
advocate a strong negative relationship in developed countries and Égert (2015b) stated that it is very 
difficult to prove that it is a non-linear relationship.

Many studies in the literature investigate the validity of the threshold value at the level of 90% deter-
mined by Reinhart and Rogoff (2010). The threshold value of 99.75% determined in our study can be said 
that it is at similar level in Cecchetti et al. (2011), Checherita-Westphal and Rother (2012), Kumar and 
Woo (2010) and Baum et al. (2013), but it is not statistically significant. When evaluated in this respect, 
our findings are different from studies pointing the existence of non-linear relations in the literature.
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As a result, the findings of the research do not support the results of Reinhart and Rogoff (2010) for 
OECD countries. On the contrary, it shows that there is a negative relationship between public debt and 
economic growth. The views on the crowding out effect in the theoretical literature may explain why 
the negative relationship may have emerged in our study. The increase in interest rates crowd out private 
investments and affect the economy negatively. On the other hand, it can be said that effective resource 
allocation can not be achieved and economic growth is negatively affected due to the inflationary envi-
ronment, low level of market confidence and uncertainty conditions in the high debt levels.

Kumar and Woo (2010) emphasize that the negative relationship between these two variables reflects a 
slowdown in the increase in labor productivity resulting from a slowdown in investment and slow growth 
in capital stock per worker. Therefore, governments should implement appropriate fiscal policies that 
will not increase the public debt to GDP ratio regardless of the level of debt in the context of negative 
relationship. When all these results are evaluated together, it can be said that the 90% threshold value 
which is commonly referred to in the literature is not a magic and generally accepted number. Similarly, 
Panzer and Presbitero (2014) highlight that the threshold effect is not as strong as thought. It can therefore 
be concluded that it is still difficult to make clear interpretations for this relationship in which different 
results are obtained when examined with different samples and methods.
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ABSTRACT

This chapter examines the effects of structural adjustment programs designed under the supervision of 
IMF and World Bank on labor markets. These leading financial institutions are part of global financial 
system and they finance countries. In return, the countries satisfy the requirements imposed by IMF and 
World Bank. The requirements imposed by IMF and World Bank includes devastating measures for labor 
market, including privatization, deregulation of labor market, and flexibilization. There is convincing 
evidence that structural adjustment programs slowdown economic growth so hurts employment. Besides, 
the labor markets started to be constituted by unsafe work places without rules as a result of deregula-
tions and flexibilizations. Most of the workers lost social security and workplace security. Feminization, 
child labor, increasing work incidents are the main severe results of the policies designed under pressure 
of IMF and World Bank on labor market.

INTRODUCTION

The leading global financial institutions, International Monetary Fund and World Bank, have so much 
power on the public finance system on the countries. The effect of the institutions has increased since 
1980s with the new globalization era. The effects of these institutions came into process via structural 
adjustment programs designed by these institutions. IMF and World Bank lend to countries having eco-
nomic difficulties. IMF and World Bank lending includes a conditionality. This conditionality imposes 
some specific measures and budget cuts to countries in return of the IMF or World Bank loans opened 
for them. Countries borrow from IMF and pay back not only with the amount they borrowed. They also 
implement the specific measures in agenda given by IMF. This process and its details have made capital 
gains more than labor. In other words, labor is the loser of this process.
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The labor is marginalized ideologically in this process. The labor has been started to be analyzed as 
the total of individuals whose function is only to carry out their tasks in their workplaces (Ulucan, 2017). 
This means that the term labor has been isolated and separated from its human characteristic. Besides, 
labor has been announced as harmful for the other pieces of the economic system. The benefits of the 
labor have been implied as harmful for the interests of society in the literature and in the media. This 
belief manipulated the public as if the satisfaction of the needs of labor can harm the economic growth 
and development. The terms such as minimum wage, labor union, and social security have been regarded 
as negative factors for economy. Minimum wages and unions have been announced as the main causes 
of low level of investment. Low growth rates are declared to be the results of non-flexible labor markets. 
Unemployment has only been evaluated by reading numbers and rates, losing humanitarian perspective 
on the issue (see Stiglitz, 2002.)

On the other hand, flexibilization of labor, de-unionization, and deregulations of the labor market 
have been used as tools to marginalize the labor in the economies. The main results of this new trend 
are reduced security of the labor, increase in informal employment, feminization, the use of child labor, 
increasing work accidents. The new trend open ways for exploiting the labor. Deregulation process has 
abolished the rules and legislations on relations between employers and workers. The flexibilization has 
made the market so flexible that even child labor is easily employed with ignorable wages.

IMF and World Bank services policies serves to abolish the obstacles against the process summarized 
above. They accelerated this process by forcing their structural adjustment programs including harm-
ful measures for workers. The countries passed these reforms without operating democratic process. 
The consequences of these policies are deindustrialization, unemployment, feminization, child labor, 
increasing number of work accidents.

STRUCTURAL ADJUSTMENT PROGRAMS AND LABOR

The Effect of Structural Adjustment Programs on Growth and Employment

There are direct and indirect effects of structural adjustment programs on labor. Structural adjustment 
programs influence macroeconomic variables and so employment. This effect can be regarded as indirect 
because it works via the channel of main macroeconomic variables. The growth rates is one of the most 
important variables related with employment.

There is convincing evidence that IMF programs hurt economic growth and labor. Vreeland (2000) 
present one of the studies indicating a negative relationship between growth rates and structural adjust-
ment programs. According to this study, the slowdown of economic growth is accompanied by reduction 
of labor share in manufacturing industry in the countries under IMF program. This fact also explains 
why IMF programs are chosen by countries at the expense of reduction of economic growth. Capital 
gains more than labor under these policies. This means that poorer groups loses but richer groups are 
getting richer under such policies.

The methodology of Vreeland (2000) corrects the selection problem by using Heckman’s selection 
correction approach for the data set of countries. The selection problem occurs because the countries 
choosing to enter into an IMF program are different from those that didn’t apply an IMF program. An 
estimation ignoring these differences provides biased results. Vreeland’s correct this problem and finds 

 EBSCOhost - printed on 2/8/2023 11:19 AM via . All use subject to https://www.ebsco.com/terms-of-use



67

New Labor Dynamics of Global Public Finance System
 

out that IMF programs deteriorate the income of workers. The share of capital is increased by the pro-
grams however growth rates become also lower. This means that even capital can lose in the long run 
due to lower growth rates under structural adjustment programs.

The Effect of Structural Adjustment Programs on Labor Rights

What is the source of the deterioration of economic power of labor in the countries applying IMF pro-
grams? This question is tried to be answered at this point. Blanton et al. (2015) suggest that IMF and 
World Bank programs harms labor rights in the countries under their effects. The policy reforms recom-
mended by these institutions deteriorate labor institutions in the countries. One other effect is that the 
labor protective laws or regulations are taken out of agenda step by step in the countries exposed to the 
programs. Blanton et al. (2015) show this effect by using a panel data set consisting of 123 countries 
and the years from 1985 to 2002. These econometric findings show that the impact of these institution 
on the labor rights are significantly negative.

The negative effects on the labor rights are normally expected to be more negative for the countries 
with low democratic standards. In the countries with lower development level of democracy, the worker 
parts of the society have difficulties to announce their claims. Caraway et al. (2002) show that IMF and 
World Bank take into account the democracy level of the countries in their policy design and recom-
mendation for the countries. They design more harmful policies for the labor in the countries with lower 
democracy level while they recommend more relaxed policies for labor for the countries with higher 
democratic standards.

Abouharb and Cincgarelly (2007) suggest that structural adjustment policies generally produce a nega-
tive impact on poorer parts of the society. One of the reason is privatization of public services imposed 
by structural adjustment policies. The government implementing these policies privatized health care, 
education, and water. This drastic privatization results in significant layoffs. The programs impose the 
governments to cut or even eliminate subsidies for farming, education, health care, and water.

These programs also impose flexible labor policies. These policies cause deterioration off worker 
rights and working conditions. Abouharb and Cingarelly (2007) suggest that The World Bank’s pub-
lic position on the importance of protecting worker rights has essential contradictions. To illustrate, 
Abouharb and Cingarelly (2007) show that the Bank’s World Development research in 2006 accepts 
the importance of worker rights for more equal economic development. The report also accepts the 
importance of labor unions in ensuring sustainable economic development. World Bank in this report 
even accepts that labor unions promotes productivity increases by reducing labor turnover. Neverthe-
less, at the same time, the Bank announce the opposite position in important annual reports named. 
These reports provide the details of the policies. The World Bank presents ranking to each country in 
the reports. Countries without minimum wage and rules about the number of hours a worker can work 
are ranked as top countries. This view also contradicts with ILO rules encouraging countries to imple-
ment a minimum wage. This also contradicts with suggestion of ILO of regulation of hours of work and 
to enforcement of laws protecting freedom of association and collective bargaining by promoting labor 
unions. Abouharb and Cingarelly (2007) also show that the structural adjustment programs reduce the 
respect for worker rights, especially the rights of public sector workers, female workers, and low wage 
workers, in developing countries applying these programs. These workers faced the real wage reductions 
under the environment of increases in costs of living.
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Evaluations of Structural Adjustment Programs and Their Consequences

One other issue relating with the results of structural adjustment programs is “deindustrialization”. Stein 
(1992) shows that IMF and World Bank models deindustrialize the countries under their programs. The 
programs reduced the share of manufacturing sector in favor of service sectors. This produces another 
harmful impact on the labor. This is because of the nature of the production of the manufacturing and the 
service sectors. The production process in the manufacturing sector takes longer time and are discrimi-
nated into sub-processes. Each process needs a specialization of the worker increasing the importance 
of the labor in the sector. On the other hand the process in the service sector is simpler. The production 
of the service is instantaneous. This results in short term contracts with workers in the service sector. In 
some services, daily contracts are observed. Labor is deprived of security under this process.

IMF and World Bank cannot be separated from new globalization era started in 1980s. Trade liber-
alization is one of the first phenomena of the era. The economic models of IMF and World Bank also 
support trade liberalization. The important question at this point is “What was the effect of trade lib-
eralization on deindustrialization?” Shafaeddin (2005) shows that the effect of trade liberalization has 
adverse effects on manufacturing sector especially for the low and middle income countries in Africa 
and Latin America. Only in minority of the countries in East Asia, the performance of manufacturing 
sector was improved. Majority of the developing countries were deindustrialized. There was a shift from 
the developing industries to the sectors with static comparative advantage. These sectors were generally 
resource based and labor intensive sectors with low added value. As a result, these countries were stuck in 
the vicious cycle of underdevelopment and middle income trap. The globalization and institutions plays 
similar roles within a country and the world. In a country, these policies make poor parts of the society 
poorer. In the world, the make poor countries poorer, at least put poor countries in middle income trap.

Figure 1. Manufacturing employment in the world
Source: Statistics and Databases of ILO
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One another factor causing the reduction of manufacturing sector is financilization (see Yeldan, 
2002). Financialization process initiated and stimulated by the IMF and World Bank policies. Figure 1 
presents manufacturing employment share in total employment in the World. The world experienced a 
reduction in manufacturing employment while manufacturing employment was also decreasing in the 
developing countries.

The adverse effect on labor is also clear when the poverty and income distribution indicators of the 
countries applying structural adjustment programs of the IMF and World Bank. Oberdabernig (2010) 
analyzes the effects of IMF structural adjustment programs on poverty and income distribution indi-
cators of 94 countries from the years from 1982 to 2009. In the countries under structural adjustment 
programs, the poverty gaps get widened. Gini coefficients show that income distribution gets worsened. 
Oberdabernig also shows that the adverse effects are also permanent in the long run.

One other feature of the IMF programs is that they ignore the employment in their programs. Stiglitz 
(2002) suggestsCha that, In East Asia crisis of 1998, IMF insisted on monetary and fiscal tightening. 
The result was the increase of the adverse effects of the crisis. Stiglitz also suggests that IMF programs 
are not successful in job creation. The main result of the programs is unemployment. Unemployment 
triggers social chaos. Social chaos scares foreign and domestic investors. The country fails to attract 
investment. The low investment levels result in high unemployment levels. This story is a vicious cycle 
faced by the countries applying IMF programs. Indonesia was one of the countries which can be seen 
as example to this story according to Stiglitz.

Stiglitz (2002) shows that the measures in capital the market in this trend were aimed at ensuring 
the capital mobility. They argues that the taxation of capital harms capital mobility. This policy can be 
regarded as two faced because in this trend no one from these institutions insisted on taking measures 
for labor market mobility. The advocates of capitalism always talk about free movement of production 
factors but they generally mean capital by production factor when they talk about mobility. The mobility 
of labor is left behind capital as shown by data about migration.

Vaidya (2006) demonstrates the amount of migration in closer time period. 75 million people, 2,3 
percent of the World’s population, migrated in 1965. 84 million people migrated in 1975. This is 2,1% 
percent of the World’s population. 2,2 percent of the World’s population, 105 million people migrated 
ten years later. In 2000, the number reached to 175 million and the share in World population was 2,9 
percent. The number will be 230 million according to the forecasts, 2,6 percent of the World population 
in 2050 (Vaidya, 2006). Well known rhetoric of supporters of globalism is that it allows free movement 
of the factors between countries. This rhetoric is true for financial capital and intermediary goods. 
However the free mobility of the labor is limited as can also be seen from the numbers of migration 
(see Ulucan, 2017).

Clauwaert and Schömann (2012) suggest that drastic measures are imposed by structural adjustment 
programs was about working time and atypical employment. The working time was increased. The limit 
of overtime was increased by from 25% to 50% in Hungary, and the measures was based on argument 
that these measures would be permanent and they are designed only as measure against crisis. In design 
of laws, the democratic procedures were bypassed. Another example is Lithuania, overtime was not 
previously allowed by labor laws in Lithuania. In this process, firstly the regulation about overtime is 
liberalized and overtime is introduced. In Portugal, overtime payments were decreased by the reforms. 
The increase in working time decreased health of the workers. These changes made work places riskier. 
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The other measures were for atypical employment. These measures allowed labor contract with lower 
social security contribution. The reforms decreased the social security of the workers under these type 
of contracts according to Clauwaert and Schömann (2012).

Deregulations, flexibilizations of the labor market was cost sided measures favoring capitalists. IMF 
and World Bank models impose these measures to the countries. The deregulations created labor markets 
without rules. The cost reduction became most important motivation in the markets. As a result, in some 
labor intensive sectors, women are started to be preferred over men, to make further cost reductions. 
This phenomenon is mostly observed in informal sectors. The women employed in these sectors are 
those who wanted to add extra income to her household. Therefore, these women can be convinced for 
very low wage levels. Makoba (2010) uses feminization in a negative meaning for women to define this 
trend. Makoba explains that female labor is exploited to reduce costs of labor. Feminization is a practice 
in which women’s are more chosen mainly in low skilled jobs since they can be made consent to wage 
levels under minimum standards more easily than male workers since they see their work as not primary 
one but as a modest support to income of their families. Feminization is mostly used in export-led sectors 
in which the reduction of costs possesses significant importance in competition. The share of females 
in textile sector in developing countries confirms the argument of Makoba.

Feminization is not only one tool as a result of the global policies promoted by IMF and World Bank 
to reduce costs of production. Besides, child labor started to be used more often in the production to 
diminish the cost of labor in an environment of deregulations. Child labor has become a permanent and 
severe problem in developing and underdeveloped countries. There are about 170 million child workers 
in the World according to the study of International Labor Organization (ILO) (2013). ILO states that 
almost half of them works in unsafe jobs in unsafe work places. Asia and pacific are the leading areas 
with highest number of child workers. There are about 80 million child workers in this region. This 
region is followed by Sub-Saharan Africa follows Asia and pacific with about 60 million child workers. 
Latin America and Caribbean regions with 13 million and 9,2 million child workers are the other regions 
respectively. Agriculture sector is the sector with highest share of child workers in sectoral composition 
of child workers. The problem in Services and Industry should also be taken into account. About 100 
million child workers are employed in the agriculture while 54 million and 12 million child workers are 
employed in service sectors and in industry respectively (ILO, 2013).

As clear, the destructive cost of globalization process accelerated by IMF and World Bank doesn’t 
only include the exploitation of the females in the production but also the use of children in the produc-
tion process. Another indicator that should be demonstrated to assess the consequences of the structural 
adjustment programs on the labor market is the vulnerable employment data. ILO (2013) evaluates vul-
nerable employment as total individuals who are self-employed, unpaid family workers, and the workers 
without social security. Vulnerable employment also related with informal sector employment because it 
includes informal sector workers. ILO (2013) reports that the increase in the vulnerable employment was 
drastic in 2000s. The number of people who have vulnerable employment was about 1,5 billion at the 
beginning of 2000s. The number has increased to level above 1.5 billion since then. Although the share 
of vulnerable employment decreased in 2010s due to the increase in population, the absolute number is 
so high that the World’s socio-economic system can be regarded as fragile.
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Solutions and Recommendations on the Effects on Labor

The adverse consequences caused by the IMF structural adjustment programs and World Bank Policies 
calls for reevaluation of policies for labor market. The consequences show that the policies stimulated 
by IMF and World Bank causes unsustainable results. A new demand sided perspective should be devel-
oped in redesign of labor markets. The policies of the global institutions are also harmful for economic 
growth. Although the policies increased relative share of capital income, these policies can even be 
harmful for capital in the long run by reducing the growth rates of the economy. The new demand sided 
perspective should be designed in a perspective that both labor and capital works in a cohesion. The 
increase in wages would increase the aggregate demands for the goods by increasing the profit levels. 
The labor friendly policies can also increase the productivity in the long run. The laws against labor 
can push capital to laziness since it makes it easier to make profit by extorting the surplus produced by 
labor. On the other hand capitalists search for the ways to increase the productivity in a labor protective 
environment. Therefore labor friendly policies make the economy gains in the long run.

COMMENTS ON FUTURE DEVELOPMENTS

The future prospects should deal with the consequences of Industry 4.0. Globalism initiated with the 
first industrial revolution. So far, there have been 4 industrial revolutions. The first industrial revolu-
tion is started by exploration of the machines with steam power in production and transportation. The 
second industrial revolution is shaped by transition into Fordism as a new production method. The third 
industrial revolution is the digital revolution of computers and software. The fourth industrial revolution 
(industry 4.0) is the shift to substitute robots for humans in production.

Globalism cannot be separated from these revolutions. World experienced two great globalism eras 
and one globalism explosion in the past two centuries, as Williamson (2005) argues. The first era ended 
as a result of First World War and the second one started with the end of Second World War according to 
his study. His study also suggests that the period between these two is a period which can be regarded as 
opposite of globalization. Studies analyzing the winners and losers of the globalization eras, the studies 
generally emphasize on the income equalities between countries and income inequalities within coun-
tries. The studies in the literature reported a drastic divergence among income levels of countries. This 
inequality among countries are so dramatic that the most of the overall income inequality can mostly be 
explained by income inequality between countries (Williamson, 2005).

In a very close future, the globalism process will be determined by fourth industrial revolution. The 
revolution which just started currently in developed countries will also affect the developing countries in 
a close future. The future developments will base on the industry 4.0. The new industrial revolution will 
make human share some jobs with machines. In this environment policies should be aimed at increasing 
employment. Tightening policies on labor cannot be solution in the environment of industry 4.0. Therefore 
existing IMF and World Bank programs may even produce more severe labor market outcomes in the 
future, unless a reform will be handled in their programs taking into account the labor friendly policies.
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CONCLUSION

This chapter shows that IMF and World Bank policies have destructive effects on labor market by im-
posing deregulations of labor market, privatizations, and flexibilization. These destructive effects are 
deindustrialization, lost of worker rights, the reduction in the real wages, feminization, child labor, and 
work accidents. The chapter also demonstrated that have reduced social security and safety of jobs. 
The argument of this study is that the overall impact of IMF and World Bank Policies on labor market 
is negative. Public sector workers, disadvantaged groups suffered from negative effects. The negative 
effects are not only the result of direct policies on the labor market. Labor is also harmed by IMF and 
World Bank Policies via the negative effect of the structural adjustment programs on growth rate and 
labor market. Therefore, a reevaluation of the IMF and World Bank policies is a requirement. Devastat-
ing effects on the labor market make it impossible to continue with the existing view on labor market.
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ABSTRACT

The global economic and social actors are restructuring both private production and public production 
patterns. This change process is called globalization. The globalization process brings new opportuni-
ties with it. One of these opportunities is to increase the efficiency of the local government economics in 
public finance. The processes of globalization and localization are twin processes and are progressing 
simultaneously. With globalization, international capital wants to minimize the nation state and to com-
municate with local governments themselves. In this context, becoming a member of a local government 
gets ahead of being a nation-state citizen. In the globalization process, existing public goods produc-
tions are trying to simulate the market. Such efforts require the public economy to adapt to the market 
and such adaptation is characteristic of the local government economics itself. International capital, 
on the other hand, sees central government as a force to be overcome and wants to establish first-hand 
commercial relations with the local units.

INTRODUCTION

In the study, the globalization and decentralization relations and the increasing prevalence of The Lo-
cal Government Economics in this process are examined. The Local Government Economics have new 
roles and new functions to be introduced in the globalization process. The Globalization of production 
and capital causes redefinition of competition, changes competition conditions and the most important, 
foresees the establishment of competition in the public economy. This structure, which means the es-
tablishment of relations between the spatial units, leads to a growing tendency of the Local Government 
Economics within the Public Economics. The globalization and decentralization redefine the way it 
perceives the place, processes and relationships in the place. The boundary concept, the key concept of 
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the spatial paradigm is dimmed and the local units rise to the primary level in the form of perception of 
the place because the concept of border has ceased to exist. One of the most important factors shaping 
local governments is, of course, gaining global dimensions of economic and technological conditions.

The attitude towards the phenomenon of globalization varies from person to person and even from 
time to time. There are those who perceive globalization as a positive and inevitable process, at any 
cost. In the second group tend not to see this phenomenon alone as inevitable, but at the same time tend 
to see the encouragement as a process that needs to take place. In the last group argue that the harmful 
consequences of globalization are outweighing their benefits. In the context of Turkey, as a result of the 
intense influence of the mass media in general it seems to be in the majority in the first set.

THE GLOBALIZATION AND DECENTRALIZATION PROCESS

The Globalization and Decentralization are complementary concepts. In this context, the Globaliza-
tion can be defined as the integration of national markets. Especially, the capital flows are the main 
determinant in the definition of the globalization process. On the other hand, the concept of space is 
redefined by the new conditions that arise. In the process of globalization, where the concept of border 
and the limitations have lost importance, the local government structures have easy mobility instead 
of cumbersome nation-state structures is a more effective and useful unit in terms of the capital flows. 
The capital must provide its fluidity within the national borders. This brings the process called as the 
Decentralization to the agenda. There is a new mechanism that the entire system defines with the units 
(Harvey, 1999). The units foresee a new social structure advocating the local identity.

Along with the globalization, the main economic actor is the local units. New production and capital 
patterns are based on the character of flexible production organization (Hirst and Zeitlin, 1991) and the 
flexible production organization characterization brings together decentralization. The flexible manufac-
turing is organized to be able to respond to fluctuations in demand around the world and variable needs 
for products (Lipietz, 1986). The aim is to sustain profitability. In addition, international production 
should be able to keep the production process open to change and to adapt local labor to this process. 
International capital, on the other hand, is seeking more income by increasing its fluidity.

Decentralization refers to the formation of units that effectively utilize their own capacities and 
facilities and which can be incorporated into the international trade system and the world trade system 
(Eraydın, 2001, pp. 369).

While the globalization has accelerated with the aim of overcoming the borders of the nation state and 
increasing trade and capital flows, the flexibility in production and new division of labor has led to the 
emergence of local features and localized new production structures. For this reason, the globalization 
and decentralization are not two opposing tendencies, but complementary processes.

Decentralization implies the rediscovery of local identities and the use of local potential (Cooke, 
1989). The regions and cities competitions in the platform of the country and the world, these qualities 
and identities are invaluable as an advantage. For this reason, the local units, which are defined as part 
of the nation and the whole nation within the national identity promoted during the development periods 
of the nation states, rediscover their local identities in order to participate in the process of globaliza-
tion and to be advantageous in this process (Stöhr, 1990). The local culture and local characteristics are 
now an important element of competitive advantage. Thus, localization, the autonomization of local 
units and the identification of local identities gain importance as a driving element of the globalization 
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process, and these two processes do not evolve counter to each other but complement each other in the 
dialectical framework (Eraydın, 2001, pp. 370).

With the globalization, central administration’s administrative tutelage on local governments is 
minimized and public authorities are regulated in favor of local governments taking into account the 
priority. The arrangement of public authorities in favor of local governments is accompanied by a greater 
share of local government units in intergovernmental revenue distribution and it brings the flexibility of 
movement in terms of local units in a certain frame. In other words, the globalization means reducing the 
qualifications of central government, giving priority to local units in administrative and financial direction.

There are also unfavorable opinions about the combination of globalization and decentralization. 
Because, There are a lot of scientific studies on the events of globalization and decentralization and it is 
not possible for the problems brought by the globalization, which is strongly emphasized in these studies, 
to come from its superior at the local level. Therefore, an accurate argument for the link between global-
ization and fiscal decentralization based on uncertainty and risk understanding is required (Kovancılar, 
Miynat and Bursalıoğlu, 2007, pp. 109).

Local governments, which are competent in financial terms with the localization, have to cooperate 
with the central government and international organizations in resolving the economic and environmental 
problems brought by the globalization. Despite the local autonomy of struggling with global problems, 
local elements are inadequate to fight alone (Kovancılar, Miynat and Bursalıoğlu, 2007, pp. 110).

When the issue is approached in terms of public expenditures, which are the main determinant of 
decentralization and centralization, data shows that in terms of public expenditures, decentralization 
and centralization differ from country to country. While countries with strong federal structures such 
as Australia and Canada are centralizing expenditures, some countries have shifted a significant share 
of public expenditure to local governments. This is especially the case in Latin American countries. 
(Kovancılar, Miynat and Bursalıoğlu, 2007, pp. 111). In the post-1980 period, with the wave of glo-
balization, decentralization has increased in some countries, while some countries have become more 
centralized despite globalization. The countries whose administrative structure is largely centralized are 
becoming more localized with globalization, while countries based on the local, regional or state system 
are more centralized in the globalization process. This development has resulted in greater growth of 
the public, especially in the developing countries, with fiscal decentralization.

THE LOCAL UNITS AND GLOBALIZATION

Joints of the Local Units to the Global System

It is not a natural outcome that local units take part in globalization, but local units must show special 
efforts (Eraydın, 2001, pp. 371-373):

1.  The structural characteristics of local units that are important in the world system are production 
and communication potentials, identities and competitiveness.

2.  External conditions are also important for local units to participate in the global system. It is neces-
sary to be in the right structure at the right time and to apply the right strategy. The characteristics 
of other competitors, the contest rules, the regulation mechanisms, the politics, the technological 
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structure, the human and changing value judgments, the changing expectations of human as a 
consumer are external conditions.

3.  It is important to establish a governance system that should be formed with the participation of the 
right actors.

4.  It must be the best in a branch by specializing in a different branch from the others (the strategy of 
differentiation)

5.  It is necessary to achieve superiority by providing the cheapest conditions for different uses (the 
low-price strategy)

6.  It is necessary to have inventiveness and creativity capacity and to develop solidarity networks.
7.  It is important to be a knowledge city.
8.  It is necessary to provide easy adaptation to changing conditions and technological structure.

The centers where global capital accumulation is concentrated and the global system is controlled 
are global local units. These local centers are units where specialized services are financed, production 
is carried out in the predecessor industrial sectors, and innovation movements are found. Apart from 
that, there are national local units trying to join the global system. These local units try to join the global 
system either with information capacities, creative capacities, or by building up technological know-how. 
Apart from that, there are local units trying to adapt to the global system by experiencing structural 
transformation, specializing in specific areas, gaining the characteristic of cheap labor area. The local 
units, which do not have a certain competitive power and become increasingly isolated in the way of 
new competition, can not be integrated into the global system.

The competition between cities means that cities compete with other cities by using their skills they 
possess and develop with their economic and social accumulation. According to the World Bank (1999), 
trends in the 21st century are the tendencies of competition and decentralization between cities. The 
competition between cities refers to a process in which differences are transformed into flourishes, where 
superiority and inadequacies are taken into consideration. In the process, the local resources should be 
mobilized by developing local specialization, entrepreneurship, innovation policies.

In order to be able to take place in the top row among cities, it is necessary to focus on high-skilled 
and high-income jobs, ecofriendly services and goods production, products and services with the desired 
characteristics in production, economic growth rate to reach full employment, the areas where the city 
is specialized will be determined according to the potential of the city and the city should be found to 
have a potential to rise to the top in the existing urban hierarchy (Kara, 2008, pp. 17). On the other hand, 
the main factors affecting the success in competitiveness are the existence of forward-looking civilian 
leadership, the flexibility of the workforce, a public sector that can respond quickly to developments, an 
effective public-private partnership and an environment suitable for entrepreneurship (Kara, 2008, pp. 
17). The cities attracting mobile investments in wealth-generating sectors; attracting public resources; 
attracting big events, organizations and investments; attracting European Union funds; strengthen local 
brands and attracting quality population that are superior to each other (Lever, 1999, pp. 1029).

Opponents of the neoliberal policy approach, however, argue that different policies are at the basis of 
these proposed policies. According to them, the strengthening of local governments is aimed to establish 
a direct relationship between these units and the global market. It is argued that local governments will 
be transformed into easy-to-manage units for reasons such as the low competitiveness of local govern-
ments in the global arena and the lack of opportunities to resist demands and pressures of international 
capital. Local governments that are so weak and powerless but seemingly equipped with authority will 
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not be able to go beyond being a market for global capital. Moreover, local governments will be used 
as tools to overcome the congestion in certain sectors, especially in finance and construction (Güler, 
1996, pp. 156).

Effects of International Capital on the Nation State

The new strategy of production and capital finds itself in a more minimal state definition (Ohmae, 1990). 
The state is a form of technology paradigm that prioritizes economies of scale, accumulation regime 
supported by mass production, and regulatory mechanisms guaranteeing demand (Jessop, 1990). This 
definition of the state has moved away from seeing the state as the main unit with tendencies emerging 
as the new accumulation regime, the globalization of production and the prominence of the individual. 
The concept of nation-state is losing its meaning as changed the meaning of social order, production 
system, and also sources of accumulation. The power of government institutions, political elites and 
bureaucrats is weakened with the change.

The capital movements are the subject of which the state is in the most conflict with new conditions. 
One of the main functions of the nation state is to control capital movements and to prevent the capital 
from escaping from the country, while new production and accumulation process makes flexibility in 
this respect compulsory (Eraydın, 2001, pp. 368). In this context, the legitimacy of the nation-state has 
become questionable. The new production organization and international capital wants the dissolution of 
nation-states. The rules of the economic units under the nation-state instead of the rules set on a higher 
scale, in other words, the rules set by the nation-state, is desired to be raised to the primary position. For 
benefiting from the state’s subsidy mechanisms, it is difficult to absorb this situation. Again, especially 
for local production units with international competition, national regulations are unfavorable for their 
development. It is also clear that the development strategies of the local units themselves will conflict with 
regulation such as high-level economic targets, decisions and sometimes resource transfer obligations.

According to Keleş (2001), the argument that the internationalization of capital movements, which 
have acquired new qualities negatively affects the nation-state is correct, but in some ways it is exagger-
ated. Because decentralization is not a secret vehicle or weapon that distorts the national integrity of the 
countries. Second, it is unlikely to see anybody of the state objecting to foreign capital, the investment 
of multinational partnerships in the country and the receipt of foreign loans. However, the reduction of 
the public sector has come to the agenda with the globalization. The assignment or sale of public ser-
vices by private companies is the direct result of the globalization. According to Keleş (2001), the real 
impact of globalization has seen on the identities of cities, the quality of urban services, environmental 
values and urban infrastructure. Since the globalization, at any cost, means that the fluidity of the capital 
and ensuring free movement, that all obstacles which prevent to overcome to this aim has been on the 
agenda of globalization.

The sum of the interests of individuals, private entrepreneurs, capital owners has emerged a new 
public interest. In terms of the presentation of public goods, there is no longer a possibility to provide 
co-ordination from the center, but instead local mechanisms where co-ordination can be provided spon-
taneously are needed. In addition, it is also clear that central governments will no longer be able to take 
their decisions according to their own preferences and according to their specific criteria. Indeed, the 
dimensions of nation-states have remained largely inadequate for the solution of small problems and for 
the resolution of large problems. For this reason, when economic logic necessitates the globalization 
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and the regional integration, political and administrative logic necessitates governments to be governed 
in smaller pieces (Keleş, 2001, pp. 573).

According to Proud’homme (1994), the granting of some powers to local governments will neutralize 
functions such as ensuring fair distribution of income, eliminating regional inequalities, and ensuring 
macroeconomic stability which are in the hands of central governments. An also according to Ohmae 
(1990), economies no longer have a notable nationality and the task of national managerial agents at the 
global level is to fulfill the tasks that global economies demand from them at the local level. In other 
words, only global corporations and global market forces have a say in the world economy and they show 
tendency in favor of decentralization. According to Kazgan (2005) the transformation of local govern-
ments into powerless units in the face of international capital and institutions also implies the innerly 
erosion of the nation-state aristocracy.

According to Stiglitz (2002), the IMF, the World Bank and the WTO, three global organizations gov-
erning globalization dominate the global scene. These organizations’ programs do not respect centrality 
in administration but they recommend policies and steps for decentralization as the contraction of the 
state, that the public withdraw from certain, that the public transfer their functions to the private sector 
and the privatization of public economic organizations (Güler, 1996, pp. 143).

The dominant discourses of these organizations have been democratization, privatization and de-
centralization. To develop local governments as the closest organizations to the public and making it 
more autonomous is at the head of the values that the industrialized western countries share and strive 
to excellently. The suggestions of these organizations on localization are considered as the main reason 
for accelerating the decentralization tendencies of the globalization process (Cenikli, 2010, pp. 11).

According to Cenikli (2010), the decentralization phenomenon needs to be evaluated differently in 
terms of developing and developed countries. In some countries, the management mantra has changed 
as a natural process because some basic values such as local democracy, participation, and productiv-
ity mentalities have spontaneously evolved. But in some countries, this change is seen as a necessity 
for adaptation to developed countries. These two separate approaches lead to a different assessment of 
the cause of the decentralization movements coming with the new structuring. So some writers view 
decentralization as an extension of the development process of local democracy and globalization, while 
some authors describe it as an imposition of western hegemony.

The globalization refers to a process formed by the combination of complex structures. This process 
involves the transfer of sovereignty from the hands of local communities to the global arena and worries 
that the nations will lose some of the strength that they had in the past (Cenikli, 2010, pp. 16). Interna-
tional capital movements have brought the model of the local state based on the individual rather than 
the big, gigantic, harsh, interventionist, traditional state model.

Adaptation of the Public Economy to the Market

The concept of the local unit, which compete with all the cities and regions in the world and try to gain 
competitive power, is in a state of confrontation. It is indicated that in the traditional competitiveness 
discussions, the situation of the production factors, the conditions of the demand, the status of the related 
and supporting units, the strategies and structural features of the units (firm) and the human resource, 
capital and technology provide relative advantages. The elements that define the competitiveness of local 
units are local values, culture, economic structures and institutions. In fact, local units do not compete; 
competitiveness is realized by the companies and individuals involved in these. For this reason, there is 
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a need for regulatory mechanisms to create an environment in which locational units can create a com-
mon strategy and synergistic effects.

The adaptation of the public economy to the market involves the inclusion of the competition system 
in the public economy and is based on creating a market-like mechanism based on competition in the 
public economy. The competition in the public economy refers to a race mechanism between the local 
public goods producer units in the public goods and services market. The competition system in the 
public economy is a market-like structure established between the public goods producer units at the 
same level to provide efficiency in resource allocation. The existence of a competitive environment de-
pends on the ability of local producers of public goods to freely make financial and economic decisions. 
Only local units in the public economy can make public production under competitive conditions and 
the competition can force individuals to clarify demand (Stiglitz, 2000, pp. 736).

The aim of competition in the public economy is to maximize the welfare of individuals. The 
competition in the public sector brings together the whole of the taxpayer, consumer and voter roles. 
The competition allows public goods production to be produced with less cost. The establishment of a 
competitive environment in the public economy necessitates adapting the market model to the public 
economy. The adaptation depends on the establishment of regulations called “fiscal decentralization” 
that recognize the freedom of movement for local governments. It is insistently argued that the prices of 
the public goods are determined according to the market rules and all of the cost is beared by the local 
users (Keleş, 2001, pp. 565).

The adaptation of the public economy to the market is based on the state model of fiscal change. It is 
argued that the model of fiscal change offers a narrow view of the local units as a mere public producer 
unit rather than a necessary and integral part of the democratic system. The model of fiscal change is 
the construction of a market-based public economy. However, it is criticized as a socially weak model as 
it assumes no public roots and items. Because it provides a mechanical analysis of the public economy 
(Bailey, 1999, pp. 15). A public economic plane, completely isolated from institutional factors, may not 
be consistent with reality. For this reason, the model of the fiscal change and the state model of the Public 
Choice Theory should be synthesized. According to second generation theories, thanks to competitive 
territories the incentives for lower transaction costs and reliable promises are emerging and there is a 
state model that protects the market (Weingast, 1995, pp. 25). The state model that protects the market 
is the state model in which the political systems of the countries are at a minimum level of damage to 
the private and public markets (Karabacak, 2012, pp. 390).

In the Public Economics, the competition founded between local public goods producers is called 
as the horizontal competition. The horizontal competition; describes the competition between public 
units with equal financial and administrative power (Dileyici and Vural, 2006, pp. 160). The greater the 
number of local units in a given geographic area, the possibility of choosing between alternative local 
units’ increases. The horizontal competition can be realized more easily in smaller countries than in 
countries with larger geographical areas. The optimal average population measure required to live in an 
administrative region is also important for the horizontal competition (Triesman, 2002, pp. 12).

The level of competition between local public goods producer units depends on the structure of local 
units, local autonomy and the size of transfers from the center (Boyne, 1996). First, the local units must 
be quite large and small. Policies that should be made in favor of median voting in very large local units 
may be exchanged for the economic rent expectation of the monopoly public entity, which sees rents. 
Second, the level of the local autonomy affects the mobility of local units and the quality and quality 
of public production. Third, transfer size affects the level of competition between local units. The over-
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transfer can cause financial illusion and it is difficult to make comparisons with other local units since 
the actual cost of local public production is not clear and the over-transfer ceases to function of tax-price 
mechanism. The over-transfer, on the other hand, will negatively affect the immigration mechanism, 
which is the most important element of competition between local public goods producers.

The free market mechanism under perfect competition is an optimal mechanism in terms of economic 
efficiency (Durmuş, 2008, pp. 33). The Pareto efficiency will also be provided since profit maximization 
is assumed to be the most cost-effective method of production for consumers who move with motiva-
tion, and consumers who act with the goal of maximizing utility are considered to optimally divide their 
budgets. When all assumptions of the perfect competition model are valid and income distribution data 
is taken, Pareto optimality will be provided through the invisible hand of the market without the need 
of any planner (Durmuş, 2008, pp. 43).

There is a similarity between the decentralization model and a competitive market (Oates, 1985: 749; 
Oates, 2006: 23). The construction of competitive governments in the public economy can be done by 
borrowing some institutions of the private market by the public economy and internalizing them in ac-
cordance with their own structure. The most important of the institutions that need to be borrowed from 
the private market here is the atomic which is one of the basic conditions of the perfect competition 
market envisaged in neoclassical microeconomic theory. This is because the atomistic producer units 
correspond to local public goods producers in the public economics. Unlike private markets, it is easier 
to realize the atomic rule in the public economy, and for some reasons it may not happen in practice as 
it is in special markets. This may be due to the existence of only a limited number of competent local 
authorities in a given geographical area, due to the presence of local units of different sizes for reasons 
like the economic development or excessive migration.

Tiebout’s work on local public goods in 1956 has an important place in the analysis of competition in 
the local government economics. In his work, Tiebout claimed that under certain assumptions, the person 
who is identified as consumer-voter would be carried by the administrative units that best fit his prefer-
ences for public goods and taxation (Tiebout, 1956). The local units will be able to create a mechanism 
similar to the special market shopping mechanism in the public economy, producing local public goods 
/ tax packages and moving the local mass to produce the local public goods / tax package appropriate for 
the consumer-voter. In the private market, the person who shows preference by purchasing the private 
good will increasingly prefer to be the one where public goods are produced in the public economy.

Through the Tiebout hypothesis, which is described in the literature as “voting by feet”, individuals 
can effectively demonstrate their preferences for the local public goods. Therefore, Tiebout’s theory can 
overcome the ambiguity of the demand for public goods with local presentation. Tiebout has developed 
this hypothesis as a solution to the problem that individuals will not reveal their own preferences in the 
consumption of public goods put forward by Samuelson (Oates, 2006, pp. 22). This theory constitutes a 
supporting argument for the production of local public goods and services rather than the production of 
central public goods and services (Cullis & Jones, 1998, pp. 303). The Tiebout effect further increases 
the welfare gain from fiscal decentralization (Cullis & Jones, 1998, pp. 297; Oates, 1999, pp. 1124). 
The Tiebout hypothesis is based on voter-consumer behavior. Because, at the basis of the thesis of fiscal 
federalism, the area of interest between voters and managers is getting closer.

The Tiebout model is a hypothesis that maximizes consumer-electoral prosperity by means of moving 
within the available resources. On the other hand, it is a more comprehensive hypothesis than Oates’ 
decentralization theorem. The Tiebout hypothesis helps developing policies that promote migration 
and residential movements to increase resource efficiency and policies that enable voters-consumers to 
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become more informed about the level of local public goods production. The Tiebout hypothesis poses 
many challenges to be tested, and testing some is very difficult (Bailey, 1999, pp. 64):

1.  A large number of competing local units further increase consumer-voter welfare.
2.  Numerous local units within the same metropolitan area cause racing at a high level.
3.  Many competing local units cause to form more homogenous communities.
4.  Local taxes and expenditures affect settlement mobility.
5.  The migration motif is explained by the fact that the local units have different tax-public service 

packages.
6.  The level of tax and public service is reflected on property values.

The Tiebout hypothesis is a hypothesis that can only allow you to choose between options. The 
taxpayer-voter must be supported by decentralization theorem in order to be able to be included in the 
description of the preference, and the incomplete side of the hypothesis must be restored (Bailey, 1999, 
pp. 68).

The Privatization of Local Public Goods

The supporters of globalization advocate the privatization of local public goods production without 
distinction between domestic and foreign firms. The local government economics is shaping itself in 
this direction. In this direction, the dependency on the international financial markets affects the quality 
and price of local public goods. While new public administration focuses on privatization, performance 
measurement and customer service, public actors in the new concept of public goods production regard 
the private sector as an actor in service provision but it takes into account the demands and expectations 
of citizens as well as the implementation and management of market mechanisms by public services in 
private sector contracts (Perry, 2006, pp. 3).

The privatization is the transfer of all or part of the property of public assets to private enterprises. 
On the other hand, the privatization is implemented in the form of participation in the local services, 
which are described as public services, by the private sector with some methods. Along with privati-
zation practices, the deregulation policies that require the state to withdraw from positions that affect 
market actors’ decision-making processes and the liberalization policies that allow new firms to enter 
the market have begun to be implemented by most countries.

In theoretical framework, it is argued that private sector firms work more effectively because they 
work with hard budget constraints, unlike public enterprises that work with soft budget constraints. Es-
pecially in most developing economies, local services have been provided by the public sector for some 
time; evaluating supply conditions and demand structure; there is no multi-country empirical evidence 
comparing the performance advantage of public and private sectors in the presentation of these services.

However, when compared to public enterprises, there are studies that mainly support the efficiency 
of private sector operation (Stiglitz, 1999).

Stiglitz (1999) points out that there is a lack of institutional infrastructure to implement the privatiza-
tion and competition policies of developing countries; developing countries need to take the necessary 
measures to overcome these institutional infrastructural deficiencies if they want to repeat the successes of 
developed countries’ privatization and competition policies. Stiglitz (1999) states that emerging countries 
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must have bankruptcy law that operates effectively through competition and regulatory policies as well as 
legal infrastructure that performs fair and effective contracts in order to achieve success in privatization.

The underlying reason for the increase in the tendency of local units to benefit from the private sec-
tor in service provision is related to economic reasons. Increasing productivity and efficiency in service 
delivery is the main factor. In this context, it is suggested that the competition to be formed within the 
framework of the transfer of the services with the private sector contract and tender will have a cost-
reducing effect and thus increase the productivity-effectiveness in the service presentation (Boyne, 1988). 
However, the researches have very controversial results in terms of the effect of competition between firms 
in terms of productivity about production with lower cost in the presentation of local quality services. 
With privatization, there are many studies that have found that the cost per unit in service delivery is 
decreasing. When everything is considered equal, it is expected that the firm that gives the best price in 
the procurement process will make the cheapest production of the company and therefore the company 
will minimize the production costs (Hodge, 1998, pp. 381).

There are many studies that have found that the privatization of local services is a cost-reducing fac-
tor, and there are also data that prevent them from being accepted without a doubt. Some economists 
suggest that there is no cost variation when services are transferred to a private sector. On the other 
hand, some economists have found that production costs are higher when services are offered by private 
firms instead of local units. Aside from the debate on the increase or decrease of costs, perhaps what is 
more important in these studies is the reduction in costs in research that finds a reduction in costs. Ac-
cording to the results of the researches, as theoretically suggested, competition among firms does not 
play a significant role in reducing the costs, and it is observed that certain firms offering services are on 
monopoly (Hodge, 1998, pp. 99).

The privatization of local public goods and services does not involve a uniform method (Vural, 2015, 
pp. 18). Nowadays, as privatization spreads, local governments have been using various methods in the 
supply of some services, such services are prevented from being delayed by bureaucracy, productiv-
ity increase is seen in production. Reasons such as resource inadequacy, bureaucratic evacuation, lack 
of technical personnel and out of tutelage supervision encourage local governments to use alternative 
service delivery methods.

There are four important methods of privatizing municipal services and introducing them to foreign 
capital:

1.  The contracting out method (Acarturk, 2001, pp. 47-48): This method, often seen in the presentation 
of local services, is a form of privatization that local governments frequently resort to. According 
to this method local services are offered by the private sector, within the framework of a contract. 
The municipalities responsible for providing services provide the service to the private sector by 
providing financing and supervision. In the tender management, the municipality, the contracting 
private company and the public can be mentioned in a triple relation. The municipality, setting the 
general standards for the service, must check the quality of the service, its price and other effects 
on the environment and take the necessary precautions. While the municipality is responsible for 
the execution of the service, it is more organizer. With the tender method, services such as garbage 
collection, sweeping of streets, maintenance of parks, etc., which do not require the employment 
of qualified personnel and which can be effectively offered by the private sector, are offered. In 
the case of such services, it is not possible for the private sector to reduce the public interest or 
increase the public interest in submitting it to the municipality. However, it can be argued that 
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the cost of providing private sector will decrease and that the citizens will receive more and bet-
ter quality services. The success of the tender method depends on the realistic calculation of the 
estimated cost, the better determination of the terms of the contract and the degree of intensity of 
competition on the market. With increasing competition, significant reductions in costs can be seen. 
Besides, the increase in the quality of the service and the activity are expected in the presentation. 
It also contributes to the resolution of workers’ problems. However, applications of bribery and 
incitement type damage the healthy operation of the system. The bribery between the private sec-
tor representatives and the municipal authorities can completely eliminate the positive effects of 
competition.

2.  The concession method (Acarturk, 2001, pp. 48-49): It is a form in which the local government 
transfers the financing and administration of a public service to a private enterprise in whole or in 
part. On the other hand, there is a guarantee monopoly that the private entrepreneur can take the 
counterpart of their investments. This guarantee is usually limited to a certain geographical area. 
The concession shall be regulated by a contract between the concessionary administration and the 
person or company entitled to the concession. The concession is usually granted to make a service 
that is a natural monopoly. It is the responsibility of the municipal authorities to provide the service 
at a certain quality, quantity and reasonable price, and must be stated in this contract. Some econo-
mists anticipate that a natural monopoly firm will tend to reduce production of goods and services 
it produces because it is unrivaled in the market and will raise prices. These economists argue that 
in order to produce services with natural monopoly quality at an optimal level, the emerging harm 
of the private operator should be subsidized or the service must be provided by establishing an 
organization, taking into account the public interest of the public entity. Generally, one or more 
persons or companies are awarded for the realization of municipal services such as water, gas, 
electricity, metro, sewage, which are privileged, natural monopoly. In this method, beneficiaries pay 
the service directly to the server company in the form of fees or user prices. Concession is granted 
by auction. Thus, in the process of granting a concession, competition in a manner similar to that 
of the tender may be effected, but if there is no competition after the concession is granted, it may 
create unfair profits for the concessionaire or firm. The most important problem in this system is 
to determine the price. In these service areas, monopolistic profits need to be removed from the 
community by considering community benefit. If the monopolist is released in price determina-
tion, it may require a high price by cutting down production. For this reason, the municipality must 
subsidize the production of natural monopolies or subsidize the cost of the firm in order to reach 
the optimal production level.

3.  The build-operate-transfer method (Acarturk, 2001, pp. 50-51): The build-operate-transfer model 
shall be carried out by a company which has the right to operate an investment or service falling 
within the scope of the commission, the costs to be incurred during the investment and operation 
period. For the purpose of submitting a public service or public works that requires high fund-
ing, the capital of the system is transferred to the relevant public institution unconditionally and 
free of charge after the capital has been established and operated by the private sector (domestic, 
foreign or joint ventures). Generally, it is aimed to make public investments such as highways, 
metro construction, big bridges, airports, power plants and similar public buildings that demand 
big capital and advanced technology without bringing burden to the state. The main objective of 
the municipalities is to make projects such as metro, tourism facilities and shopping complexes, 
which are long-term financial resources, without bringing direct financial or technical burden to 
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the municipality. Projects that are to be realized with this model usually result in cooperation with 
private sector foreign capital. The related companies, after carrying out the project, operating for 
a certain period and covering the cost and making profits, make the transfer of the facility to the 
relevant municipality. The joint venture company designs and finances the project and the munici-
palities do not have any repayment commitments. The model can also cause foreign capital to play 
a role in the delivery of local services. Besides providing the most advanced technologies, it also 
provides quality in foreign capital, materials and workmanship.

4.  Method of selling stock (Acarturk, 2001, pp. 52): It is directly related to the privatization public 
offering, the block sale to domestic and foreign capital, the sales method such as institutional sup-
ply in international markets, the position within the sector to be privatized, the technology it has, 
the need for investment, competition and integration opportunities at international level, market 
share and competition situation. Land, buildings, municipal enterprises and all kinds of property 
owned by municipalities can be subject to sale by “direct sale” or “sale through stock” models. In 
the direct sales model, the assets of the public enterprise are subject to sales in whole or in part. 
In the other model, all or some of the shares of the public entity are transferred to private persons 
or entities through stocks. In order to be able to implement such an application, the capital of the 
public enterprise to be privatized must be divided into shares and must be found in the capital 
company status.

The increase in the level of fiscal decentralization with globalization brings the subnational units to 
reach new global sources of income. The liberalization of international commercial and financial flows 
allows local units to obtain financial deficits from alternative sources of finance. Non-inflationary 
and non-inflationary resources can be provided by local units by local entities. In new economic order 
international capital and local governments act together. International capital tends to seize municipal 
areas in the use, acquisition and profitability of the rents within the jurisdictions of local governments.

Solutions and Recommendations

Downsizing the state with economic globalization has foreseen a shift from the Leviathan state to the 
liberal state. A small and effective government prospect in economic terms is the basis of post-1980 
reforms. Growth of the state in terms of economic influence is seen as a factor reducing its effectiveness. 
Reducing public spending, that is, narrowing the scope of the state’s economic impact, will be possible 
with local public service provision, ie fiscal decentralization.

FUTURE RESEARCH DIRECTIONS

Often the idea that fiscal spending will be limited by fiscal decentralization in the process of globaliza-
tion has been brought to the agenda very often. However, the reforms in this area over the years have not 
revealed that there is a continuous positive relationship between decentralization and efficiency in public 
expenditure. On the contrary, with fiscal decentralization, a new type of inefficiency and inefficiencies 
have emerged in the field of public expenditures. This situation, which can be defined as the new Levia-
thanism, provides strong evidence that the fiscal inertia can not be achieved with public activity and that 
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the source of inactivity is shifted from the center. The multiplicity of economic conditions can severely 
hamper the achievement of fiscal discipline by having more than one authoritative expenditure unit.

CONCLUSION

Some important results can be listed as follows:

1.  The Globalization and Decentralization are twin concepts. But for the local units take part in glo-
balization, local units must show special efforts.

2.  The new strategy of production and capital finds itself in a more minimal state definition.
3.  The concept of the local unit, which compete with all the cities and regions in the world and try to 

gain competitive power, is in a state of confrontation.
4.  The adaptation of the public economy to the market involves the inclusion of the competition system 

in the public economy and is based on creating a market-like mechanism based on competition in 
the public economy. The competition in the public economy refers to a race mechanism between 
the local public goods producer units in the public goods and services market.

5.  The supporters of globalization advocate the privatization of local public goods production without 
distinction between domestic and foreign firms. The local government economics is shaping itself 
in this direction. In this direction, the dependency on the international financial markets affects 
the quality and price of local public goods.
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KEY TERMS AND DEFINITIONS

Competition Between Cities: The cities compete with other cities by using their skills they possess 
and develop with their economic and social accumulation.

Competition in the Public Economy: It refers to a race mechanism between the local public goods 
producer units in the public goods and service market.

Decentralization: The autonomization of local units and the identification of local identities gain 
importance as a driving element of the globalization process.

Globalization: The integration of national markets to the world.
Privatization: The transfer of all or part of the property of public assets to private enterprises.
Reduction of the Public Sector: The assignment or sale of public services by private companies.
Tiebout Hypothesis: Under certain assumptions, the person who is identified as consumer-voter 

would be carried by the administrative units that best fit his preferences for public goods and taxation.
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ABSTRACT

Taxes cannot be denied in order to prevent financial crises and economic crises. In times of crisis, it is 
sometimes possible to intervene in these periods by decreasing the existing tax rates and sometimes by 
applying new taxes. The Robin Hood tax is based on the idea of giving it to the poor. According to this 
idea, the financial sector will be taxed in times of crisis and the tax burden that countries have to bear 
will be reduced. Moreover, the important point here is related to the usage area of the income derived 
from taxation of the financial sector. These taxes will be transferred directly to the public (i.e., to the 
people who suffer from the crisis). Thus, the idea of transferring from the rich to the poor will take place. 
In this chapter, the applicability of Robin Hood tax will be determined by considering the main features 
of the tax, and the tax will be examined before the social state principle. In this direction, the superior 
aspects of the said tax will be determined, and some suggestions will be made.

INTRODUCTION

It can be said that the flexible exchange rate regime, which has been shifting from Bretton Woods’ fixed 
parity system since the early 1970s, has increased the price volatility of exchange rates. Parallel to this, 
the maintenance of fixed exchange rates in a situation where capital movements are free is considered 
as a reason for the speculative attacks on exchange rates in the 1990s. The number and depth of crises 
have increased after the European Currency Exchange Mechanism Crisis, which lived at the beginning of 
the 1990s. The Asian Crisis following this crisis, the Latin American Crisis and finally the 2008 global 
crisis are considered as the consequences of the liberation of capital movements.
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The necessity of taking short or long term measures against the crisis can not be ignored. At this point, 
in the year of 1972, following the idea of taxation of capital movements by James Tobin for financial 
crises, the two-tiered tax practice developed by Paul Bernd Spahn in the 1990s came to light. Finally, 
the financial transaction tax, which is discussed in the European Union countries after the 2008 crisis, 
is another important precautionary tax.

Taxes cannot be denied in order to prevent financial crises and economic crises. In times of crisis, it 
is sometimes possible to intervene in these periods by decreasing the existing tax rates and sometimes 
by applying new taxes. Taxes that come up frequently in times of crisis are the Tobin tax, the Spahn tax, 
and the new tax, the Robin Hood tax.

The basis of the Robin Hood tax is based on the idea of giving it to the poor. According to this idea, 
the financial sector will be taxed in times of crisis and the tax burden that countries have to bear will 
be reduced. Moreover, the important point here is related to the usage area of the income derived from 
taxation of the financial sector. These taxes will be transferred directly to the public, ie to the people who 
suffer from the crisis. Thus, the idea of transferring from the rich to the poor will take place. Therefore, the 
applicability of this tax in times of crisis should be examined not only in terms of the economic benefits 
but also in the theoretical frameworks such as being fair or not and its suitability should be demonstrated.

Robin Hood Tax, which is planned to be collected over financial transactions and to collect about € 
57 billion a year, is considered to be collected at 0.1% in the purchase and sale of bonds and stocks and 
0.01% in derivative transactions. According to calculations by campaigners, 1333 new wind power plants 
can be built with a $ 2 billion source, and even when 30 billion dollars is spent, all people around the 
world can get access to clean water. On the other hand, Robin Hood Tax is also an issue in the European 
Union. The Financial Transactions Tax, previously proposed by the European Commission, together 
with the pressures intensifying especially after the crisis, was discussed in the meeting of the EU Fi-
nance Ministers on 9 October 2012 and was held in Germany, France, Spain, Italy, Austria, Belgium, 
Portugal, Greece, Slovenia, Slovakia and Estonia. They expressed a positive opinion on taking tax on 
financial transactions.

As it is known, the power of taxation is the power of the states. Laws and taxation principles are the 
first to come to mind as the limiters of this power. The principles of taxation include the principles of 
legality, equity, certainty, solvency, justice and social state.

In this chapter, the applicability of Robin Hood tax will be determined by considering the main fea-
tures of tax and the tax will be examined before the social state principle. In this direction, the superior 
aspects of the said tax will be determined and some suggestions will be made.

Global Financial Crises

No major economic or financial crisis has been found until the end of the 1960s in the 1929 World De-
pression, the most important economic crisis in the development of capitalism. Only the crisis that the 
Suez Canal Company brought to England in 1956 is exceptional. In this respect, England experienced 
risks in international trade despite the surplus of payments in 1956-1957. The Bank of England had to 
use almost all of the dollar reserves to preserve the value of the pound (Boughton, 2001:21).

The period after 1970, when international capital mobility increased, was the period of crises that 
began with the collapse of the Bretton Woodets system. Financial capital mobility, which has increased 
internationally, has revealed the financial crisis phenomenon for both developed and developing countries. 
Considering the recent periods, it should be noted that crises have an impact on developing countries. 
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The impact of globalization cannot be ignored in the fact that the financial crises experienced have such 
a wide spread and spread rate.

Globalization in the financial sectors has affected the national economies in a short time. As a result 
of the globalization in the financial sectors, there has been an artificial expansion in the economy called 
macroeconomic warming or balloon effect. Eventually, as a result of globalization, hot money flows aris-
ing from the imbalances between the interest rates and the exchange rate in the markets have occurred. 
Therefore, it is generally accepted that short-term international capital flows are the most important 
factor in the emergence of financial crises.

In this context, financial crises in the world should be mentioned. The reasons for these crises are 
important in determining the policies to be applied to these crises. Major financial crises;

• European exchange rate crisis,
• East Asian crisis,
• Russian crisis,
• 1994-1999-2001 crisis in Turkey,
• 2008 crisis,
• The 2011 crisis.

European Exchange Rate Mechanism Crisis

After the Bretton Woods system in 1979, the European Monetary System was established as a reaction to 
the large fluctuations in the dollar and with the idea that the current exchange rate uncertainty within the 
European Community harmed investment and hence trade. The aim of the European Monetary System 
is to ensure stability in exchange rates. The general idea of this system is that it will facilitate a possible 
rapprochement in the economies of the countries of the European Community (De Grauwe & Verfaille, 
1988: 77). Finally, Germany was the pioneer of this system established in the Community.

In Germany, which is an important part of the European Monetary System, the increasing public debt 
and the contractionary monetary policy followed by inflationary pressure have forced the contractionary 
monetary policy without financial expansion due to the fact that the currencies of the other countries’ 
economies have been fixed in their economies. countries have been pushed into recession. However, the 
fact that the European Monetary System countries did not agree on a common economic policy despite 
problems in their economies led to the emergence of the European exchange rate mechanism crisis in 
September 1992 (Buitter et al., 1998: 3; cited in: Bayar, 2014: 217). The first major crisis of financial 
character is important. In the emergence of the crisis, the interest rates of European countries, which are 
particularly high compared to the US interest rates, attract foreign capital to the stable region, the over-
valuation of the national currencies and the increase in the current account deficit are important factors 
(Fratzscher, 2002: 15). The weak fiscal policy implemented in European countries before the crisis and 
the inability to yield from the results of the tight monetary policy are among the causes of the crisis.

In order to attract the foreign capital required to finance current account deficits, interest rates were 
kept high and hampered investments. Finally, a recession has emerged. The European exchange rate crisis 
has in fact revealed the importance of fiscal policy in the European Union countries. It is understood that 
the tight fiscal policy and the sustainability of fiscal discipline can hinder financial crises.
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East Asian Crisis

The Asian countries that entered the literature as the “Tig Miracle of East Asia” added to the economic 
development of Japan in the last quarter of the twentieth century. Kong, South Korea, Singapore and 
Taiwan) are known for their peninsula. During 1994-1996, they achieved rapid economic growth with 
low inflation, balanced budget, controlled public debt, high investment and savings, and increased foreign 
exchange reserves. increased. It is the speculative capital movements with the banking and financial 
sector that can be seen as the source of the Asian crisis.

The causes of this crisis in Thailand in 1997 are quite complicated. When the general evaluation is 
made, it is seen that this crisis which started in Thailand has spread to South Korea and Indonesia in a 
short time and negatively affected Hong-Kong, Malaysia and the Philippines.

Asian countries have a successful appearance in the economic field. Hence, for many countries, this 
success has been hope. At this point, determining the causes of the crisis in these countries has gained 
importance. The causes of the crisis (Bozdoğan, 2018: 13);

• Fixed exchange rate regimes for a long time,
• Current and non-repayable debts caused by the trade and non-commercial goods from commercial 

goods which cause rapid deterioration of the structure of debt portfolios of banks,
• Relaxation of the corporate review and audit mechanism,
• Large external deficits in many countries, particularly Thailand.
• Increasing the competitiveness of the People’s Republic of China and putting it in a difficult posi-

tion by the Asian countries that adopt an export-based growth model.

In this crisis, notable use of fiscal policies. In other words, the effective use of taxes, which have an 
important role as a fiscal policy tool, increased the impact of the crisis.

Russian Crisis

After the dissolution of the Soviet Union in 1991, democratic policies were introduced in Russia and liberal 
policies were introduced in the economy. During the transition period, Russia provided large amounts 
of hot money from international organizations. This money was used to finance public deficits rather 
than investing. In other words, this resource could not be used efficiently. In addition, Russia’s foreign 
exchange revenues fell sharply due to the decline in world oil prices. As a result, Russia has started to 
have difficulties in paying its short-term debts and hence the uneasiness in the Russian market has begun.

In this process, the rumors that the ruble will be devalued in a short period of time necessitated the 
intervention of the Central Bank of Russia in the market. Accordingly, the market was sold in dollars. 
However, the very low level of central bank reserves required the devaluation of the Ruble. As a result, 
Russia declared moratorium in 1998 and declared that it could not pay its debts (Black et al., 2000: 1803).

It can be said that the destruction of this crisis in Russia is quite high. The table below shows the 
economic indicators of Russia during the crisis period.

According to Table 1, in 1998, the crisis year in Russia, there was a decline of 4,9. Inflation rate 
increased by 75% in 1998 compared to 1997 and was realized as 84.4%. In the end, the unemployment 
rate in Russia increased and became 11.89%.
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1994-1999-2001 TURKEY CRISIS

24th January 1980 Decisions in Turkey can be said that the cause of the crises in the 90s. Turkey ex-
ported in 1980 with the decision open, export-oriented, has adopted a liberal economy. However, it was 
not possible to control inflation after 1980. In the end, macro balances could not be improved and the 
competitiveness of foreign markets could not be achieved. Moreover, the public sector and the current 
account deficit grew and domestic and foreign debt increased. As a result, the balance of exports and 
imports has deteriorated.

The causes of the 1994 crisis are the political and economic mistakes made in the first period of 1994 
in addition to the above mentioned issues. In the 1999 crisis, the crisis in Russia played an effective role 
in 1998. With the global crisis, Russia has ceased its declared moratorium on capital inflows, while on 
the other hand lead to capital flight from Turkey.

When looking at the 2001 crisis, it is possible to list the reasons (Parasız, 2001: 851);

• Strategic errors due to the inability to predict the possible effects of the devaluation of the East 
Asian countries on the Turkish economy in 1997,

• Wrong way in domestic debt policy,
• State banks have to pump 20 quadrillion Turkish liras to the economy and write this to their bal-

ance sheets as bank losses,
• The private sector is responding to the increase in demand by price increase instead of production 

increase.

2008 Crisis

Increasing speculative capital movements as a result of financial freedom has been a major problem 
especially for developing countries. It is also possible to say that speculative capital movements are at 
the core of the 2008 crisis. This crisis II. It is the biggest economic destruction after World War II.

The 2008 crisis began in the USA and spread all over the world. It should be noted that globalization 
has a significant impact on the width and speed of this spread. The source of this crisis that started in 
2007-2008 is the mortgage crisis that started in August 2007 in the USA. Market structure, supervisory 
problems and policies followed throughout the process have caused many negativities (Tong and Wei, 
2008). In the early 2000s, the US Central Bank decided to lower interest rates in order to overcome the 
stagnation of the US economy. Interest rates decreased from 6.5% to 1%. The aim is to increase con-
sumption and therefore to stimulate the economy. This situation has also been reflected in real estate 

Table 1. Russian economic data in the crisis period

Variables (%) 1996 1997 1998

Growth -3.4 0.9 -4.9

Inflation rate 21.8 11 84.4

Unemployment rate 9.6 10.81 11.89

Current account deficit / GDP 2.7 -0.02 0.08

Source: IMF Reports
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prices and the prices in question have increased extremely. Real estate owners, who saw that their houses 
were valued, tried to take their second and third houses this time and they used a high amount of loans 
from the banks.

In the past, a large portion of housing loans were given to high-quality customers (prime mortgage), 
while over time, loans were introduced to lower-quality customers (subprime mortgage). In the middle 
of 2008, in the US, low-income groups using subprime mortgage loans preferred largely variable-rate 
loans (Kanberoğlu and Kara, 2013: 38). The recent increase in the interest rates and the decrease in house 
prices in the FED have caused people not to repay their loans. This situation made the crisis inevitable.

2011 Crisis

The measures taken for the 2008 crisis can be considered as the beginning of a new crisis. In this period, 
expansionary policies created new crisis dynamics (Sezgin, 2012: 141). Among the measures taken dur-
ing the 2008 crisis, it was ensured that fiscal policies were loosened, taxes were reduced, expenditures 
were increased and the resulting budget deficit was tried to be closed by borrowing. The following table 
shows the gross public debt of the European Union between 2009-2011.

Tax Measures for the Prevention of Financial Crises

Taxes are an important fiscal policy tool in crisis periods. Therefore, it cannot be denied that there is an 
interaction between tax policies and crises. While the tax policy has an impact on the crisis before the 
crisis, the crisis and after the crisis, it is also affected by the crisis.

Tax measures, which are frequently brought to the agenda during the financial crisis, can be either 
reduced or increased existing taxes, but are also applied as new taxes. Taxes which are frequently men-
tioned as new tax are the Tobin tax and Spahn tax.

Tobin Tax

Following the collapse of Bretton Woods’ fixed parity system in the early 1970s, neo-liberal economic 
understanding based on liberalization and disorder became increasingly dominant on a global level 
(Erdoğdu, 2007:259, Bozdoğan et al., 2013:198). The ultimate consequence of this is the liberation of 
capital movements.

It has emerged, in particular, of the idea of imposing taxation on money transfers to prevent capital 
movements, which are a danger for developing countries. This idea was put forward by James Tobin in 
1972 and is known as the Tobin tax.

Table 2. Gross public debt (billion euro)

2009-3 2009-4 2010-1 2010-2 2010-3 2010-4 2011-1

EU 8.595 8.758 9.029 9.374 9.466 9.772 10.320

Source: Eurostat
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The Tobin taxation represents a mechanism that focuses on the conversion of certain currencies into 
another currency. accordingly, it is considered to apply a low rate of taxation on semantic movements, 
which is the area covered by the veggie (Bozdoğan et al., 2013:99).

The Tobin tax is an easy mechanism. What needs to be done is to apply a low-rate Advalorem tax on 
this transaction during the conversion of any currency to another (Şen et al., 2004:95).

The Tobin tax has been applied by certain countries and has not found a common application area 
due to the negative effects of international transaction and liquidity volume, contrary to financial liber-
alization, inefficiency in international markets and insufficient speculation.

Spahn Tax

This tax is an alternative application that develops the idea of taxing capital movements from the Tobin 
tax. Developed by German economist Paul Bernd Spahn. According to Sphan, the Tobin taxation is an 
application that can disrupt financial transactions and cause a liquidity problem (Spahn, 1995: 1). In 
addition, Spahn thinks the Tobin tax has a deterrent effect on speculation.

The Spahn tax basically depends on these principles (Bozdogan et al., 2013:101);

• A generic low Tobin tax that is always applied,
• 2% tax on spot currency transactions,
• 0,1% tax on derivative transactions,
• Additional prohibitive tax at periods of intensive speculative processing.

From here, Spahn actually offers a two-step tax proposal. This two-tier tax is only an additional tax 
to be applied during times of crisis, when the exchange rate is experiencing great turbulence. Minimum 
rate tax will apply continuously. With this tax, the goal is to generate a significant amount of income. 
The second level of tax will be the automatic braking function against the speculative attack.

A Tax Applicable in Financial Crisis Periods: Robin Hood Tax and 
Robin Hood Taxes in Terms of Social State Policy in Taxation

Following the 2008-2009 global financial crisis, many suggestions were made for the “Robin Hood 
Tax in or the financial transaction tax on banks. The 2008 financial crisis revealed Tobin-like taxes, 
particularly in the euro area. Robin Hood tax has provided public support. The idea of 2011 taking the 
rich from the rich to the poor bul has found considerable support (Baldwin, 2011: 5).

A wide range of non-governmental organizations and social movements, including trade unions, en-
vironmental organizations, religious organizations and humanitarian organizations in the United States, 
Europe and Australia, supported the Robin Hood tax through a campaign launched in February 2010 on 
the basis of the idea that global problems would be resolved through global efforts.

The Robin Hood tax is based on the Tobin tax. Tobin tax is applied only on foreign exchange trans-
actions. Such a tax can significantly reduce the volume of foreign exchange transactions. Speculative 
foreign exchange transactions are more dangerous than other financial transactions. These transactions 
have a large share in economic crises and economic downturn. The problem of the lack of international 
coordination of the Tobin tax is obvious. This problem is taken into account by the defenders of the 
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Robin Hood tax and it is stated that each country should be in a structure to be implemented with the 
currency (Daniels, 2010: 4).

Nowadays, the importance of short-term speculation in the markets cannot be denied. In other words, 
short-term speculation has a large trade volume. Therefore, a single type of tax per transaction will make 
short-term speculative movements more costly. Considering that transaction taxes have a balancing ele-
ment on asset values, Robin Hood tax will be an important application in developing macroeconomic 
performance and preventing other crises (Esener and Binis, 2012: 132). Finally, the Robin Hood tax can 
have a very limited impact on individual or retail banking. This is due to the fact that Robin Hood tax 
is targeted at high-frequency large-volume trading undertaken not by banking activities but by financial 
institutions (Seely, 2010: 12; cited by: Esener and Biniş, 2012: 132).

It is expected that Robin Hood Tax, which is planned to be collected on financial transactions and 
which is expected to be around 57 billion Euro annually, will be collected as 0.1% in bond and stocks 
purchase and 0.01% in derivative product transactions. According to the calculations made by the cam-
paigners, 1333 new wind power plants can be installed with $ 2 billion and even 30 billion dollars of all 
people around the world can gain access to clean water. On the other hand, the Robin Hood Tax in the 
European Union is an issue that is heavily debated. Financial Transactions Tax, previously proposed by 
the European Commission, was discussed at the meeting of EU Finance Ministers on October 9, 2012 
and Germany, France, Spain, Italy, Austria, Belgium, Portugal, Greece, Slovenia, Slovakia and Estonia. 
reported positive views on taxation on financial transactions. Robin Hood is a tax rate of 0.01% to 0.05% 
on all financial transactions, stocks, bonds, foreign exchange and derivative assets. Therefore, this tax 
will provide an increase in revenue through the financial sector. Robin Hood tax is limited to the transac-
tions between the actors in the financial markets. Simple consumer transactions (such as salary checks 
and cross-border revenues) are outside the scope of this tax.

The income to be obtained through this tax can be used to help people who are adversely affected 
by the financial crisis and to combat poverty at national and global level (Esener and Biniş, 2012: 131).

In the survey conducted by OXFAM, it is stated that the poorest countries face a deficit of 65 billion 
dollars due to financial crises, even in 2009. Therefore, a tax to be taken over the banks will contribute to 
the fight against the financial crisis of poor countries and poor people. Some of the revenue from banks 
can be used for the cost of achieving the Millennium development goals (Robin Hood Tax, 2011b: 13). 
The impact of this tax is exemplified as follows: applying this tax for just a minute can provide enough 
income for the meningitis vaccine of 1.5 million African children or to apply this tax for only five days to 
establish a Global Climate Risk Management Mechanism in insuring the countries against the damages 
of natural disasters and micro-crop insurance in developing countries can be used to provide capacity 
(OXFAM, 2011: 2; cited by: Esener and Binis, 2012: 132).

The success of the Robin Hood tax depends on international co-ordination. In fact, there are also 
opinions that coordination is not necessary at this point. However, when the coordination is not provided, 
the capital will choose the countries that do not apply this tax as an escape route. Thus, this tax will lose 
its effectiveness. Therefore, international coordination is very important.

Views of World Countries on Robin Hood Tax

It is very important that the countries of the world look at this tax when determining the applicability of the 
Robin Hood tax. Because, as mentioned above, the international coordination is essential in ensuring the 
effectiveness of the Robin Hood tax. It should be noted that most countries support the Robin Hood tax.
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Between December 1998 and March 1999, the Canadian Commons had the public pressure to isi 
impose a government tax on financial transactions in accordance with the international community 
Aralık. As a result of the increasing support of the public, a resolution (law proposal) No 164-83 was 
issued on 23 March 1999. Canada is the first country to declare a tax imposed to control international 
currency speculation (Robin Hood Tax, 2011a: 3-4).

As it is known, finance capital is an important destructive force on the economies of the country. 
France, Germany, Britain, Japan, Austria and Belgium support the Robin Hood tax against this destruc-
tive force. In addition, this tax is supported in the United States and Brazil (Esener and Binis, 2012: 
133). It is known that the European Parliament and the European Commission have positive views on 
this tax. Robin Hood tax is included in the Liberal Democrats as a resource to fund global poverty in 
party programs (Esener & Binis, 2012: 133).

A 0.5% stamp duty is levied on stock purchases of joint stock companies in the UK. The income 
from this tax is about £ 3 billion a year. Thus, the UK is the country that applies the most comprehensive 
range of the Robin Hood tax.

Investigation of Robin Hood Tax in Terms of Social State Policy in Taxation

The countries have unlimited taxation authority has various limitations. These are the tax regulations and 
the principles of taxation in the current Constitution of the countries. In fact, the regulations contained 
in the constitutions of some countries are directly related to the principles of taxation.

There are many taxation principles. Thus, a taxation policy that protects the fair and the taxpayer can 
be followed. The principles of taxation;

• Principle of legality,
• Principle of Justice
• Principle of equality
• Principle of generality
• Principle of reciprocity
• Financial power principle,
• Dimension principle,
• Equality principle,
• The rule of law,
• Legal security principle,
• Social state principle,

is possible to sort. Since these principles are related to the study, the ”social state principle“ will be 
announced and will be considered in the case of Robin Hood tax.

The concept of Social State, which emerged in Western democracies in the 20th century, states that 
the state’s interventions in social and economic life that exist in society to provide social peace and 
justice are legitimate and necessary (Koyuncu, 2016: 188). Therefore, the task of the Social State is to 
create a living standard that is livable and suitable for human dignity.

The principle of social state is a means by which the state is obliged to take into account or take 
into account its basic objectives and duties. The foundation of the constitutional objectives of the state 
constitutes the goals and duties of a state. In this context, the tools to be used to reach the targets within 
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the scope of the social state principle can be classified as follows (Tanör &Yüzbaşıoğlu, 2013: 103-104; 
Submitted by: Koyuncu, 2016: 190);

• Social rights,
• To take measures to limit the right to property and private enterprise to the public interest.
• Observing social justice principles in the field of taxation,
• Determining the means of development and social balance through planning mechanisms.

Therefore, the principle of social state will reach its basic goals as it provides social justice. At this 
point, it can be said that the Robin Hood tax detailed above has a structure which is very suitable for the 
social state principle. The idea of ”give the rich to the poor unsur in the main logic of the tax is already a 
target of the social state. The fact that the tax does not constitute a very serious tax burden while doing so 
also has a vision that maintains both low and high income. The proportional value of the tax also proves 
this. Because the ratio is between 0.01% and 0.05% of the financial transaction made in low amounts.

Robin hood tax aims at high-volume large volume trading undertaken by financial institutions. The 
taxes collected and the income obtained through these transactions in crisis periods will be used to help 
people who are adversely affected by the financial crisis and to overcome stagnation and to combat 
poverty both nationally and globally. This is an indication of how powerful the social aspect of the 
Robin Hood tax is.

CONCLUSION

Especially in the 1990s, short-term finance movements played a role in increasing investments. This 
situation has indirectly increased investments and contributed to growth. However, the withdrawal of 
resources from the economy caused financial instability. These instabilities are particularly negative for 
developing countries.

Countries show a number of reflexes in the local sense against emerging financial crises. Especially 
in the 2000s, it is seen that states use their regulatory powers more. However, the search for a solution 
at the global, not local level, will yield better results.

In order to prevent financial escalation in financial crises, tax regulations are frequently applied re-
cently. Tobin tax, Spahn tax and Robin Hood tax are important tax practices. International tax awareness 
can be ensured with a small tax rate on financial transactions.

The final version of financial transaction taxes is the Robin Hood tax. This tax, which is based on 
the logic of taking the rich from the rich to the poor, only tax the financial sector. The income to be 
obtained from this is used to provide support to people affected by the crisis. This social aspect makes 
Robin Hood tax more powerful than other financial transaction taxes. Therefore, it can be said that this 
tax can be used as an effective fiscal policy tool during financial crisis periods. what is important is the 
international recognition and implementation of this tax.

This tax, which directly corresponds to a very important concept such as the principle of social state 
in taxation, needs to be developed and well explained to the country administrations. It is also important 
that the support given to this tax by the various integrations is expressed louder.
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KEY TERMS AND DEFINITIONS

Financial Crisis: The financial crisis shows a deterioration in financial markets where the adverse 
selection and moral hazard problems worsen, and financial markets do not allow the transition of funds 
to the most productive investment areas.

Robin Hood Tax: The revenue received from the financial sector is public the tax that comes from 
the idea that it will be transferred to the affected people and received from the rich and given to the poor.

Spahn Tax: The basic idea on which the Spahn tax is based and it is impossible to distinguish 
speculative trading transactions. Therefore, Spahn’s tax is designed as two-tier. First of all, quite small 
a financial transaction tax is always envisaged. On the other hand, in the foreign exchange market, only 
volatility in the foreign exchange market there is a tax to be taken and in a painful rate.

Tax: Tax is the money that the state receives from the individuals and organizations in a difficult 
and unrequited manner in order to meet the financing of public expenditures. In this definition, em be-
ing unrequited alan means that the person or institutions cannot claim any special or direct goods and 
services from the state as a response to the taxes they have paid.

Taxation Authority: İt is defined as the legal and actual power of the state on taxation based on its 
domination over the country.

Tobin Tax: It has emerged, in particular, of the idea of imposing taxation on money transfers to 
prevent capital movements, which are a danger for developing countries. This idea was put forward by 
James Tobin in 1972 and is known as the Tobin tax.
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ABSTRACT

The BEPS Action Plan, which was prepared by OECD upon the call of G20 countries in order to over-
come this problem, was announced on 19 July 2013, and it was approved in the G20 Leader’s Summit 
that was held in Saint Petersburg in September 2013. This chapter discusses the mentioned action plan 
and the probable effects of this plan to Turkey. In this respect, evaluation of the mentioned action plan 
will be made from the Turkey perspective by focusing on the most important actions of the OECD Action 
Plan that it put forward for ensuring the international tax equity.

INTRODUCTION

Tax avoidance refers to the fact that the action which cause the taxation is not caused, except for the tax 
burden. Because the tax laws refer to the birth of a tax debt as a result of the occurrence of a tax-causing 
event. When the taxpayers avoid this action, tax debt also disappears, which in the end allows them to 
avoid the tax payment without acting contrary to the law (Akdoğan, 2002: 160). Tax avoidance is a fact 
that has legal grounds as different from tax evasion. Taxpayers try to minimize their tax burdens through 
tax planning without acting in contravention of laws. Minimization of financial liabilities within a legal 
framework requires a systematic tax planning. The taxpayer can choose to reduce tax burdens by taking 
advantage of the gaps in national and international law and tax laws through good tax planning. We see 
that especially today, transnational corporations display the behavior of tax avoidance by eroding their 
bases through tax planning. In the international tax literature, this phenomenon is called Base Erosion 
and Profit Shifting-BEPS).
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As a tax avoidance strategy, BEPS is an important tax problem for both international companies 
and countries. BEPS is defined as a tax planning strategy by the OECD countries, which stipulates 
countries to reduce their profits using deficiencies in taxation rules and disputes by shifting profits to 
the places of which economic activity or the tax burden is low (OECD, 2016: 1). BEPS causes states 
to lose corporate tax revenues considerably, largely due to the fact that their profits are being shifted by 
transnational corporations from the countries in which they operate to the countries that provide more 
tax advantages. The struggle against BEPS as an international tax problem has caused the countries 
to seek common global rules of tax laws instead of seeking solutions on its own. For this purpose, a 
15-item “Action Plan” has been prepared by the OECD with the request of the G20 countries (Erdem, 
2018: 73). The “Action Plan on Base Erosion and Profit Shifting”, announced by the OECD in July 2013, 
summarizes 15 actions in three main chapters (Bicer and Erginay, 2015: 55). Compliance of corporate 
tax at international level; within the framework of this plan that consists of coordination of the taxation 
and the principle of substance over from, and administration of transparency supported by predictability 
and certainty in taxation, a strategy has been developed that includes 15 actions to reduce and neutralize 
BEPS opportunities.

MAJOR PROBLEMS IN BEPS ACTION PLAN, SOLUTION 
SUGGESTIONS AND THE SITUATION OF TURKEY

The 15-point BEPS Action Plan, which is an important example of global tax policy, focuses on certain 
global tax issues. The taxation of the digital economy, harmonization of hybrid financial instruments, 
strengthening of the rules of foreign controlled corporations’ profits, prevention of base erosion through 
interest discount, making the transparency and the principle of substance over form a taxation principle, 
the prevention of abuse of double taxation agreements, prevention of avoiding from status of being a 
permanent establishment through artificial ways, ensuring compliance with transfer pricing rules and 
providing international coordination in fighting with BEPS and to develop joint mechanisms are the 
major issues that BEPS Action Plan has focused on.

Taxation of Digital Economy in Struggle With BEPS

To tax digital companies, an international standard and the cooperation of countries are required to tax 
the digital companies. The most important organization in this regard is the OECD and its initiatives 
are supported by the G20. The difficulties caused by the digital economy in implementing the existing 
international rules have been addressed in the action plan titled “Taxation of the Digital Economy”, 
Action Plan No. 1. First of all, there are some proposals for the determination of these difficulties with 
a comprehensive approach and by taking into consideration both direct and indirect taxation and the de-
velopment of proposals for important solutions (Birinci and Eser, 2017: 453). In the BEPS Action Plan, 
the following three important issues are discussed in the taxation of electronic commerce and digital 
economy (Bicer, 2018; Ferhatoğlu, 2018: 223).
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Solution of Physical Link Problem

One of the elements that is accepted as a basis on the share of traditional taxation authority is the con-
cept of workplace as a physical asset. The term ‘workplace’ stated in Article 5 of the OECD Model Tax 
Treaty sets out the state in which the acquired commercial income is to be taxed and 1. paragraph of 
the Article 5 of the Model Treaty provides a general definition of the workplace. The term ‘permanent 
establishment’ in the OECD Model Treaty is defined as a fixed place of work in which the works of an 
undertaking are carried out completely or partly through that establishment (Alganer and Yilmaz, 2016: 
47). Changing business models in the digital economy make it difficult for digital corporations to follow 
their revenue administrations. The most important reason for this is that it allows new business models 
to operate without a physical entity (such as a building or factory). In the new economy, the tax rules 
connected to the physical existence (nexus)-the workplace loses their validity. (Kahraman, 2018). One 
of the important issues of recent studies in this regard is the concept of permanent establishment. Works 
done about this subject is aimed at changing the definition of permanent establishment in the OECD 
Model Tax Treaty (Alganer and Yılmaz, 2016: 60) in order to be able to prevent more profit shifting and 
base erosion. If the revenue generating activities provided by this new approach exceeds certain digital 
element thresholds, a state may have the authority to tax the enterprise in the source country (Erdem, 
2017: 26). Thus, even if the place that exceeds certain boundaries is not permanent, it can be defined 
as a virtual workplace.

In addition to this, companies can get rid of a significant portion of their tax burden by showing the 
fixed places of activities as the organizer or supporters of the main activity as the main activity place. In 
this respect, Article 5 (4) of the OECD Model Tax Treaty suggests that exceptions regarding the organi-
sation of the permanent establishment should be restricted to the extent that such exclusions apply only 
to preparatory and supervisory activities (Ferhatoglu, 2018: 224). Given the international developments, 
a solution agreed by all countries among the three proposals has not yet been reached. That is why the 
countries have begun to unilaterally give place for their own regulations in their domestic legislation.

Taxation of Certain Digital Transactions Through Withholding

Another proposal for taxation problems in the digital economy is to tax the goods and transactions 
through their online sales at source in other words to collect a withholding tax. Thus, solving the prob-
lem of physical link is anticipated to be subject to a withholding tax on non-resident online goods and 
service providers to be supported. However, in considering this option, it is also argued that there are 
some drawbacks in terms of EU law and commercial obligations (Erdem, 2017: 26).

Taxation by Way of Equalization Tax

The implementation of an “equalization” fee that aims to eliminate tax inequality between countries 
in the taxation of the digital economy is another option which is recommended in the report. This tax 
has been proposed to prevent non-resident foreign companies from selling goods and services without 
paying the income tax in a way that disproportionate the equality with the resident domestic companies, 
such as in insurance companies. An equalization tax to be paid as a consumption tax on these payments 
made to a foreign company would be beneficial in terms of ensuring clarity, certainty and equality for all 
stakeholders in case a non-resident company has a significant economic presence in the same country, 
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and to prevent the overloading on small and medium sized enterprises (Ferhatoğlu, 2018: 226; Erdem, 
2017: 26).

Situation in Turkey

Fundamental issues relating to the taxation of digital economy in Turkey are dealt with in a holistic 
approach in taxation system. In this context, the subject is evaluated as a whole in terms of “permanent 
establishment”, “controlled profit of the company” and “transfer pricing” issues and practices besides 
corporate taxes and VAT (Biçer ve Erginay, 2018: 58).

In Turkey, a regulation on the taxation of digital economy through cuts in resources was also made. 
Article 9 of Law No. 6745 dated 20/8/2016 authorizes the Council of Ministers by adding a paragraph 
to Article 11 of the Tax Procedure Law. With this regulation, the Council of Ministers is authorized to 
determine whether or not the persons paying the tax are obliged to pay tax, whether the persons who pay 
or mediate the payments are subject to tax cuts according to the laws of taxation, whether the subject of 
payment is the purchase of goods and services or not, and the payment is made in electronic medium 
or not, irrespective of that the payee makes this price a subject of discount in determination of the tax 
assessment, to have tax cuts done to those who are a party or mediator to the taxable transactions, to 
determine different amounts of tax cut provided that it is between the lower and upper limits set forth in 
the tax laws related to taxable transactions subject to job classes, job categories, sectors, and commodity 
groups. On the other hand, according to the clauses added on the regulations referring to this paragraph 
added to the Tax Procedural Code are also dated to Article 94 titled “Tax Cut” of the Income Tax Law 
no. 193 with Article 7 of Law No. 6745 and Article 65 of Law No. 6745 In accordance with the 15th 
article entitled “Tax Cut” and the 30th article titled “Tax cut in limited liability”, The Council of Min-
isters has made it possible to apply for withholding on all kinds of payments made by those who have 
the responsibility for withholding within the scope of the said authorization. With these arrangements, 
the Council of Ministers is authorized to have tax cuts done on those who are party or intermediary to 
taxable transactions and to determine different cut rates under certain conditions. With this authorization 
regulation, all commercial transactions are aimed to be recorded, especially the commercial transactions 
carried out over the internet. The aforementioned regulations entered into force on 09.07.2016 (Tunç 
and Akgül, 2017: 7; Erdem, 2017:33).

Eliminating the Negative Effects of Hybrid / Mixed Instruments / 
Institutions in Fighting Against BEPS and the Situation in Turkey

Differences in tax legislation between countries tend to create disadvantages for some countries and 
advantages for some others. Hybrid incompatibilities also carry negative effects that lead to injustice 
among taxpayers by reducing the tax incomes of countries, creating inequality of competition against 
small and medium sized enterprises in favor of multinational corporations, creating financing imbalance 
and transparency problems in terms of countries, leading to economic inefficiency and lower taxation of 
capital incomes compared to labor incomes. Recommendations for the elimination of hybrid institutions 
or instruments that make up the second article of the BEPS Action Plan have been expressed in many 
OECD reports. Major proposals in this regard include regulations in the internal legal rules governing a 
number of amendments, exemptions and reductions in the OECD Model Agreement to ensure coordina-
tion between countries (OECD, 2015a: 16).
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The OECD’s BEPS Project did not include a specific recommendation for the resolution of the prob-
lem of taxation of hybrid financial instruments in the tax treaty law. In this regard, the BEPS Project 
did not contribute to the solution of the problem. However, the proposals for the measures to be taken 
in the domestic laws of the countries for the elimination of hybrid incompatibilities in the BEPS Project 
could not be implemented due to contradictory provisions of tax treaties (Ferhatoğlu, 2015: 29). In this 
regard, Turkey should make regulations in the national law (income and corporate taxes) to neutralize 
the hybrid incompatibility instruments and arrange the discount limitations besides the effects of the 
multilateral instrument that was developed within the framework of 15. Action on the agreements to 
prevent the double taxation (Erdem, 2018: 88).

Strengthening the Controlled Foreign Corporation Rules 
and Situation in Turkey in Struggle Against BEPS

The concept of controlled foreign institution is one of the tax security institutions in fighting harmful 
tax competition. In this practice, even though taxpayers investing abroad in certain conditions are not 
physically distributed profit share from these subsidiaries, they are considered to have been distributed 
profit share in terms of tax applications, and after that, the revenues of these subsidiaries are made 
subject to corporate taxation in that country after the necessary offsets are completed. Thus, through 
the revenue of the controlled foreign corporation, it is assumed and taxed that the profits of the entities 
controlled by individuals and institutions outside the country are distributed in the country where the 
partners are residents, even though the profit is not actually distributed (Öner, 2017: 178). Through the 
establishment of the revenue of controlled foreign institution,it is aimed to eliminate the tax inequality 
between the taxpayers who direct their non-commercial and non-industrial investments to the countries 
which implement low tax rates abroad and the taxpayers who make domestic investments. The third 
Article of the Action Plan is concerned with the dissemination and development of this concept on the 
country basis. Within this scope, domestic legislation regulations are proposed on the definition, excep-
tions, thresholds, determination, calculation, income attribution and prevention of double taxation of 
controlled foreign institutional income (Erdem, 2018: 88).

Regulation on the strengthening of foreign institutional rules controlled in Turkey is regulated by 
corporate tax law. Even if some taxpayers who invested on the foreign subsidiaries under certain cir-
cumstances specified in Article 7 of the Corporate Tax Law are not physically distributed profit share 
by their subsidiaries, it is accepted as if they are distributed profit share in terms of taxation practices 
and by this means, the revenues of these subsidiaries are subjected to corporate tax in Turkey.

The concept of controlled foreign entity refers to the foreign affiliates controlled by fully accountable 
real persons and entities by means of having at least 50% direct or indirect ownership of their collec-
tive or separate capitals, profit share and the right to vote. With the expressions “direct or indirect” and 
“separately or collective” mentioned in the article, it is prevented that the share of the partnership of the 
foreign affiliate is divided between the group companies or real persons and is kept out of the coverage 
by being below the control ratio stated in the article (GİB, 2018).
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Restricting the Base Erosion Through Reduction of Interest 
and Other Financial Payments and Situation in Turkey

One of the most used methods to reduce the tax base for international taxation is interest and financial 
expenditures. Interest payments lead to the erosion of the base in different ways. Examples include the 
use of high net worth foreign resources, borrowing among group companies through profit adjustment, 
transfer of the resources obtained from partners by way of borrowing rather than adding capital, borrow-
ing with high/low interest rates from partners or related persons according to their peers (Öz, 2018 253). 
The 4th Article of the Action Plan in Fighting with BEPS is to take measures to limit the deterioration 
of the tax base through interest reduction and other financial payments. The common approach in this 
regard is that an operator’s net interest rate cuts should be directly linked to the taxable income resulting 
from their economic activities and that the national legislation in this area should be coordinated with 
international rules (OECD, 2015b: 14). In this context; 4. Action Plan has suggested certain practices 
of interest rate cuts. The first of these is the “fixed rate rule” which is considered because it is easier to 
implement and more controllable. In this rule, interest rates are allowed to be reduced at a certain rate 
of interest, depreciation and pre-tax profit of the enterprises (between 10% and 30%). Other methods 
such as “group rate rule”, “de minimis threshold”, “forwarding of nondeductible / unavailable interest 
rate”, “special rules for the banking and insurance sector according to risk situations” were also counted 
as interest rate reductions (Küçükkaya, 2016: 19).

When we look at the OECD’s package of measures regarding the situation of Turkey, different and 
effective recommendations are brought to limit the interest expenses and to make the practices in the 
borrowing transaction more transparent in BEPS 4. Action Plan based on the risks that the countries 
carry. In the BEPS 4th Action Plan, “Fixed Rate Rule” is the foreground as the recommended practice 
for restricting interest rate cuts. Fixed rate rule is a method which can be used by all companies operat-
ing in the local or international arena. The fixed rate is foreseen to be determined by tax authorities. It 
is recommended to limit the deduction of expenses from the tax base related to the interest transactions 
carried out by the companies with the related and unbound persons in relation to the determined rate. 
It is observed that there are restrictions in Turkey on the deduction of interest expenses from the tax 
base. However, unlike the features described in the BEPS 4th Action Plan, it does not meet the fixed 
rate rule, but it is regulated with another practice under the name of financing expense reduction. (Öz, 
2018:259). According to the article 41/9 of the Income Tax Law, in a way not to exceed the 10% of the 
sum of interest, commission, late charge, profit share, exchange rate difference on the foreign resources 
used in the enterprise, except those added to the cost of the investment in accordance with the exceeded 
part in the establishments which their foreign assets used exceed their own resources, similar expenses 
and cost elements and the part that is determined by the Council of Ministers cannot be subject to de-
duction. The same practice applies also in terms of the Corporate Tax Act. Accordingly, in accordance 
with Article 11 / i of the Corporation Tax, it is resolved and decreed that except the credit institutions, 
financial institutions, financial leasing, factoring and financing companies, in a way not to exceed the 
10% of the sum of interest, commission, late charge, profit share, exchange rate difference on the foreign 
resources used in the enterprise, except those added to the cost of the investment in accordance with 
the exceeded part in the establishments which their foreign assets used exceed their own resources, and 
similar expenses and cost elements and the part that is determined by the Council of Ministers cannot be 
subject to deduction. In this application called “Financing Expense Constraint”, the Council of Ministers 
is authorized to diversification of the ratio in respect of the sectorsand the Ministry of Finance is entitled 
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to determine the procedures and principles regarding the implementation of the paragraph. However, the 
Council of Ministers has not yet determined the rate of financing expense limitation. In this context, in 
terms of ensuring compliance with the BEPS 4. Action Plan, certain regulations are deemed necessary 
on Income and Corporate Tax Laws in Turkey.

Implementation of Transparency and the Principle of Substance 
Over Form in Fighting Against BEPS and Turkey

Transparency in taxation is an important element in the fight against tax avoidance and tax evasion. Tak-
ing account of the principles of transparency and substance over form, fighting against corruptive tax 
practices more effectively is one of the issues that the OECD places emphasis. The concept of substance 
over form is complementary to the principle of transparency as a concept that prioritize the essence of 
legal forms rather than its appearance in the reflection of financial transactions to accounting and in 
making the evaluation regarding them. With the BEPS Action Plan No. 5, the OECD recommends that 
taxpayer-specific taxation practices shall be subject to “spontaneous” and “compulsory” information 
exchange between Member States as a means of transparency in fighting corruptive taxation practices 
(Çamurcu, 2017: 233). This approach has the potential to pioneer information exchange agreements 
between countries. 5. Action Plan mainly focuses on preferential tax regimes for the taxation of intel-
lectual property rights such as “patent box” (property box regime, innovation box or IP box). The plan 
adopts the “connection point-nexus” approach against these regimes used for profit-shifting in OECD 
countries (OECD, 2015c: 14), with a framework for automatic exchange of advance ruling to ensure 
transparency as in the case of the European Union

Within the scope of the OECD 5th Action Plan, the OECD has some expectations from the countries 
with which it cooperates to ensure transparency and substance over form principles for fighting against 
corruptive taxation. The most important of these is that the countries make domestic legislation regula-
tions in a way to support their own information exchange obligations in order to ensure the exchange of 
mandatory and spontaneous information (Çamurcu, 2017: 241).

Another plan that emphasizes transparency is the 12th Action Plan, which envisions taxpayers’ ag-
gressive tax planning strategies to be publicly announced. One of the most important problems that tax 
authorities confronted worldwide is the inability to reach comprehensive information on aggressive tax 
planning strategies in a timely manner. Early access to such information will be operational for risks, 
legislative changes and audits (OECD, 2015c: 16). 12. The Action Plan provides a framework for coun-
tries seeking to establish rules for taxpayers’ aggressive tax planning obligations, while not imposing a 
requirement on the part of the countries. The objective of the mandatory disclosure regime is to increase 
the awareness of tax administrators about new techniques for tax planning, to increase transparency 
in tax planning, and to deter the taxpayers and those who encourage them in aggressive tax planning 
(Brauner, 2018: 27).

From the perspective of Turkey,standards have been determined or a several countries which also 
includes Turkey on the subject of international exchange of information even before the 5. Action Plan. 
The application which takes its basis from the US Treasury Department under the Foreign Accounts 
Tax Compliance Act in 2010 constituted the background of the International Automated Information 
Exchange (“CRS”). On July 21, 2014, “Standards on Automated Exchange of Financial Information in 
Tax Matters” was published, and Turkey, at a meeting held in Berlin in 2014, has committed to comply 
with these standards (Konca, and Taşkın, 2017: 38).
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The Law No. 7018 on Confirmation of Mutual Administrative Assistance in the Tax Matters, the 
“The Compliance Law of the Approval of Mutual Administrative Assistance Agreement on Tax Issues” 
signed in Cannes on November 2011 was published in the Official Gazette dated 20.05.2017 and num-
bered 30071. The “Mutual Administrative Assistance Agreement on Tax Issues”, which was published 
upon the compliance approval in the official gazette on 20 May 2017, constitutes the legal basis for the 
reporting under CRS. (Konca and Taşkın,2017:38).

Among the comprehensive co-operation methods envisaged between the Contracting Parties and 
the “Agreement on Mutual Administrative Assistance in Tax Matters”, which have been drafted by the 
Organization for Economic Co-operation and Development (OECD) and the Council of Europe in order 
to combat tax losses and tax evasion and signed by many countries, there are information exchange, 
simultaneous tax inspections, tax inspections abroad, mutualization in cash proceeds and notification is-
sues. Furthermore, administrative assistance is not limited to the residents and citizens of the state parties, 
third-country residents and citizens have also been taken on the scope of the contract. Our country has 
limited the taxes that the agreement will cover in terms of Turkey with the income, corporate and VATs 
with the reservations while being a party to the “Administrative Assistance in Tax Matters Agreement”. 
In addition, such contracts shall not apply to tax claims arising before the date of entry into force for 
Turkey. According to Article 27 of the Convention, the cooperation facilities provided by the contract 
shall not restrict and be restricted by the possibility of assistance provided in the existing international 
agreements between related parties or international agreements and other arrangements that are going to 
be made in the future on tax matters. Turkey is expected to start automatic information exchange from 
2019 within the framework of aforesaid agreement.

In Fighting Against BEPS, Preventing the Abuse of Preventive 
Agreements of Double Taxation and Turkey

International agreements can be abused by legal or illegal means. The reason for this is that there are many 
forms that aim to use the agreement contrary to the principle of honesty without actually understanding 
it. Different forms of abuse, such as treaty shopping, transfer pricing, triangular applications, changing 
income characteristics are also described as barriers to international trade, countries’ agreement effort 
and financial equality in the OECD Tax Treaty Model (Özgenç, 2018: 287). 6. Action Plan identifies 
the strategies of and proposes a set of measures against the abuse of the contractual agreements that led 
to BEPS, primarily agreement exchange. PPT “Principle Purpose Test” has been introduced as a means 
of “Limitation on benefits” (LOB) or a more general anti-abuse instrument. The PPT method gives tax 
authorities the power to reject the tax advantages that are agreed upon, while the rule LOB allows to 
unilaterally determine the domicile of the corporations in an effective way. Both methods are highly 
recommended for countries, and countries are expected to use one or all of the rules in their tax treaties 
(Brauner, 2018: 17-18).

When addressing the issue for Turkey, it is necessary to evaluate it together with the 15th Action 
Plan. The Multilateral Agreement on the Implementation of Measures for the Prevention of Base Ero-
sion and Profit Shifting was opened for signature on 31 December, 2016 by OECD andsigned with the 
participation of 68 countries’ representatives at a signing ceremony on 7 June 2017. Turkey has also 
signed the agreement as one of the 68 countries. Regarding the Agreement, when we look at the Turkey’s 
position document, it is seen that the signed multilateral international tax agreement will be valid for 
90 tax treaties in force it is going to be co-administered with the existing agreements. However, there 
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are also articles which Turkey did not find necessary to accept because there are sufficient provisions 
in existing agreements and upon which it has made reservations. When the agreement is evaluated in 
general, the most important article for Turkish companies is the 7th Article titled as the “Prevention of 
Treaty Abuse”. With this Article, Limitation of Benefit will be required to meet the requirements of 
the newly signed multilateral tax treaty in order to benefit from the advantageous articles of the agree-
ments. For this, the condition of succeeding the “Benefit Test” is sought. Where the aforementioned 
test cannot be succeeded, for example, the withholding tax rate, which is valid and higher in domestic 
legislation, may be applied instead of the discounted withholding rate provided by agreement in terms 
of dividend distribution. This would naturally lead to a significant increase in tax burden for companies. 
Another important issue for Turkish companies operating abroad is related to the articles of the Agree-
ment related to permanent establishments. With these Articles, the scope of the definition of permanent 
establishment is restricted. In addition, the status of commercial activities in other countries, which are 
considered to be non-permanent establishments at present, due to being preparative and supportive, are 
directly affected by the relevant provisions of the Agreement. In this respect, it is beneficial for Turkish 
companies operating abroad to check their activities in countries where they do not have any permanent 
establishment but make trade. In this context, risk-based permanent establishment analysis can be per-
formed to test the situation.(Gözlüklü ve Biçer, 2018:2).

Preventing the Avoidance From the Status of Permanent 
Establishment With Artificial Ways in Fighting Against 
BEPS and in the Situation in Terms of Turkey

Article 5, which defines the “workplace” of the OECD Model Agreement, attributes the taxation authority 
of an entity for an enterprise in another country to the conduct of a business activity through a work-
place. Although there is no workplace, if operating on behalf of a representative (agency, middleman, 
etc.), in case that it meets the criteria in the OECD model, then a hypothetical workplace is accepted and 
taxation is made accordingly (Akçaoğlu, 2018: 331-332). Action Plan No. 7 is intended to change the 
definition of permanent establishment in the OECD Model Tax Treaty in order to transfer more profits 
and to prevent base erosion. In this context, countries are expected to revise their domestic legislation 
by expanding the definition of workplace.

As a country that is a party to the tax agreements which takes the OECD Model Agreement as a 
model, Turkey is obliged to comply with the elements of the definition of the workplace in the OECD 
Model Agreement. 7. Action Plan seeks to cut in some of the prevalent tax evasion strategies. As men-
tioned earlier, two issues are emphasized in particular, and domestic law regulations on their prevention 
are proposed. The first of these is that the OECD definition of workplace does not include commercial 
activities carried out through middlemen, and the second is the manipulation of “preparatory or auxiliary 
activities” (Akçaoğlu, 2015: 11-14), which is an exception to the definition of workplace.

View on separation of Tax Law Procedures Article 156 of Tax Procedures Law in Turkey defines 
the “permanent establishment” as the place that is allocated to or used in the commercial, industrial, 
agricultural or professional activities, such as stores, offices, editorial rooms, clinic, factory, branch, 
salesroom, workshop, warehouse, laboratories, exhibition hall and show rooms, education and train-
ing places, home office, auction hall, hotels, cafes, entertainment and sports places, fields, vineyards, 
gardens, farms, animal husbandry facilities, fishery and catching quarters, salt works, stone and mine 

 EBSCOhost - printed on 2/8/2023 11:19 AM via . All use subject to https://www.ebsco.com/terms-of-use



113

OECD Action Plan in Base Erosion and Profit Shifting in Taxation and the Situation of Turkey
 

quarries, construction site, cargo and passenger transport vehicles, ferry boats, mobile vehicles, elec-
tronic media or areas.

The amendment of the domestic law, as stipulated by the BEPS Action Plan, is included in the Draft 
Bill on Tax Procedures. 130 introduces a new definition of “workplace in electronic environment ” 
to broaden the concept of workplace. Accordingly, the business will be considered to be established in 
the electronic environment when an internet, extranet, intranet or similar telecommunication medium 
or vehicle is allocated to, or used in, commercial, industrial or professional activities. The Ministry of 
Finance shall be authorized to determine the scope of the electronic workplace and issues regarding the 
fulfilling of responsibilities of the taxpayers, to make middlemen working in provision of goods and 
services or in payment of the prices of these through the electronic workplace, or the receiver of the 
goods and services jointly and severally liable for the payment of taxes and to determine the procedures 
and principles regarding the implementation.

Transfer Pricing in Fighting With BEPS and the Situation in Turkey

The most important issue that international taxation and BEPS focus on is transfer pricing and the 
Arm’s Length Principle. The fact that 4 of the BEPS’ 15 Action Plans (8-9-10-13) are involved in direct 
transfer pricing is indicative of this. International transfer pricing is based on pricing rules and practices 
used in the sale of physical goods, intangible rights and services between group companies among dif-
ferent countries or different tax jurisdictions. OECD predicates the Arm’s Length Principle on transfer 
pricing, of which the conceptual explanation is given in Article 9 of the OECD Model Tax Treaty. The 
Principle of Arm’s Length expresses that the price or the cost applied in the purchase or sale of goods 
or services made with related parties is in accordance with the price or cost that will arise if there is no 
such relationship (Tokay, 2010, 16; 49). In order to guide multinational corporations and tax authorities, 
within the scope of the 8-9-10. Action Plans, a number of regulations have been made to finalize and 
strengthen the principle of Arm’s Length. This study concentrated on 3 parts. The first of these is related 
to intangible assets included in the 8. Action plan, the second is related to the risks and capital stated in 
the 9th Action plan and the third is related to the other transactions with high risks (OECD, 2015c: 15). 
With these three action plans, some rules are being developed to prevent the use of intangible rights, 
risk and capital, and other high-risk transactions within the group of companies for the purposes of base 
erosion and profit shifting. In this context, it is proposed to update the relevant sections of the OECD 
Transfer Pricing Guide and the relevant sections of the OECD Model Agreement, and it is recommended 
that the transfer pricing rules should give results that are in line with the value created (Erdem, 2018: 
92, Biçer and Erginay, 2015: 56).

Another Action Plan supporting the 8-9-10. Action Plans is the 13th publicly announced. Within the 
scope of the 13th Plan, which requires the transfer pricing documentation to be re-audited, to remove 
the difficulties and provide uncertainties in practice and to provide transparency for tax administrations, 
and aimed to provide reasonable accommodation costs for taxpayers. 13. Action Plan requires three 
standardized documentation, namely Country by Country reporting, Master File and Local File to pro-
vide information exchange and transparency between countries and to standardize the information and 
documents that are demanded from taxpayers (Köprü, 2015: 53). Country-based reporting includes the 
countries in which there is information on the distribution of income, taxes, and indicators of economic 
activity (physical assets, number of employees, expenses of employees) among all countries in which 
the multinational operator operates, as well as the countries where all constituent entities are located. 

 EBSCOhost - printed on 2/8/2023 11:19 AM via . All use subject to https://www.ebsco.com/terms-of-use



114

OECD Action Plan in Base Erosion and Profit Shifting in Taxation and the Situation of Turkey
 

The Master File requires information on the organizational structure of multinational business groups, 
the definition of commercial activities, the intangible assets they own, the financial transactions between 
in-group enterprises and the financial and the information regarding the financial and tax status of the 
group. In the Country by Country reporting, contrary to the Master File, detailed information on the 
transactions within the group is requested (Ateş, 2018: 377-378).

The main international guideline on Transfer Pricing arrangements is the “OECD Transfer Pricing 
Guide for Multinational Enterprises and Tax Administrations” published by the OECD in 2010 andre-
vised in 2017. Regarding Turkish Tax Legislation, legislation in compliance with the OECD standards on 
transfer pricing has been regulated by the Law on Corporate Taxes No 5520. With the relevant article, 
if the institutions purchase or sell goods or services at costs or prices that are determined by the related 
parties in contradiction with the principle of conformity with the precedents, their revenues shall be 
deemed to be distributed in whole or in part through implicit transfer pricing. The law describes the 
purchase and sale of goods and services, who are the related parties, and the principle of Arm’s Length. 
The law requires taxpayers to fill in an additional form with the related persons to the Corporate Tax 
Statement regarding the purchase or sale of goods or services they perform during an accounting pe-
riod. In addition, the taxpayers registered in the Large Taxpayers Office of the Republic of Turkey with 
respect to the transactions carried out by the taxpayers in the domestic and foreign transactions with the 
related persons and taxpayers of other institutions with the related persons within an accounting period, 
are held responsible to prepare the “Annual Transfer Pricing Report” (Gücüyener, 2015: 74) until the 
end of the period of the declaration of corporate tax and to submit them to the Administration or those 
authorized to conduct the tax examination, if requested.

Innovations in the “Transfer Pricing Guide” revised by the OECD in 2017 are not just specific ar-
rangements, they also contain a number of rules and recommendations for reporting within the scope of 
the 13. Action Plan. When we evaluate the aforementioned three record keeping obligations regarding 
the transfer pricing between economically or personally interrelated constitutions in terms of Turkey, the 
only “Country Specific Certification ‘is used in Turkey and the other two certification types are totally 
new for Turkey.Köprü, 2015; Ateş, 2018: 331).

Coordination, Joint Resolution Mechanisms, Multilateral Instrument 
Development Strategies in Fighting With BEPS and Turkey

Coordination is another important issue which countries emphasize in struggling with BEPS. One of 
the top priorities for this purpose is real and timely information sources. The 11th Action Plan on the 
measurement and monitoring of BEPS emphasizes data collection and analysis methods by measuring 
and monitoring the tax loss caused by BEPS. The plan periodically requests information from member 
countries under the scope of OECD BEPS and expects to use new sources of information with analyses 
including spillover effects across countries. OECD’s Tax Policy Analysis and Tax Statistics are carried 
out by (WP2) (Kara and Öz, 2016: 177).

Another base of the coordination, which isthe plan designed to make conflict resolution mechanisms 
more effective, isthe 14. Action Plan. With the current arrangement, Article 25 of the OECD Model 
Agreement states that the “KAU MAP Mutual Agreement Procedures” is a coordination process that 
serves to ensure that the contracting states implement the provisions of the treaty in the most correct 
manner, eliminate existing conflicts and prevent new conflicts The inadequacy of the mutual agreement 
procedure (KAU) for resolving the increasing international tax disputes led to a concentration of work 
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on the arbitrage method, which is seen as an alternative method in this field but is partly criticized in 
terms of the partial delegation of taxation authority (Ferhatoğlu, 2008,197; 193). 14. the Action Plan, 
for this purpose, is planned to encourage these mechanisms to be more effective within the scope of the 
Double Taxation Prevention Agreements and to make them more efficient to use taxing mechanisms in 
order to make it easier for taxpayers to solve their problems related to economic double taxation result-
ing from transfer pricing in general (Bicer and Erginay, 2015:67).

The most important action plan coordinating the BEPS Action Plan, which is the first example of 
a global tax policy, focuses on developing a multilateral instrument, is the 14. Action Plan. Action 15 
presents an analysis of legal issues related to the development of a multilateral instrument-agreement to 
ensure that countries are accelerating the implementation of the BEPS treaty measures. In this context, 
signingthe OECD multilateral agreement is considered to be an important step towards the updating of 
international tax rules through the rapid implementation of the BEPS package. In addition,it leads to an 
international tax system that works better for contracts, businesses to be more precise and predictable and 
to be for the benefit of citizens, and as well as freeing the signatories from the burden of renegotiating 
the thousands of tax treaties bilaterally.

For this purpose, in accordance with Action Plan 15, Multilateral Agreement (“Multilateral Con-
vention to Implement Tax Treaties Related Measures to Prevent Base Erosion and Profit Shifting” or 
“Multilateral Instrument - MLI “) of which the text was drafted on 24.11.2016 by the Organization for 
Economic Development and Cooperation (OECD) was signed by 68 countries that also includes Turkey 
on 06/07/2017 in the signing ceremony held in Paris.

CONCLUSION

Meeting in July 2013, the G20 Finance Ministers called the OECD to develop a comprehensive action 
plan that would lead to co-operation on BEPS. Action Plan on “Base Erosion and Profit Shifting” (briefly 
“BEPS”) prepared by the OECD upon the call of G20 countries was announced on July 19, 2013 and 
found appropriate at the G20 Leaders Summit that has met in Saint Petersburg in September 2013. In 
this direction, with the action plan, which consists of 15 actions and is expected to be completed within 
2 years, the G20 countries that are not OECD members, have taken the first steps in the tax affairs si-
multaneously with the OECD. In the G20 Leaders Summit Final Declaration which was held in Antalya 
on 15-16 November, 2015 in Presidency of Turkey, the package of measures developed “in order to 
achieve a globally fairer and more modern international tax system, the G20 / OECD Tax Base Erosion 
and Profit Transfer (BEPS) Project” are approved, G20 countries in the summit held in Antalya, the G20 
countries, also repeated their commitment to the progress towards the development of the transparency 
of the tax system and the commitment to the implementation of the “automatic exchange of information” 
and “exchange of information based on the demand” by the end of 2017 and 2018. In care of the OECD, 
thanks to the OECD BEPS Action Plan that is regarded as “the most radical reforms in international 
taxation system”, it is expected that they can increase the tax revenues of the developing countries such as 
Turkey, which anticipates the positive contribution to both developing countries and the world economy. 
Within the framework of the application of the regulations, following the application effectively will be 
extremely important in terms of ensuring tax equity both in national and international level (Yilmaz, 
2015:4). Although BEPS action plans are not legally binding, the minimum standards in the package 
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are the standards to which each participating country is committed to comply in fighting with BEPS 
Project. Since even the presence of an entity that does not participate in the minimum standards can be 
regarded as an open door by companies, it may weaken the fight with BEPS and lead to the failure of the 
standards to achieve its purpose. There are sub-working groups still continue to work, and the progress 
of the countries in this process will be determined with the countries’ supervision which will be carried 
out by the OECD in 2020 (Diclehan, 2018: 152).

In 2015, as the host country in the G20 Leaders Summit, Turkey has been one of the countries agreed 
on minimum standards. The standards, which Turkey has emphasized and undertaken to apply at minimum 
level, are the actions plans aimed at fighting against corruptive tax regimes, developing the mutual agree-
ment procedures, re-evaluating the transfer pricing documentation and country by country reporting and 
preventing the use of double taxation agreements for tax avoidance. The government therefore needs to 
develop regulations related to Action Plans to fight with BEPS. For the implementation of Action Plans 
for fighting with the BEPS, there will be need for new laws and in this respect changes in the secondary 
regulations such as the decision of the Council of Ministers and notifications. Even the OECD has a 
property of being an important reference in our global tax policy, it is crucial and necessary for Turkey 
to make domestic law regulations in order to follow the dynamic and innovative structure of the OECD.
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ABSTRACT

The aim of this chapter is to investigate the potential impacts of globalization on tax revenues with refer-
ence to theoretical explanations within the context of tax and globalization. In the study, G10 country 
group and the data belonging to these countries between the years of 1990 and 2015 are used. In order 
to determine the relationships between tax revenues and globalization, cross-sectional dependency test, 
slope heterogeneous tests, and bootstrap panel Granger causality tests were used to understand the 
direction of causality between long-term coefficient estimations and variables. While the results of the 
long-run coefficient obtained from the study show differences according to the countries, a bi-directional 
causality relationship is determined between tax revenues and foreign trade. The diminishing effect of 
globalization found on the tax revenues of nation states considered within the scope of the study. It can 
be thought that these outcomes may provide some preliminary information to policymakers.

INTRODUCTION

Although there are various opinions on exactly what is wanted to be described by the concept of glo-
balization, it is seen that explanations are fundamentally going through two planes. The first plane is 
the impacts of globalization on economic processes. The second one refers to a more comprehensive 
characterization which refers to the change in all social life processes. This second plane contains factors 
such as the speed of communication and ease of travel that are brought about by technological develop-
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ments (Tanzi, 1996). If we go back to the first plane, this process, which commenced particularly in 
the mid-1980s (Kazgan, 2009; Giray, 2005), refers to three changes within the economy by virtue of 
technological developments. These are; free market economy, free foreign trade and free capital move-
ments (Kazgan, 2009). On the other hand, the concept of globalization comes to mean the high rate 
of dependency created by one country on the rest of the world, and impacts of many national policies 
beyond the boundaries of a country (Tanzi, 2004; 1996). However, it is useful to note that the concept 
of globalization is not the subject of this study due to its scope.

When we consider globalization as a phenomenon, putting conceptual debates on one side and focus-
ing on the results of this phenomenon will at least make it more comprehensible that we want to express 
in this study. When the consequences of globalization are approached in the context of tax; creative 
destruction caused by increasing technological vigor1 (Asher & Rajan, 1999; Tanzi, 2000) and removal 
of national boundaries (Razin & Slemrod, 1996) brought about many changes in economic and social 
fields and have also created various effects on tax and tax systems or tax policies. In this context, the 
tax policy of a country may affect economic activities in other countries (Razin & Slemrod, 1996). The 
European Union is a good example of this (Tanzi, 1996). The interaction between globalization and fis-
cal policies is generally stated under two headings according to Garret & Mitchell (2001) (Bretschger & 
Hettich, 2002, Sert, 2011). The first is named as efficiency hypothesis and the second one is named as 
compensation hypothesis (Bretschger & Hettich, 2002). According to the efficiency hypothesis, capital 
and firms, which are described as moving factors, have the possibilities to escape from tax. In order to 
avoid possible tax erosion to occur in tax revenues in the nation state, (Bretschger & Hettich, 2002) prefers 
higher taxation over relatively less mobile factors which are labor income and consumption (Garret & 
Mıtchell, 2001). Compensation hypothesis, on the other hand, suggests that there is a linear relationship 
between globalization and public expenditures, the fragility of the country’s economies increase due to 
increased globalization and this produces effects that increase the inequalities in the economy. Against 
the negative effects of trade openness on citizens the approach of welfare state steps in and eliminate 
the potential negative effects of globalization through public expenditures. (Rodrick, 1998; Garret & 
Mitchell, 2001; Swank, 1998). This process can also bring about the end of the welfare state (Sert, 2011).

However, there is a slightly different approach from these two perspectives. In general, the principle of 
sovereignty of countries has been earlier explained by “territory principle” due to the route and process 
of tax policies prior to globalization, while everything has changed with globalization process (Tanzi, 
1996). The globalization process reduces the taxable income sources of states and creates pressure on 
their financial institutions (Habermas, 2008). Habermas (2008) addresses this approach within the con-
text of globalization and the fate of nation state. These explanations bring this question to mind: “Does 
globalization test the future of nation states when it reduces their tax revenues?”

With reference to above explanations, three relations between globalization and tax revenues of na-
tion states emerge. These can be enumerated as “increasing technological momentum, increasing trade 
momentum” and finally “the effects of the change in the principle of sovereignty of tax on tax systems 
of nation states” which is called forth by the first two factors. This study consists of literature review 
following the introduction part, explanation of the information about the model and the data used in 
testing the hypotheses, explanations about the econometric methods to be used in the study, the findings 
and finally the conclusion.
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BACKGROUND

The Effect of Globalization on Tax Revenue Composition

According to Rozin & Slemrod (1990), it can be pointed out that the economic factors underlying the 
modern world economic development and the factors of the international tax environment that are 
most directly reflected in the tax system and tax policy of any state. Moreover, economic factors act 
immediately in all directions of economic policy, including its tax component, while the factors of the 
international tax environment are focused, limited primarily to the sphere of taxation. The realization 
that under conditions of growing economic openness, no country in the world can no longer rely on the 
inviolability of national tax sovereignty, that ignoring the process of globalization and external factors 
that influence the formation of economic policy leads to a significant undermining of the financial base 
of the national government, in the 1990s.

However, Tanzi (1996) noted that after the 1990s those countries that continued to adhere to the tra-
ditional interpretation of the inviolable sovereign role of the state and public finances in their national 
economy, underestimating the tax consequences of the country’s integration into the system of world 
economic relations, faced numerous financial problems (both internal and external). Among the most 
important global economic factors that are of greatest importance for the functioning of national tax 
systems and the formation of a tax policy for any country in the world, the following is attributed. The 
national tax system in the context of globalization should be transparent in terms of combating the global 
shadow business: it is the requirements for the openness of the national tax services in the information 
exchange of similar government departments of other states. The need for taxpayers to conduct financial 
and tax reporting positively affect the image of the country; prevent its involvement in international 
criminal operations.

Furthermore, Rodrik (1998) identified that financial globalization also affects the national tax systems 
and tax revenue competition as follows. It opens up new opportunities for attracting external sources of 
financing for the activities of the national government. Indeed, the capacity of each country to obtain 
external loans to cover government spending has increased significantly. At the same time, the national 
tax system should take into account the increase in the tax burden related to the payment of external 
debts, since it is the tax revenues of the budget that invariably remain the main source of financing for 
the economic activity of the government.

Trade Openness and Foreign Direct Investment (FDI)

As per the analysis of Grunberg (1998), the possibility of entering the commodity market of sellers 
from other regions (or other countries) significantly reduces market concentration, reduces the share 
held by local (domestic) sellers on the market. On the contrary, the weak involvement of the market in 
interregional (international) exchange strengthens concentration in the market and increases the share 
occupied by local (domestic) sellers, with all the ensuing consequences for buyers. Approximately the 
degree of openness of the market for participation in interregional and international trade can be esti-
mated by the share of imported (imported) products in the total volume of sales (delivery) in a specific 
commodity market.
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It has been evaluated by Tanzi (2000) that globalization affected many aspects of the global economy 
but it has a significant impact on Asia in terms of FDI because most of the Asian countries are in devel-
opment phase. The challenge imposed by globalization to Asia in terms of FDI is simple, as developing 
countries continue to narrow the gap between them and technology leaders, they will have to rise from 
a growth model based on a model based on innovation, and they will have to adapt their institutions, in 
line with the opportunities and constraints of globalization. On the other hand, unlike short-term bank 
loans and portfolio investments, the FDI in Asia has demonstrated remarkable stability. During the 18 
months preceding the onset of the Asian crisis in July 1997, capital flows to the most affected countries 
(Indonesia, Korea, the Philippines, and Thailand) reached $ 86.8 billion. Over the next 18 months, outflows 
accounted for $ 77.9 billion. With the advancement of globalization, restrictions on capital transactions 
will become increasingly difficult to manage without disrupting other forms of economic activity.

Furthermore, it would be better for developing countries to proceed quickly but cautiously with the 
reform of their financial system, again by opening the door to FDI to introduce the technological and 
managerial expertise of foreign financial institutions. This suggests the liberalization of foreign invest-
ment access from the first step of opening up the financial sector. This recommendation seems obvious 
except for the many governments that have failed to follow it (Houfler, 2001)

LITERATURE REVIEW

Tanzi (1996) evaluated that industrialized countries, especially Germany and France, the emerging situa-
tion are increasingly called unfair (or unfair) tax competition. The analysis shows that it is not that much 
in order to really counter the harmful tax competition. First, Tanzi (1996) recommends strengthening the 
role of international tax agreements, with special emphasis on multilateral treaties. First of all, the level 
of collection and exchange of relevant information between countries needs to be improved. Organization 
for Economic Cooperation and Development (OECD) experts consider it necessary to revise tax agree-
ments in order to limit benefits to jurisdictions that are involved in harmful tax competition. Secondly, it 
is possible to toughen the national legislation of parent countries, minimizing the possibility of avoiding 
taxation. When transfer pricing is used, the burden of proving that economic activity has actually taken 
place in the performance of concluded transactions must rest on the taxpayer.

Rodrik (1998) evaluated that open economies have bigger governments because of various reasons. 
The first reason, which was identified by the author, was that when the country offers an open trade, it has 
to make different government agencies, legal bodies to implement policies and departments to implement 
rule and regulations. The second reason is that the when governments are focused on open trades, they 
also have to provide permission to trade partner countries to open their official reporting departments 
and offices in the country. As a result, the local government has to increase their own reporting agencies 
and this is the reason for increased government size in open economies.

Swenk, (1998), focused on the concept of the Welfare State and identified that collapse of the ad-
ministrative and command economy in the former Soviet Union, in the countries of Central and Eastern 
Europe, which reduced the level of social guarantees and stability in the states that once represented the 
world socialist system. In addition, the financial crisis of the “welfare state” in most developed countries 
of the world (especially the current situation of the social market economies of Germany and France) 
was the result of the important expansionary role of the state in the countries of East Asia. It contributed 
to the transition from the period of “economic miracles” to a protracted stagnation (Japan) or triggered 
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the monetary and financial crises of the 1990s, which had a negative impact on national development 
in the context of globalization. However, the researcher identified that foreign trade is the only solu-
tion because Import substitution leads to welfare growth if the corresponding products or services are 
competitive or become competitive in the market.

Grunberg (1998) identified that in the context of globalization, there is a certain harmonization of 
tax systems and tax policy. There is be a unification of tax systems of different countries, requiring 
harmonization of key indicators and mechanisms of tax systems, tax law of different countries, solving 
double taxation problems and taxation of investment activity. The next important direction of integra-
tion of tax systems in the context of globalization is the unification of direct taxation, by establishing a 
single mechanism of calculation, single rates, and conclusions of multilateral and bilateral agreements 
on the elimination of double taxation. The transfer of fiscal burden to labor (i.e. wages) makes the tax 
systems less fair (their redistributive function is reduced), narrow the tax base, and introduce even more 
distortions in the distribution of the burden on payers. Those who are not able to take advantage of the 
given fruits of the globalization of the economy will have to bear a double burden for themselves and 
for those who managed to hide from taxes in one way or another.

Brunetti & Wider (1999), noted that with the passage of time more markets are open up to FDI, it is 
becoming more difficult for each government to claim the license as an alternative. On the other hand, 
the flow of direct investment to Asia (including China, which absorbs a good half) has been steadily 
increasing, from $ 71.1 billion in 1996 to $ 86.9 in 1999. Certainly, there is resistance in some countries, 
because of the lack of a social protection system or the rigidity of the labor market. According to the 
researchers, FDI is the preferred form of capital inflow, but countries need to be socially prepared to deal 
with its side effects. Referring to mistakes made in the past in Korea or implicitly targeting Mahathir 
government policy in Malaysia, the researchers warned that openness cannot remain stuck at the door of 
the financial system. However, developing countries will have less choice in the face of multinationals 
that own advanced technologies and favor direct investment in future.

Tanzi (2000) highlighted that due to globalization, the entire world is facing technological develop-
ments. First, changes in information technologies become the basis for integrating the mechanisms and 
tools of the investment market. They presuppose more reliable information support, strict regulatory 
and legal regulation of investment decisions at the international and interstate levels, the introduction 
of common information standards for pledge mechanisms, accounting reporting, the ability to carry out 
transactions in the online system, etc. Accounting for this trend in the development of investment policy 
at the interstate and national level suggests unification of information reflection, which makes it possible 
to obtain operative, reliable information about every object of investment and business anywhere in the 
world. In addition, the final transfer of financial and banking support of business in the environment of 
information technology. The legislative framework of the investment market in the context of globaliza-
tion is also based on information technologies, which are the result of globalization, and in the future, 
it will be a harmonious, balanced multi-level system.

Houfler (2001) stated that globalization has changed the taxation structure in the global economy. 
However, there are some positive factors experienced in taxation structure due to globalization but 
negative factors are along with them. In addition, tax collection and disbursement has become difficult 
after globalization because there are numerous ways from by which taxpayers can save their tax and the 
chances of corruption have been increased. From this point of view, capital is in a better position in the 
global economy than wage labor, because it is more mobile. In the long run, the states will eventually 
have to reduce the burden on mobile taxpayers, shifting it to less mobile, low-skilled workers whose 
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factory cannot be moved to another country overnight. Now it is difficult to answer the question of 
whether globalization has a positive effect on taxation or not. Because there is a multibillion-dollar lobby 
behind MNCs and large organizations, which generally evade tax. Therefore, it can be summarized that 
globalization leads to a change in the fundamental parameters of the taxation process at all economic 
levels, from the micro level to national economies and the global economy as a whole.

Bretschger & Hettich (2002) focused on tax competition and stated that the globalization of the 
economy causes a natural alarm for the governments of those countries, from which the taxes swim. It is 
evaluated that the direct investment of the G-7 countries in the economy of tax havens of the Caribbean 
and the Pacific Islands for the years 1985-1994 grew more than 5 times and amounted to more than $ 
2,000 billion. The growth rate of investment in offshore zones is much higher than the average growth 
rate of FDI. The study also showed that a panel of 14 OECD countries experienced a negative impact 
on corporate tax due to globalization. On the other hand, globalization has increased the tax burden on 
labor along with social expenditure in the name of efficiency and compensation.

Pereira (2003) studied the effects of globalization on tax systems in Brazil and identified various 
factors. It was revealed from the study that if the countries like Brazil with the neoliberal model of the 
economy are not exposed to negative consequences for public finances and taxation, for states that gravi-
tate toward statism. The reason is that global neoconservatism has caused serious damage to national tax 
systems. Thus, the state should promptly react to similar actions of other countries and subjects of foreign 
economic relations, constantly adjusting the current tax legislation and the current national tax policy. 
This, to some extent, calls into question the principle of stability of tax systems, since the invariability of 
the national tax legislation in a rapidly changing environment can have negative financial consequences 
for the state. An inescapable manifestation of globalization is the erosion of national states and a decline 
in the economic activity of the government.

Tanzi (2004) evaluated the need for fiscal reforms in the result of globalization. This objective requires 
the choice of a research design that is capable of to cover as large a number of emerging and developing 
countries as possible and favored the choice of a predominantly quantitatively oriented design on the 
basis of a statistical analysis. An alternative adapted to the problem and that was a design on the basis of 
Interviews with decision makers of direct investments in German Company offered. From a development 
policy point of view, the study concluded that complementarity exists between investment determinants 
multinational companies and effective labor and social policy as well as financial regulation on the part 
of the national governments. However, these problems are present potentially in offset impact of govern-
ment policies on the influx of direct investment and fiscal reforms.

Bounsgaard & Keen, (2005), discussed the historical aspects of tax revenue and collection and stated 
that in the middle ages, the kings received the main income from the land tax. As early as 1913 in the 
United States, 60% of all tax revenues were taxed on property, and nowadays it is about 10%. Today, 
many experts in the West believe that in the computer age the world will have to return to the tax systems 
of the Middle Ages. On the one hand, the study identified that developed countries try to keep their tax 
revenues, forbidding the rest to set lower rates of taxation. In contrast, they crush tax havens, trying to 
get information from them that is necessary to administer their own taxes. Finally, it was found from 
the study that over the past five years the US has created thousands of jobs, invested more than $ 130 
million in infrastructure, and tax collection this is the largest scheme which brought the budget about $ 
3.3 billion in tax revenues.

Dreher (2006) discussed and evaluated the impact of globalization taxes on the taxation system and 
identified different factors. It was found that now the national tax services are available as never before 
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tax administration websites can consult on the procedure for paying taxes, and some countries massively 
introduce electronic systems for paying taxes using the Internet. In the US Internal Revenue Service, 
within the framework of the e-government project, introduced an Internet system for paying taxes, which 
built in the function of the automatic write-off of the tax in favor of the Internal Revenue Service. Now 
every American can use the address of the Internal Revenue Service to make the next tax payment, and 
also to check the accuracy of payment of previous taxes. On the other hand, the study revealed that the 
new attractive tax regimes in the respective countries are known to foreign economic agents immediately 
after the appearance of information in the electronic media. Moreover, new widely available mechanisms 
of international tax planning are being developed immediately after the adoption of the next national tax 
law or an instruction explaining the procedure for paying taxes.

Durinova (2006), studied taxation conditions under globalization and evaluated various aspects. It 
was found from the paper that economic integration has the most direct impact on national taxation 
systems and the national tax policy of countries that are members of the various trade and economic 
blocs, as well as partner countries of different integration groups. Common economic spaces formed 
as a result of the integration of national economies into regional trade associations, common markets, 
economic and monetary unions, result in close coordination of economic policies, the introduction of 
general principles for regulating foreign trade and investment. In the tax sphere, this is reflected in the 
process of coordination and harmonization of the rules for taxation of economic entities operating on a 
single economic space, as well as in unifying taxes (their types, amounts, collection rules) of the member 
countries of the integration group. Furthermore, it was argued that globalization of the economy causes 
a natural alarm for the governments of the globalized countries, from which taxes go away. The global-
ization of the economy and the growth in the volume of electronic commerce pose new challenges for 
the governments of industrialized countries in terms of replenishing state budgets. Modern tax systems 
developed after the Second World War. In those years, the movement of goods, labor, and capital across 
borders was low-intensity. However, today national borders are no longer barriers to production.

Crowley, Mayes, & Andt (2009) focused on the implication of integration of globalization integra-
tion and it was found that this is also one of the most difficult tasks of creating a single internal market 
in the space of common economic interests. However, it requires the efforts of all member states of the 
integration group to mutually agree on the principles of that form the basis of national tax systems. In 
turn, those countries that are not members of these specific regional economic unions but maintain close 
economic ties with them should also take into account the nature of changes in the level of direct and 
indirect taxes of member countries of integration groups in their national taxation. The greatest progress 
in harmonizing (coordinating) taxes has now been achieved in the European Union. Taxes play not only a 
crucial role in regulating the economic and social policies of member countries, but they also contribute 
to the coordination of the pan-European economic policy: the joint budget of the integration community 
is formed at the expense of the tax deductions of each EU member state, structural and scientific and 
technical programs are implemented.

Hihes & Summers (2009) discussed that effect of globalization on tax design. Results of the paper 
showed that the idea of introducing a tax after globalization designed to impose an international capital 
flow was expressed by many well-known economists, in particular J. Keynes the General Theory of 
Employment, Interest and Money, this tax is firmly tied to the former professor of economics at Yale 
University, the Nobel Prize laureate (1981) James Tobin, who in 1972 at a conference at Princeton Uni-
versity proposed the introduction of a similar tax on operations in the international foreign exchange 
market. The idea was substantiated more thoroughly in 1978 when J. Tobin proposed setting tax rates 
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in the range from 0.2-0.5% to 1%. According to his plan, Tobin’s tax could increase the stability of the 
global financial architecture, and could, by redistributing the amounts collected with it to the poorest 
countries, become a source of financing humanitarian programs to assist the development of third world 
countries. In addition, it was noted that one of the interesting ideas related to the possibility of preventing 
international monetary and financial crises is designed to have the most direct impact on the actions of 
national tax administrations, as well as modify the structure of existing taxation systems.

Neumann, Holman, & Aim (2009), compared globalization and tax policies and it was revealed from 
the study that globalization from a tax point of view is established primarily in the emergence of virtual 
tax jurisdiction that is the jurisdiction of the Internet, as well as in new technologies for financial transac-
tions and tax administration (the widespread introduction of electronic tax systems). Internet technologies 
simultaneously and facilitated and repeatedly complicated the activities of national tax administrations, 
and therefore radically affected the national tax policy. Information globalization increases not only the 
speed of reaction of taxpayers to the actions of tax authorities but also enhances the flexibility of the 
tax policy of the national government.

Leviner (2011) focused on details of taxation and globalization. It was discussed and evaluated that in 
the tax sphere, the erosion of national states is established in two ways. Firstly, the national governments 
own financial base is significantly undermined by the expanded opportunities for mobility of produc-
tion factors and personalized taxpayers who choose the jurisdictions of their residence and the seat of 
the state with the most favorable tax climate. Accordingly, those countries that for some reason lose in 
competition for their attractiveness to taxpayers - subjects of foreign economic activity, lose a certain 
part of their tax revenues. This weakens the financial potential of the state, reducing the opportunities 
for social and investment programs in the national economy. The second manifestation of state erosion 
is connected with the concept of an “effective government”.

Kumar & Quinn (2012), focused on globalization and corporate taxation in their study. It was argued 
that a developed system of industrial taxation has been created, tax holidays have been introduced with 
regard to the regional rate of profit tax and corporate property tax rates, the duration of which is prede-
termined by the volume of investments. All of these factors are the result of globalization. Moreover, a 
significant part of the investment in the world is directed to the development of corporate infrastructure. 
Unlike FDI, portfolio investment is not made for the purpose of influencing corporate policy. They 
serve without exception the investment, with the aim of achieving the highest possible return. The most 
common types of investments include equity, corporate or investment certificates. All are the result of 
globalization and every activity is taxable.

Cagé & Godenne (2012), focused on the fiscal cost of liberalization. While the analysis showed that 
trade liberalization is one of the factors of economic growth, creating opportunities for production and 
exports, and also increasing welfare through specialization in industries with comparative advantages. 
If trade in goods involves cross-border borrowing of technology, it causes growth in the two trading 
countries. But the cost of liberalization of trade has taken place in terms of block trade agreements.

Ndikumana (2014), focused on tax cooperation and globalization and identified that international tax 
cooperation has several implications in the result of globalization. Since the main problem of assessing 
the current state of the national state is due to the fact that globalization contributes to neutralizing the 
national specifics of development, forcing governments to increasingly adapt to the neoliberal concept 
of an effective government. Globalization has led to the fact that the Anglo-Saxon neo-liberal concept 
of development, propagated with the help of the “demonstration effect” of the US achievement in the 
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spheres of economy, politics, informatics, ideology, science, culture and the military field. While most 
of these areas are directly concerned with taxation system because of their role in the economy.

Cagé & Godenne (2016), discussed tax revenues and fiscal cost of trade liberalization over the period 
of 1792-2006. The period of analysis was quite long and the reason due to which researchers used this 
period was that there were many studies based on the 20th century but none of the studies focused on 
the aforementioned time frame. The analysis and findings showed that rich countries experience higher 
tax revenue because of a higher number of taxpayers while poor and small countries normally suffer 
from low tax income.

Seelkopf & Lierse (2017), focused on the tax competition and inequality in OECD countries. Accord-
ing to the findings obtained from the study; tax competition brings about equity in three ways. These can 
be expressed horizontally, vertically and internationally. Vertical equity in OECD countries top income 
tax rates have been drastically cut throughout the OECD. In Horizontal equity, OECD governments tend 
to apply a lower tax rate on capital income than on wage incomes. In addition to these; in international 
equality, the tax competition clearly undermines governments’ capacity to set their tax rates independently.

Model and Data

In this study, the concepts that are frequently used in the literature in the context of topic titles are taken 
into consideration and dependent and independent variables referred to by the said concepts are preferred. 
The dependent variable of tr (rate of total taxes to GDP) as a reference to proportional expression of tax 
revenues of countries and rate of this variable to GDPs of countries are defined as an objective criterion 
in the denominator of the variable. On the other hand, trade opennes and foreign directs investments 
are preferred as independent variables as they indicate the trade dimension of globalization and capital 
movements dimension of globalization respectively.

In the study, the long-term relationships between the rate of total taxes of 11 developed countries 
which are referred to as G10, to GDP (tr), rate of their foreign trade to GDP (trade openness- op) and 
rate of foreign directs investments to GDP (fdi) are investigated with panel data analysis method but since 
we had fully and uninterruptedly accessed only the data of 10 countries in the context of the period of 
the study, the study is based on only those 10 countries. In this study trade openness and foreign direct 
investments are considered as projections of globalization. The impact of changes in the rate of op and 
fdi on total tax revenues is investigated with the help of the following logarithmic-linear model.

ln ln lntr op fd
it it it it
= + + +α α α ε

0 1 2
1  (1)

where I = 1, 2, ... 10, and t = 1, 2, ... 26. The model will be tested with the data covering the years of 
1990-2015 for 10 countries (Netherlands, Canada, Sweden, Switzerland, France, Germany, United King-
dom, United States, Italy, Japan). The following hypotheses will be tested through the constituted model: 
i) Increased trade openness decreases tax revenues, ii) Increased capital movements reduce tax revenues.

All of the data used in the study were taken from World Bank World Development Indicators Online 
Database. Natural logarithmic forms of all variables included in the model are used.
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ANALYSES AND FINDINGS

Cross-section independency is based on the assumption that any shock experienced in any unit included 
in the panel affects all countries equally and a macroeconomic shock experienced in any country does 
not affect other countries that compose the panel. The assumption that the imbalances that occur in 
the economies of one or more countries would also affect other countries in parallel to globalization 
process is a fairly realistic assumption. On the other hand, the assumption that the impact on countries 
may differ rather than the impact will be same in all countries is also realistic.If there is a cross-section 
dependency between the series, not considering this fact significantly affects the findings of analyses 
(Breush & Pagan, 1980). The status of cross-section dependency between the series that constitute the 
panel is investigated with LM Test developed by Berusch & Pagan (1980) or CD Test developed by 
Pesaran (2004).

One of the differences between the mentioned tests stems from the time (T) and cross-section (N) 
dimension of the panel. LM Test by Berusch and Pagan (1980) is used in the case of where T ˃  N (Equa-
tion 2) and CD Test by Paseran (2004) can be used in the case of where N/T→∞, N ˃  T (Equation 3) and 
CD Test (Equation 4) re-developed by Pesaran (2004) is used in both cases where T→∞ or N→∞, N ˃ 
T, T ˃ N. All three tests deviate from the group average is zero but individual average is different than 
zero (Nazlıoğlu et al., 2011). In LMadj (deviation adjusted LM) test developed by Pesaran et al. (2008), 
the said deviation is adjusted by adding variance and mean to test statistics (Equation 5). Estimation 
equations related to the said test statistics are as follows:

CD T p
lm ij

j i

N

i

N

1
2

11

1

=
= +=

−

∑∑  (2)

CD
N N

Tp
lm ij

j i

N

i

N

2

1 2

2

11

11
1

1=
−











−( )
= +=

−

∑∑( )

/

 (3)

CD
T

N N
p

lm ij
j i

N

i

N

3

1 2

11

12
1

=
−









 = +=

−

∑∑( )

/

 (4)

LM
T

N N
p
T k p

adj ij
j i

N

i

N
ij Tij=

−











−( ) −

= +=

−

∑∑2
1 11

1 2

( )

µ

ν
TTij
2

 (5)

With these tests, the following hypotheses are tested:

H0: There is no cross-section dependency.
H1: Cross-section dependency exists.
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The results obtained for these tests are separately calculated for each of the variables included in the 
equation in Table 1.

According to Table 1, for level values of all variables, the hypothesis of H0 is strongly rejected (at the 
1% significance). These results confirm the dependency between each series belonging to the countries 
composing the panel and series belonging to another country.

In the other words, the type and timing of tax policy in one country affects another country’s tax sys-
tem. Nation state can no longer set their tax policy independently of each other (Seelkopf &Lierse, 2017).

On the other hand, homogeneity of the coefficients of variables used in equation 1 and existence of 
cross-section dependency throughout the model are important for selection of following tests. For ex-
ample, while cross-section dependency tests are important for selection of unit root tests to be applied 
on variables, it is also important to interpret the cointegration tests to be applied to the series whether 
the coefficients of variables are homogeneous or not. For this purpose, Slope Homogeneity Test or 
Delta ( �∆ ) test developed by Pesaran & Yagamata (2008) are used in the study. This test suggests two 
different methods which are valid for big and small samples. �∆  test is valid for big samples and �∆

adj
 

test is recommended for small samples. The equations for the said test are as follows:
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With these tests, the following hypotheses are tested:

H0: βi = β (Slope coefficients are homogeneous)
H1: βi ≠ β (Slope coefficients are heterogeneous)

Table 2 includes the results of homogeneity and cross-section dependency tests for Equation 1.

Table 1. Results from cross-section dependence tests (for each variable)

Constant lntr lnop lnfdi

Statistic p-value Statistic p-value Statistic p-value

CDlm1 (BP,1980) 100.347*** 0.000 71.823*** 0.007 68.698** 0.013

CDlm2 (Pesaran, 2004) 5.834*** 0.000 2.827*** 0.002 2.498*** 0.006

CDlm3 (Pesaran, 2004) -2.648*** 0.004 -2.922*** 0.002 -2.408*** 0.008

LMadj (PUY, 2008) 70.083*** 0.000 19.318*** 0.000 2.416*** 0.008

Note: Lag orders (pi) are 1. ***,** Denotes statically significance at %1, %5.
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According to test results in Table 2, the hypothesis of “there is no cross-section dependency” is re-
jected for Equation 1. According to these results, the series of countries constituting the cross-section 
are affected from each other. According to these results, the unit root tests that consider cross-section 
dependency should be applied in the following stage. On the other hand, according to the results of 
homogeneity test, the slope coefficients of the variables are heterogeneous.

The above-mentioned tests are preliminary tests, and after this stage unit root tests, cointegration 
tests, long-term coefficient estimates and causality test results will be given.

Unit root test, the necessary analyses will be made to determine if the variables included in Equa-
tion 1 are affected by an external shock or if they return to their normal state. These types of tests are 
important in the sense that if series include unit root or not. If the examined series includes a unit root, it 
means that all external shocks continuously show their impact on it and it cannot go back to its previous 
state with market conditions. In fact, in a more comprehensible expression, the answer is sought to the 
question of “is the general functioning of variables prone to return to equilibrium?”

In this study, “Dicky-Fuller (Cross-Sectionally Augmented Dicky-Fuller (CADF)) test”, which is 
proposed by Peseran (2007) and considers the cross-section dependency, is used. This test is applied to 
the following panel regression model.

∆ ∆y y c y c y e
it i i it i t i t it
= + + + +− − −µ ρ

1 1 1
 (8)

y N y
t it

i

N

− −
−

= ∑1 1
1

1 /  (9)

∆ ∆y N y
t it

i

N

=
−
∑1

1

/  (10)

Table 2. Results from cross-section dependence and homogeneity tests

ln ln lntr op fd
it it it it
= + + +α α α ε

0 1 2
1 Statistic p-value

Cross-section dependency tests:

CDlm1 (BP,1980) 106.757 0.000

CDlm2 (Pesaran, 2004) 6.721 0.000

CDlm3 (Pesaran, 2004) 2.632 0.004

LMadj (PUY, 2008) 23.615 0.000

Homogeneity tests:

�∆ 13.922 0.000

�∆
adj

14.802 0.000

Note: ***,** Denotes statically significance at %1, %5.

 EBSCOhost - printed on 2/8/2023 11:19 AM via . All use subject to https://www.ebsco.com/terms-of-use



131

Relationship Between Tax Revenues and Globalization
 

Since the estimation is performed separately for each section in Equation 8, this parameter also con-
siders those belong to heterogeneous. Estimation of y

t−1  and∆y
t
added to the model ensures consider-

ation of cross-section dependency depending upon a single factor (Nazlıoğlu, 2010). The CADF test is 
calculated separately for three different situations: ∆y

it
 critical values, y

t−1  constant, and y
i t, −1

 non-
constant. The CADF test, which takes into account autocorrelation and assumes that each country is 
differently affected by time effects, can be used in both T˃N and N˃T situations (Peseran, 2007). The 
CADF test can be calculated for the panel in general and separately for each cross-section. The average 
of the unit root test statistics for each cross-section and the CIPS (Cross-sectionally Augmented IPS) 
test for the panel, in general, are calculated as follows:

CIPS N CADF
i

i

N

=
−
∑1

1

/  (11)

Equation 11 is the average of Equation 9. The null and alternative hypotheses of the predicted equa-
tions are as follows:

H
i0

0: ρ =  (12)

H
i1
0: ρ 〈 i N= 1 2

1
, ,... ) , ρ

i
: 0 i N N N

i
= + +1 2

1
, ,... )  (13)

Equation 12 applies to all cross-sections. These hypotheses test that each series of cross-section hy-
pothesis panels contains the unit root of the series, while the alternative hypothesis tests that a particular 
section of the cross-sections that form the panel does not contain unit roots. The unit root test results of 
the variables in Equation 1 are given in Table 3.

CADF results in Table 3 with the table values given in Pesaran (2007), it will be understood wheth-
er the series contain unit roots. The CADF and CIPS statistics developed by Pesaran (2007), the t-sta-
tistics for the ρ

i
 coefficients are rejected for the series belonging to each cross section if they are 

greater than the critical values given in Pesaran (2007), and it is decided that the series is stationary. The 
following critical values were used from the tables given by Pesaran (2007) with reference to the time 
and cross-section examined in this study (T: 26 and N: 10).

According to the results given in Table 3, the CIPS unit root test results of the variables do not include 
unit root at the level I (I). Therefore, it has been determined that the stationarity ratings of the variables 
are I (I). After this phase, cointegration analyzes will be done.

Unless tests are carried out to find out whether there is a long-term relationship between the variables 
in the stationary state, the estimates of their coefficients are not economically realistic and statistically 
correct. In this study, the “LM bootstrap cointegration” test developed by Westerlund & Ederton (2007) 
was preferred to determine whether the analyzed series did not move together in the long run. This test 
takes the cross-section dependency into consideration. Bootstrap p-value is valid when the cross-section 
dependency is present. The equation for this test is as follows:
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Table 3. Results from panel unit root tests

Constant Constant and Trend

Lags CADF-stat Lags CADF-stat

∆lntr

Netherlands 1 -3.392 1 -3.681

Canada 1 -3.709 1 -3.686

Sweden 1 -3.532 1 -3.772

Switzerland 1 -2.874 1 -3.071

France 2 -1.972 2 -2.449

Germany 2 -2.763 2 -2.849

United Kingdom 1 -3.938 1 -3.870

United States 2 -3.705 2 -3.593

Italy 1 -3.748 1 -4.129

Japan 1 -2.746 1 -3.317

CIPS -3.240* -3.442*

∆lnop

Netherlands 1 -2.618 3 -1.451

Canada 1 -1.912 1 -1.299

Sweden 1 -3.467 1 -5.293

Switzerland 3 -1.281 3 -0.237

France 1 -2.419 1 -2.471

Germany 2 -3.635 1 -3.122

United Kingdom 1 -3.241 1 -3.108

United States 3 -0.851 3 -0.315

Italy 1 -3.166 2 -2.575

Japan 2 -2.679 2 -2.673

CIPS -2.527** -2.254

∆lnfdi

Netherlands 1 -4.185 1 -4.049

Canada 1 -4.024 1 -4.027

Sweden 1 -6.522 1 -6.937

Switzerland 4 -1.677 4 -1.329

France 1 -4.745 2 -3.955

Germany 1 -5.150 1 -5.055

United Kingdom 1 -5.528 1 -5.100

United States 1 -4.724 1 -4.628

Italy 3 -1.515 3 -1.257

Japan 1 -3.792 1 -3.807

CIPS -4.159* -4.014*

Note: Lag orders is 4 and selected by minimizing the Swhwarz criteria. *, ** Indicate significance at the %1, % 5 level.
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y a x z
it i it i it
* * *= + ′ +� �

β , x x
it ij

j

t
* * ,=

=
∑∆

1

 (14)

In this equation, �a
i
 and 

�
β
i
 are a fully adapted estimates of a

i
 and β

i
. In this equation, y

it
*  and x

it
*  

are calculated with the Bootstrap test statistic. The LM statistic shows a right-wing normal distribution 
with a critical value of 1.645 at the 5% significance level. The hypothesis for this test is as follows: 

H
i0
2 0: σ = ; there is co integration for all cross sections.

H
i1
2 0: σ 〉 ; there is no cointegration for some cross sections.

The results of this test are given in Table 5.
According to the results in Table 5 (constant), the Bootstrap p-value values indicate that H0 hypothesis 

can not be rejected in 1%. Accordingly, there is a long-run relationship between tr, op, and fdi .
After the existence of a long-term relationship between the series was determined by Westerlund & 

Ederton (2007) cointegration test, the Augmented Mean Group Estimator (AMG) method, developed by 
Eberhardt & Bond (2009)2 for predicting long-run coefficients, which takes cross-section dependency 
into consideration was used Eberhardt & Bond (2009) developed an estimator that can calculate the 
panel cointegration coefficients of the countries that consist the panel and the panel in general with the 
AMG test. This method considers the common factors in the series and is also used in the presence of 
the problem of internalisability, which indicates that there is a correlation between explanatory variables 
and error terms (Eberhardt & Bond, 2009). Equations of the mentioned test are as follows:

...y x u
it i it it
= +β …u a f f

it i i
y
t i

y
t it

= + + +λ λ ε
1 1 2 2

 (15)

Table 4. Pesaran (2007) critical value

T:30, N:10

Table no-tests DT %1 %5 %10

I(a)-CADF Intercept only -4.11 -3.36 -2.97

I(b)-CADF Intercept and trend -4.67 -3.87 -3.49

II(b)-CIPS Intercept only -2.57 -2.33 -2.21

II(c)-CIPS Intercept and trend -3.10 -2.86 -2.73

Table 5. Results from LM bootstrap panel co-integration

Constant Constant and Trend

Tests Statistic Asymptotic 
p-value

Bootstrap 
p-value Statistic Asymptotic 

p-value
Bootstrap 

p-value

LM bootstrap

LM
N
+ 2.369 0.009 0.949* 4.573 0.000 0.494

Note: The Bootstrap test statistics are calculated using 1.000 replications. * Indicate significance at the %1 level.
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 (17)

In the Equation 17, xit represents an observable common variable vector, λ
i

 represents the actor 
loads of countries. Table 6 contains the estimated long-term coefficient estimates for Equation 1, 
adapted to the Equation 17.

We can put together the results of cointegration coefficient estimates shown in Table 6 in two groups. 
We can separate each group into two subgroups. The first one these sub-groups is mainly the countries 
where the trade openness has a negative impact on total tax revenues. These are the Netherlands and Italy. 
On the other hand, trade openness has a positive impact on total tax revenues in Sweden, Switzerland, 
France and the United Kingdom. The effects of fdi on total tax revenues can be similarly evaluated in two 
categories. Countries, where fdi have a negative impact on tax revenues, are Canada, Italy, and Japan. 
The UK is the country in which fdi have a positive impact on tax revenues. On the other hand, there is 
no statistically significant, positive or negative impact on the tax revenues of total foreign direct invest-
ments among the other countries included in the panel. Panel-wide results show that trade openness has 
a positive impact on total tax revenues.

We can interpret the AMG country coefficient estimates in Table 6 as an example. For example; 
the impact of op over each country on tr is as follows: One unit increase in op increases tr by 0.93 in 
Sweden, 0.41 in Switzerland, 0.57 in France and 0.20 in the United Kingdom, while decreasing 1.19 
in the Netherlands and 0.19 in Italy. On the other hand, for the fdi variant, the results are as follows: 

Table 6. Results from AMG tests

Countries
lnop lnfdi

Coef. z-st. Prob. Coef. z-st. Prob.

Netherlands -1.19* -1.71 0.087 -0.01 -0.80 0.421

Canada 0.06 0.81 0.415 -0.04* -3.77 0.000

Sweden 0.93* 6.25 0.000 -0.002 -0.15 0.880

Switzerland 0.41* 5.73 0.000 0.17 1.48 0.140

France 0.57* 11.41 0.000 0.14 1.32 0.188

Germany 0.26 0.49 0.621 -0.003 -0.34 0.736

United Kingdom 0.20* 3.01 0.003 0.28* 3.27 0.001

United States 0.12 1.01 0.311 0.005 0.18 0.854

Italy -0.19* -3.19 0.001 -0.01* -2.51 0.012

Japan 0.02 0.29 0.769 -0.03* -2.14 0.032

Panel 0.19* 1.77 0.076 -0.003 -0.57 0.569

Wald chi2(2) 5.31

Prob > chi2 0.0703

Note: * Indicate significance at the %5 level.
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One unit increase in fdi causes decrease in tr as 0.04 in Canada, 0.1 in Italy, and 0.03 in Japan, while 
the mentioned coefficient has a positive impact in the UK and causes an increase of 0.28. Estimated 
coefficient results for other countries are not statistically significant. In addition, the op coefficient is 
significant in the general panel, and the 1-unit increase in op causes 0.19 increase in tr. The coefficient 
for the fdi variable is statistically insignificant in the panel in general.

Finally, within the scope of the study, the Bootstrap panel Granger causality test developed by 
Emirmahmutoğlu & Köse (2011) was used to determine the direction of causality relationship between 
total tax revenues, trade openness and total foreign direct capital. Emirmahmutoğlu & Köse (2011) test 
is a test that includes assumptions such as dependency and heterogeneity between cross-sections. The 
equation for this test is as follows:

z A z A z A z
i t i i i t ik i t k il i t

l k

k d

i

i

i i

, , , ,

max

...= + + + +− − −
= +

+

∑µ υ
1 1 1

1
ii t

i N t T

,

, , ..., , , , ...,= =1 2 1 2

 (18)

In this test, the H0: A12, ij=0 hypothesis is tested with the Equation 8, and ki+dmax expresses the 
maximum number of delays, while Ail expresses the limits of parameters. The results obtained from the 
Bootstrap causality test are given in Table 7 and 8.

The results provide some clues as to the direction of the causality between total tax revenues and 
trade openness in Table 7. For United States, there was a unidirectional causality running from tax 
revenue to trade openness, supporting the capital mobility hypothesis. On the other hand in the case of 
Sweden and Germany there was a unidirectional causality running from trade openness to tax revenue. 
For Canada, there was a bi-directional causality running between trade openness and tax revenue. In 

Table 7. Results from bootstrap casualty tests

Countries ki Tr-Op Op-Tr

Hypothesis Hypothesis

Wi Pi Wi Pi

Netherlands 1 0.569 0.451 0.280 0.596

Canada 2 7.694 0.021** 9.404 0.009***

Sweden 5 4.584 0.469 21.264 0.001***

Switzerland 1 0.465 0.495 0.275 0.600

France 1 0.006 0.937 2.397 0.122

Germany 1 0.014 0.907 2.931 0.087*

United Kingdom 1 0.873 0.350 0.896 0.344

United States 2 11.656 0.003*** 2.900 0.235

Italy 1 0.192 0.661 1.237 0.266

Japan 2 3.422 0.181 4.335 0.114

Fisher Test St. 30.539 47.043

Note: Lag orders ki are selected by minimizing the Swhwarz criteria. *, **,*** Indicate significance at the %10, %5 and %1 level.
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the remaining six countries of the sample there was no causality running in any direction between tax 
revenue and trade openness.

The results provide some clues as to the direction of the causality between tax revenues and foreign 
direct investments. According to the causality test results shown in Table 8. For Switzerland, there was 
a unidirectional causality running from tax revenue to foreign direct investments supporting the capital 
mobility hypothesis. In the remaining nine countries of the sample there was no causality running in any 
direction between tax revenue and foreign direct investments. On the other hand in the all countries of 
the sample there was no causality running in any from foreign direct investments to tax revenue.

CONCLUSION

In this study, the tax revenues, which make up 70-90% of the nation state revenues, are investigated by 
various econometric tests to find out whether and how they are affected by the globalization process. 
Among the tests made, the results of the CD tests are consistent with the theory: In the process of global-
ization, the tax policy of an individual country is affected by other countries or it affects other countries. 
On the other hand, the results of the homogeneity test show that this effect is at a different level in each 
country. The results of the unit root tests that test the stability of the series indicate that tax revenues 
are static, meaning that they are affected by a shock that emerges, but that they return to their previous 
status again. In this context, the tax revenues of the nation states, which are affected by external shocks, 
soon return to the balance or get rid of the crisis situation. These results show that the countries that 
consist cross-section are adapting to the globalization process in the context of tax revenues. Long-term 
coefficient results obtained from this study reveal that there may be different coefficients on the basis 
of countries that show a positive effect in the general panel in the “tax tension” between globalization 
and the nation states.

Table 8. Results from bootstrap casualty tests

Country ki tr-fdi fdi-tr

Hypothesis Hypothesis

Wi Pi Wi Pi

Netherlands 1 0.869 0.351 0.164 0.686

Canada 1 2.092 0.148 0.110 0.740

Sweden 5 6.601 0.252 1.543 0.908

Switzerland 2 5.038 0.081* 0.240 0.887

France 1 0.120 0.729 0.818 0.366

Germany 2 3.432 0.180 2.818 0.366

United Kingdom 1 0.522 0.470 2.491 0.288

United States 2 0.560 0.756 1.468 0.226

Italy 1 0.624 0.430 0.588 0.443

Japan 4 5.300 0.258 5.132 0.274

Fisher Test St. 24.240 13.884

Note: Lag orders ki are selected by minimizing the Swhwarz criteria. *, **,*** Indicate significance at the %10, %5 and %1 level.
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Coefficient estimation results for each country provide explanatory information on tax revenues. 
Countries, where op has a negative effect on tr, are the Netherlands and Italy, countries, where op has a 
positive effect on tr, are Sweden, Switzerland, France, the United Kingdom. On the other hand, coun-
tries where fdi has a negative effect on tr are Canada, Italy, and Japan. The only country where fdi has a 
positive effect on tr is the United Kingdom. According to these results, UK tax revenues are increasing 
in the globalization process. Italy’s tax revenues are declining in the globalization process. On the other 
hand, in Sweden, Switzerland, and France, there is a positive impact on tax revenues and the globaliza-
tion process. If there are winners’ club members in this process, they can be listed as; England, Sweden, 
Switzerland, and France. The losers’ club members are mainly Italy, and the Netherlands, Canada, and 
Japan.

Despite the fact that the concept of globalization has not been fully defined, it is widely used in the 
fields of politics and economy. In addition, ambiguity in the concept of globalization brings along dif-
ficulties in understanding its causes and how. Nevertheless, an analogy can be good for the relationship 
between tax revenues of nation states and globalization. Globalization has not yet passed Rubicon3 in 
the context of tax revenues. At least the results of this study can be read in this way. On the other hand, 
a different explanation may be needed in this subject. According to the results obtained from this study, 
the following evaluation can be made: In the context of globalization, some of the nation states may 
think that globalization ends in Rubicon. But who is responsible for that? Is it Caesar?

In our opinion, Caesar of globalization is the “capital”. On the other hand, some states who think 
that Rubicon cross over the limit in globalization have taxed salaried employees, thinking that not 
“Caesar” but the salaried employees are responsible. At least, all nation states except Japan provide 
a large proportion of their total tax revenues through taxes on wages and consumption. In all of these 
countries, except Japan, the share of corporate tax revenues is quite low in total tax revenues. Where 
the “Rubicon” between tax revenues and globalization process starts and ends, where the antagonism 
emerges as a mystery. In this sense, globalization does not seem to have created a problem at this stage 
in terms of tax revenues of nation states. Because the alternative cost of indirect taxes and wages on 
remuneration for losses is very low.

Nation states use “compensatory tax policy” on salaried employees by using the tax mobility against 
the mobilization of nation states and companies. With compensatory tax policies, we would like to refer 
to the tax policies applied by nation states in order to make, use of the geese in the coop instead of the 
geese who flew away.
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KEY TERMS AND DEFINITIONS

Augmented Mean Group Estimator: This method considers the common factors in the series and 
is also used in the presence of the problem of internalisability, which indicates that there is a correlation 
between explanatory variables and error terms.
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Compensation Hypothesis: Suggests that there is a linear relationship between globalization and 
public expenditures, the fragility of the country’s economies increase due to increased globalization and 
this produces effects that increase the inequalities in the economy.

Cross-Section Dependency: It is based on the assumption that any shock experienced in any unit 
included in the panel affects all countries equally and a macroeconomic shock experienced in any country 
does not affect other countries that compose the panel.

Efficiency Hypothesis: Suggests that capital and firms, which are described as moving factors, have 
the possibilities to escape from tax.

Fiscal Termites: Effect of technology on tax systems.
Rubicon: A name of the river about 29 km North of Italy, is a border between the Roman Empire 

province of Cisalpine Gaul and the South of Italy. It is a boundary for military initiatives that could 
threaten the Roman Republic. Julius Caesar passed this river in 49 BC and was considered a threat to 
the Republic.

Technological Vigor: Creative destruction of technology.

ENDNOTES

1  For the effect of technology on tax systems, Tanzi (2000) used the term called “fiscal termites” for 
financial termites.

2  In this study, Eberhardt (2012) ‘s STATA codes were used for the mentioned test.
3  Rubicon, a name of the river about 29 km North of Italy, is a border between the Roman Empire 

province of Cisalpine Gaul and the South of Italy. It is a boundary for military initiatives that could 
threaten the Roman Republic. Julius Caesar passed this river in 49 BC and was considered a threat 
to the Republic.
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ABSTRACT

Along with the global financial crisis that took place in 2008, the ineffectiveness of other policies used 
for exiting from the crisis has brought back the feasibility of fiscal policy as an alternative. It is accepted 
that the only way to overcome the severe shrinking of the total demand during the 2008 global financial 
crisis is expansionary fiscal policy applied globally. However, differences in the subjective conditions 
of the EU member countries in particular have not made it possible to implement an expansionary fis-
cal policy for all of the member countries. More developed EU countries have begun to carry out from 
expansionary fiscal policies, while the less developed ones have begun to conduct contractionary fiscal 
policies. With the awareness that the financial stability is a public good, the obstacles, challenges on the 
global fiscal policy implementation by the EU member states are discussed by examining fiscal policies 
performed during and after the 2008 global financial crisis.

INTRODUCTION

The development of financialization along with globalization has opened the way for contagious effects 
of financial fragility to disperse throughout the world easily. Income has been transformed from the real 
sector to the financial sector and consequently the importance of financial system relative to real sector 
has escalated in the near past. Nevertheless, the financial system has reached an unprecedented level 
notably after the end of the 1990s and has become vulnerable to risks and fragilities that have arisen 
from speculative activities in the system. Owing to the nature of the capitalist system, bubbles have 
become inavoidable in the financial system, and eventually they have triggered bursts and turmoils in 
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the economic system. For instance, 2008 global financial crisis (GFC) came to exist by the bubble in 
the US subprime mortgage market and the hazardous effects of the crisis quickly spread out to the rest 
of the world owing to strong financial connectedness of the countries. Similar to the rest of the world, 
contagious effects of the financial crisis dispersed into European Union (EU) area and EU member states 
have begun to perform monetary and fiscal policies in order to overcome negative effects of the crisis. 
Likewise, EU states have launched expansionary monetary policies along with expansionary/discrea-
tonary, fiscal policies for exiting the global financial crisis. In the meantime, the need for carrying out 
coordinated and consistent policy actions has gained importance within the EU area.

EU governments have begun to benefit from fiscal policy actions since monetary policy tools were 
insufficient to restore financial stability from financial turmoil rapidly. However; the financialization 
and development level of the governments (“periphery”/”core”) directly designated the type of the fiscal 
policy action. Primarely; more developed EU states have begun to carry out expansionary fiscal poli-
cies; while the less developed ones have begun to conduct contractionary fiscal policies on the basis of 
their subjective conditions.

Nonetheless, there is no fiscal authority in the EU area that has power over EU member states in con-
trast to European Monetary Union (EMU) that has power of sustaining common monetary policy. This 
impediment induced seperation of fiscal policies due to subjective conditions of the governments and 
made difficult to maintain contemporaneous fiscal policies within the Euro area. Hereby, each member 
state performs its own fiscal policy during calm and turmoil financial periods and benefits from either 
expansionary or contractionary fiscal policies in exiting financial turmoils.

This chapter investigates the fiscal policy actions overtaken by “core”/ “peripheral” EU member states 
during global financial crisis (GFC) and European Sovereign debt crisis (Eurozone crisis). In addition, 
challenges, impediments in exiting from financial turmoils using fiscal policy actions (expansionary/
contractionary) by governments are discussed.

The remainder of this chapter is as follows: In Section 2; Keynesian view of fiscal policy in terms 
of expansionary/contractionary fiscal policy actions are discussed. Section 3 reviews the studies that 
describe the anatomy of financial crises. It presents well-known events during the global financial crisis 
and policy actions applied by the US government and discusses reasons behind the “great recession”. 
Section 4 views the fiscal developments of periphery/core EU states during the GFC and European 
Sovereign debt crisis (Eurozone crisis). Finally, Section 5 discusses and gives the concluding remarks.

KEYNES AND THE FISCAL POLICY

The crisis of 1929 represents an important disintegration in terms of the theory of public finance. Fiscal 
policy approaches differ before and after the 1929 crisis in the public finance literature. Prior to 1929 
crisis classical fiscal approach (“fiscal conservatism”) was dominant, while modern fiscal approach 
(interventionist) became dominant during post 1929 crisis era.

During pre-1929 crisis period, it was widely believed that there would not be any problems in the 
economy as long as the each supply create its own demand. The 1929 crisis emerged as an important 
event that shows that this notion is not valid. In that period, it was seen that every supply did not create 
its own demand and the economy would not always move in the expected direction, and subsequently 
the need for government intervention to the economy was come to the fore. The birth of modern fiscal 
approach coincides with these years.
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The problem-free period of classical fiscal approach ended with the 1929 depression. After the “great 
depression”, emergence of the high rates of unemployment in the majority of industrialized countries, 
especially in the Great Britain, opened the debate on the assumption that every supply creates its own 
demand.

The underlying demand for economic imbalance was overshadowed by the inability to use most of 
the resulting productive resources, which hampered the desired performance growth of the economy. 
The high level of unemployment that emerged during this period also changed the way of thinking about 
economic policy, and the ultimately equal budget understanding based on the idea of classical fiscal 
approach was begun to be gradually abandoned.

In that period, John M. Keynes wrote “The General Theory of Employment, Interest and Money” 
which stated intervention is necessary to transform the economy into the desired direction, since there is 
no automatic mechanism to provide exiting from the crisis for the US and other countries experiencing 
recession. According to Keynes, the impact that led to rise in employment is the increase in demand. The 
employment problem can be solved with a sufficient and constant increase in demand. Keynes points 
out that private consumption can be increased via public spending if the problem is the inadequacy of 
consumption by the private sector. As seen on Keynes, the problem is related to demand side and the 
recession in the economy can be avoided by policies that enhance total demand (Keynes, 1936). For that 
reason, fiscal policy which affect demand stronger and more predictable, has become more prominent 
than monetary policy.

FISCAL POLICY TOOLS

With Keynes, the preoccupation of the fiscal policy has led to a preference for fiscal policy over mon-
etary policy, especially for demand side problems. Fiscal policy instruments are used while the fiscal 
policy intervenes in the economy. There are three instruments of fiscal policy: Government spending, 
taxes and borrowing.

Government spending, the first one of these instruments, can be defined as the government expenditure 
made in carrying out public activities in a narrow sense. In terms of fiscal policy, economic intervention 
can be achieved by changing government expenditures and components according to economic conjunc-
ture. The most basic orientation at this point is to raise government spending to increase demand during 
deflationary periods and to cut government spending to reduce demand during inflationary periods. 
Lowering government spending can be in the form of moving through certain items in public expendi-
tures, as well as the cancellation of planned investment expenditures and the reduction of higher-benefit 
spending on low-income groups (eg social transfer expenditures), even though this is not a priority choice. 
As we have already pointed out, what is important here is to reduce or increase demand by conjuncture.

The second tool, taxes, is an important source to finance government spending. However, taxes can 
also be used to influence economic decisions. There are two main purposes of the taxes, fiscal and extra 
fiscal. The fiscal purpose of the tax is to generate income. In other words, taxation for the financing of 
public expenditure represents the fiscal purpose of the taxes. The extra fiscal purpose of the tax is to 
intervene economy with socially, politically or economically except for the function of generating in-
come. Along with the extra fiscal purpose of the tax, which is also called social purpose, it is wished to 
influence some decisions in the economy. For example, consumption of alcohol and tobacco, which are 
harmful effects on public health, is aimed to be reduced by raising the amount of tax on these products. 

 EBSCOhost - printed on 2/8/2023 11:19 AM via . All use subject to https://www.ebsco.com/terms-of-use



146

A Discussion on Fiscal Policies Implemented in EU During and After the Great Recession
 

On the contrary, the tax on some other products can be lowered to encourage the consumption of them. 
For example, in order to increase both the consumption of the automobile produced in the domestic 
market and the competition in the domestic market, this car may be excluded from the tax, or the tax 
on that automobile may be lowered. In addition to the fiscal purpose of the tax, it is saught to intervene 
economy and by this way economic decisions are affected.

The third tool is borrowing. Classicals assessed the borrowing tool as an extraordinary method. None-
theless, with the development of modern public finance, borrowing was transformed a regular method 
from an extraordinary method. This favorable outlook on borrowing certainly does not mean the use of 
borrowing in an uncontrolled way. The use of borrowing in a controlled manner is beneficial both for 
generating income and for interfering with economic decisions. Borrowing can be resorted to as a source 
of finance in periods when income and expenditure balances are not available in terms of public finance. 
In addition, governments may owe to private individuals in order to hamper demand during inflationary 
periods. Conversely, in deflationary periods, borrowings taken to increase demand can be paid together 
with their interest rates. Thus, borrowing creates both income and affects economic decisions in terms 
of fiscal policy. Nonwithstanding to these two functions of borrowing, it should be behaved very care-
fully due to the interest to be paid while borrowing. Since borrowing has a burden, it should be paid 
attention to not reduce productive capacity. Restricting budgets owing to borrowing interest payments 
will naturally prevent fiscal policy instruments from functioning effectively. For that reason, it is very 
important that the borrowing is domestic or foreign while it is performed, whether the interest rate is 
high or low, or whether the borrowing is spent on productive investments or borrowing cycle.

The fiscal policy instruments mentioned above are very important for the efficient use of fiscal poli-
cies. As Keynes points out, fiscal policies are very effective way to solve demand-side problems in the 
economy. The fiscal policies that came up with Keynes after the great depression were later reduced 
to financial policies such as the creation of financial space in the developing countries, the target of 
primary surplus, which are tight fiscal policies, and in a sense hollowed out. Budget deficits became 
one of the most important problems in some developing and even in developed countries. Cut in some 
expenditures to provide the income and expenditure balance or increase of the tax is an important op-
tion to solve these problems. However, it should not be forgotten by governments that there is a need 
for public support to ensure development. In that regard, for example, the establishment of factories in 
priority areas for development, increasing social transfer expenditures for low-income groups in order 
to ensure justice in income distribution, providing public education, increasing health expenditures, tax 
exclusion of priority areas in development, can be more preferable method.

Reduction of fiscal policy to fiscal rule instead of development of country led to decline in current 
expenditures on budgets or social transfers rather than education, health spending or interest payments. 
In order to give primary surplus in the long term, the expenditures, which can affect the economy more 
positively are abandoned. And, this may affect the economies more adversely in the long run.

GLOBAL FINANCIAL CRISIS AND FİSCAL POLICY ONCE AGAIN

The crisis emerged in the US real estate market and spread out to the world through financial markets 
and caused to the nationalization of many financial institutions. In a short span of time, crisis spilled 
over to the real sector from financial markets and detrimentally affected emerging countries’ economies 
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via real sector. Both the lockdown in the financial sector and the congestion in the real sector caused 
economic slowdowns in many countries.

One of the important differences that distinguish the 2008 global financial crisis (GFC) from other 
crises lays on the policies applied to overcome the crisis. The GFC, which could not be overcome by 
classical policy actions applied in previous crises, tried to be overcome by more interventionist, state 
policies.

The economic recovery option, which is seen as a way to exit from the crisis, was not possible due 
to economic slowdown in all over the world. The other solution, the monetary policy, did not create the 
expected effect owing to descending monetary transmission mechanism. In addition, in many countries, 
the option of monetary expansion was used at the beginning of the crisis and the areas of action in terms 
of policy rate cuts of central banks were narrowed. In such an environment, the fiscal policy has begun to 
be seen as the most important policy option to revive the total demand in the short term. For this reason, 
many countries, especially the industrialized countries that were the most affected by the crisis, begun 
to implement expansionary fiscal policies (Bocutoglu and Ekinci, 2009, p. 67).

The IMF has announced that the most effective way to exit from the crisis is implementing expansion-
ary fiscal policies. And, countries that attended to the G-20 summit in April 2009 agreed on conducting 
expansionary fiscal policies for economic growth.

GLOBAL FINANCIAL CRISIS’ EVENTS AND TIMELINE

Before giving timeline and events pertained to global financial crisis; the anotomy, characteristics of 
financial crises in a capitalist economy and the reasons behind the crises are discussed. Afterwards, the 
timeline and policy actions overtaken by the US government during global financial crisis are briefly given.

ANOTOMY OF FINANCIAL CRISES

Capitalist economic system is inherently unstable and subject to the erratic shocks arisen from fluctia-
tions in financial system. The worst depression in capitalist economy took place during 1929 financial 
crisis and it has been hit down several times since then. Financial imbalances have been saught to be 
kept under control by regulalization of financial system by governments since the great depression, yet 
financial crises couldn`t be hindered particularly in 1970s and end of 1980s. For example, the indus-
trialized countries met with 18 banking crises (Spain (1977), Norway (1987), Finland (1991), Sweden 
(1991), Japan (1992), Australia (1989), Canada (1983), Denmark (1987), France (1994), Germany (1977), 
Greece (1991), Iceland (1985), Italy (1990), New Zealand (1987), United Kingdom (1973, 1991,1995) 
and the United States (1984) in the post-war period (after World War 2) (Reinhart and Rogoff, 2008).

Along with the nature of openness to erratic shocks that come from financial imbalances there is no 
common agreement over the reasons, conditions and consequences of financial crises, yet some stylized 
facts have been described by the studies. The earlier studies describe conditions and characteristics of 
financial crises. For example, Minsky (1970) introduces the reasons behind financial crises as severe 
decline in asset prices, deflations/disinflations, deteroiration of large financial/nonfinancial firms, failure 
in exchange markets.
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Some other studies describe characteristics of financial crises (mostly via currency crises) with “first 
generation models” (Krugman, 1979; Flood and Garber, 1984) or “second generation models” (Obstfeld, 
1988). According to “first generation models”, crises are described as consequences of budget deficits 
(“need for government seignorage to cover its deficit that ensures the eventual collapse of a fixed ex-
change rate”). And, “the second generation models” explain conditions of crises as a conflict between 
fixed exchange rate regime and desire to sustain a more expansionary monetary policy.

According to Eichengreen and Portes (1987); “falling asset prices and insolvency among debtors and 
intermediaries, which ramifies through the financial system” trigger financial crises.

1990s studies also focus on general symptoms of financial crises. For instance, Mishkin (1992) 
imparts the causes of financial crises as asymmetric information, adverse selection and morald hazard 
in financial markets. The study links main reasons behind financial crises to `increases in interest rates, 
stock market declines, increases in uncertainity, bank panics and unanticipated declines in aggregate 
price levels”. Krugman (1999) explains the stylized facts of financial crises as “contagion, the transfer 
problem, the balance sheet problems” (pp.463-464).

Recent studies have also analyzed causes and consequences of financial crises especially after the 
global financial crisis. By the view of Blanchard (2009), “underestimation of risk contained in newly 
issued assets, the opacity of the derived securities on the balance sheets of financial institutions, the 
connectedness of the financial institutions, high leverage of financial system” constitute main conditions 
for financal crises (p. 4). According to Reinhart and Rogoff (2009), asset market failures, detorioration 
in output and employment and increase in government debt are observed aftermath of financial crises. 
Taylor (2009) states that; “loose fitting monetary policy (too easy monetary policy), complex securiza-
tion, underestimation of risk on subprime, mortgage markets” induced financial crises. Fligstein and 
Goldstein (2010) emphasises that the global financial crisis emerged after 2003 owing to maintaining 
high profits and volume by performing new sources of raw mortgages in unconventional markets (B/C, 
Alt-A, and home equity loans).

On the other hand, the 2008 global financial crisis (“great recession”) was the worst financial turmoil 
since the great depression of 1929 and the contagious effects of the crisis are still pursued. While the 
debate in terms of reasons behind the “great recession” are still persisted, some common facts have been 
found by the studies. Bianco (2008) states that “housing bubble” in local/global real estate market ow-
ing to low interest rates triggered financial crisis. According to the study, “risky mortgage products and 
lax lending standarts, securization, misratings of credit rating agencies, borrowers in mortgage market, 
government and federal regulatory policies” were main causes of global financial crisis. Gorton (2008) 
describes the global financial crisis` main causes are “asymmetric information between sellers and buyers 
thanks to complexity, sensitive inter linked securities to house prices, spreading risk in an opaque way”.

According to another study, the reasons behind the GFC are “the behaviour of many large, complex 
financial institutions (LCFIs), the legitimate and worthy purpose of securization, rating agencies` role 
in marketing asset backed securities to investors” (Acharya and Richardson, 2009).

By the view of Crotty (2009), light financial regulatory system (“new financial architecture (NFA)”) 
triggered financial imbalances of the US and hereby the global financial crisis emerged. Light regulation 
of commercial banks, excessive risks, liquidity loss as a result of innovation in financial system, weak 
capital requirement system, heavy reliance on complex financial tools are the main reasons behind the 
GFC according to the study.
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Cabellero and Krishnamurthy (2009) draw attention to structural factors behind the securization 
process that caused the boom in real estate market in the United States. The first one is linked to large 
capital inflows from foreigners to the US and the second one is related to excess world savings particu-
larly after “NASDAQ/tech bubble” (p. 584).

Claessens et al. (2010) states that the conditions of the GFC that are common to the past financial 
crises as “sharp asset price increases, credit booms tha led to excessive debt burdens and build-up of 
marginal loans and systemic risk” and the conditions that are characteristic to the GFC as “more so-
phisticated financial intermediaries and instruments; increased interconnectedness, both nationally and 
internationally, among financial markets and a prominent role of household indebtedness”.

Stiglitz (2010) interprets the problems behind the 2008 financial crisis twofolds: “Incentive problems 
and modelling problems”. Incentive problems consist of “executive compensation system, incentives 
for accounting firms, securitazition, rating agency incentives, new conflicts of interest and a new cul-
ture, repeal of glasss steagall, the Bernanke-Greenspan put and morald hazard, creating a credit freze, 
transparency and complexity”. On the other hand, modelling problems constitute “failing to understand 
deversification, intellectual incoherence, detecting Ponzi schemes”.

TIMELINE AND POLICY ACTIONS DURING GFC

Global financial crisis emerged from residential housing market in the US following decelerating house 
price appreciations and defaults of borrowers. Defaults on Alt-A and subprime loans began to escalate 
in 2006 and accordingly investment banks that are largely invested with mortgage backed securities 
started to have liquidity problems.

The financial crisis presented different characteristics in 2007-2009 period. In the first phase of the 
financial crisis (from August 2007 through August 2008), the risk level of subprime mortgage markets 
upsurged, while the whole financial system was relatively affected. In the second phase of the fınancıal 
crisis (from September 2008 through December 2009) subprime financial crisis became global financial 
crisis particularly after the collapse of Lehman Brothers. And, the first deterioration in credit markets 
dated to August 7, 2007 when the French Bank BNP Paribas suspended redemption of its money market 
funds’ sharess (Mıshkin, 2011).

Contagious effects of turmoil in the residential housing market rapidly dispersed into whole financial 
system and eventually Bear Stearns became illiquid in March 2008. Bear Stearns had weaker capital 
adequecy requirements since it was operated under SEC prudential supervision and accordingly it was 
the first financial firm that confronted to liquidity problems. The US authorities decided to assist Bear 
Stearns and the Federal Reserve established a fund of $30 billion ($1 billion from J.P. Morgan, $29 bil-
lion from Federal Reserve) to purchase Bear Stearns’ assets (Wall, 2012).

Fannie Mae and Freddie Mac, which were created to carry out public missions (to ensure stability 
and liquidity in the secondary mortgage market and to provide access to mortgage credit), became to be 
distressed in the meantime Notwithstanding being powerful and profitable public-private partnership, the 
firms were exposed to systemic risk owing to their hybrid structure. Following the defaults in borrowers 
in residential mortgage market, Fannie Mae and Freddie Mac faced to illiquidity problems. Subsequently, 
federal government passed the Housing and Economic Recovery Act (HERA) on July 30, 2008 which 
provided the US Treasury to give unlimited inmestment authority in two firms. Consequently, taxpayers 
injected $187.5 bn into Fannie Mae and Freddie Mac (Frame et al., 2015).
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In the midst of the financial crisis, on September 15, 2008, Lehman Brothers filed for banktruptcy 
protection. Lehman had been suffered large losses sourced from real estate market and consequently 
became illiquid. In spite of takeover wishes by authorities, the company couldn’t be saved owing to lack 
of legal authority (Ball, 2016). Collapse of Lehman Brothers triggered failure in Reserve Money Fund 
as well as other money market funds. Concurrently, the systemic stress spread out to commercial paper 
market and American International Group (AIG). Consequently, AIG collapsed on September 16, 2008 
(Acharya, 2011). Eventually, the Emergency Economic Stabilization Act was approved by the Congress 
which authorized Troubled Asset Relief Program (TARP) (Wall, 2012, p. 8).

EVENTS AND POLICY ACTIONS OF PERIPHERY/
CORE EU STATES DURING AND AFTER GFC

“First generation” Stability and Growth Pact (SGP) was established by passing Maastricht Treaty in 
1992 which had been applied until 2005 and mainly focused on excessive deficits rather than conduct-
ing cyclical fiscal policy. On the contrary, “the second generation” SGB that took place by 2005 reform 
paid attention to cyclical fiscal policies (Bénétrix and Lane, 2013, p. 165). Consequently, EU member 
states has begun to implement contractionary or expansionary fiscal policies actively. Along with mon-
etary policy actions, these policies have also been used by EU governments during and after THE GFC 
in order to exit from crisis. In this section, events and policy actions in terms of cyclical fiscal policies 
implemented in periphery and central EU member states are discussed.

EU member states faced to two crises. The first one is largely emerged from EU banks that are heavily 
invested with US subprime mortgages. European Commission launched the European Economic Re-
covery Plan that involves contractionary fiscal policies in order to mitigate contagious effects of global 
financial crisis (Riet, 2010, p.10).

The crisis in the US became highly contagious thanks to the strong connectedness of financial systems 
of the countries. Narrowing demand mechanisms and international capital movements have dragged 
peripheral countries, especially Greece, Spain, Italy and Portugal, which lacked national currency, to 
the debt crisis (Erdem and Dönmez Atbaşı, 2011, p. 44). Hereby, the second crisis arose from sovereign 
debt of peripheral EU states. With the transition to the Euro, the member states of the European Union, 
which abandoned their national currency, reduced their monetary policy to the inflation target and the 
fiscal policies to the fiscal rule and have begun to implement strict monetary and fiscal policies. These 
policies are shaped according to the needs of “core” countries within the European Union (Lapavitsas 
et al. 2011,p. 322).

One of these peripheral countries, Greece had been faced to fiscal and current account deficits prior 
to the GFC, yet it had been able to finance them. However, Greece’s fiscal deficit and government debt 
increased in 2010 (government budget deficit escalated to 12.7% of GDP and government debt upsurged 
to 115% of GDP by May 2010). Subsequently, Greece made an agreement with International Monetary 
Fund (IMF) and European Commission on May 2, 2010 which involves €110 bn of funds in return for 
aggreeing to reform its fiscal policy (Wall, 2012, pp. 378-379). In exchange for bailout, Greece has 
launched contractionary fiscal policies (tax increase, government expenditure cut) to restore Greek fi-
nancial sustainability. In line with that, Greece agreed to apply fiscal adjustment worth €30bn (or 12.5% 
of 2009 GDP) throughout the next three years (Buiter and Rahbari, 2010).
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Contrary to Greece, Ireland had strong fiscal position, low foreign debt and government surpluses prior 
to the GFC. However, Lehman’s collapse resulted to failure in Irish property market and consequently 
Irish banks begun to have diffuculty in funding since they had been main lenders to real estate market 
(Wall, 2012, p. 15). Subsequently, nationalization of banks, capital injections and asset purchases took 
in place by the government. Thus, Ireland faced to large amount of public debt by virtue of expansionary 
fiscal policies after the the GFC. Following these events, Ireland made an aggreement of €85 bn with 
European Financial Stability Facility (EFSF), the European Financial Stability Mechanism (EFSM), 
IMF and the governments of the United Kingdom (UK), Sweden and Denmark in November 2010. In 
the post GFC period and during European Sovereign debt crisis (Eurozone crisis) Ireland implemented 
contractionary fiscal policies which can be seen on Figure 1.

Prior to global financial crisis, Portugal had met with large external and budget deficits far above 
Maastricht limits. Unsustainable debt levels led Portugal government to seek an economic rescue program 
from European Central Bank (ECB), IMF and EU. On 17 May 2011, IMF and EU agreed to provide 
€26 bn and €52 bn funds through EFSM and EFSF mechanisms respectively (Wall, 2012, p. 16). In 
return, Portugal agreed to implement certain reforms in its financial and fiscal system which include 
contractionary fiscal policies (increase in consumption taxes (VAT taxes), reducing public expenditures) 
(Portugal, 2015, pp. 10-11).

Different than Greece and Portugal, Spain had low levels of government debt and budget surpluses 
before the GFC which can be seen on Figure 2.

Favorouble financial conditions and low interest rates ensured strong growth in corporates, household 
credit and debt in pre-crisis period prompted domestic imbalances in Spain. Along with consequences 
of global financial crisis these imbalances became more acute (Estrada et al., 2009, p. 9). Spanish gov-
ernment implemented expansionary fiscal situmulus packages during financial crisis (between 2008 Q1 

Figure 1. Fiscal policies of Ireland in 1976-2010
Source: Bergin et al. (2011, p. R52)
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and 2010 Q3) and accordingly public consumption surged about 10% cumulatively (de Castro Fernández 
et al, 2014, p. 15).

At the end of 2008, Italy had public debt and government deficit 106% and 2.7% of GDP respectively. 
Italian government implemented both contractionary and expansionary fiscal policies in order to mitigate 
harmful effects of global financial crisis. In August 2008, Italy approved 3 year deficit reducing budget 
and subsequently Italian sitimulus package was introduced in November which involved expenditure 
cuts. This fiscal policy action is followed by the second and third fiscal sitimulus packages in February 
2009 and in June 2009 which included contractionary/contractionary policy actions (Hamburg et al., 
2009, pp. 105-106). The impacts of public finances on Italian macroeconomy can be seen on Table 1.

As it can be seen on Table 1, public expenditures net of interest payments and receipts, public deficit/
GDP soared from 2008 to 2009 owing to deterioration of financial conditions. Concurrently; GDP, pri-
vate consumption, total fixed investment, exports, imports, GDP deflator, public receipts net of interest 
receipts dampaned.

New EU states (Bulgaria, the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, 
Slovenia and Slovakia) on the other hand, faced to adverse effects of global financial crisis particularly 
aftermath of the Lehman Brothers collapse. Among them; some states (Latvia, Hungary and Romania) had 
to turn to the IMF for help, some (Czech Republic, Poland, Slovenia and Slovakia) followed expansion-
ary fiscal policies, some other states (Bulgaria and Estonia) sustained tight fiscal stance (Staehr, 2010).

Different than EU periphery countries, core or central countries within EU (Germany, France, Neth-
erlands, Belgium and Luxemburg) were mostly benefited from expansionary fiscal policies during and 
after the GFC. In 2008, the German government revenue ratio was 43.8% along with strong expenditure 

Figure 2. Dynamics of Spanish government main variables
Source: de Castro Fernández et al. (2014, p. 12)
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growth for government investment, operating expenditure and healthcare sector. The business tax reform 
took in place which led to reduce social contribution rates and this situation can be seen on Figure 3 
(Deutsche Bundesbank, 2008, p. 51).

The French government cut tax rates in 2007-2008 period and sustained high public spending in 2008 
(52.7% of GDP). In 2007, before “the great recession” France has approximately 3% of GDP public 
deficit and the government implemented expansionary/contractionary fiscal policies that can be seen 
on Table 2 (Mathieu and Sterdyniak, 2009).

As it can be seen on Table 2; public balance, output gap, cyclical component and fiscal impulse 
plunged from 2007 to 2008. On contrary; interest payments, cyclically-adjusted primary balance and 
sustainability index went up in the same period. Consequently, French government implemented expan-
sionary fiscal policies in 2007-2008 in which fiscal imbalances were very high due to the contagious 
effects of the GFC.

Dutch government met with rapid deterioration of public deficit and quick decline in net government 
worth during the GFC. The Dutch government sustained expansionary fiscal policies during and after the 
GFC (government guarantees and recapitalization of financial institutions with difficulty) and limited 
stimulating policy measures in terms of fiscal policy were undertaken (Bos and Teulings, 2010, pp. 42-48).

In Belgium, public debt and fiscal deficit upsurged owing to financial crisis particularly in 2008-2009 
and consequently it was subject to European excessive deficit procedure (EDP) at around the end of 2009. 
Aftermath the financial crisis, Belgian government implemented/sustained expansionary fiscal policies 
(rise in primary expenditure, government investment and social security benefits) (Bisciari et al., 2015).

Table 1. The Impacts of public finance on ıtalian macroeconomy during GFC

Baseline  
Contractionary 

Policy

Contractionary 
Policy and Cycle

Deviations 
From 

Benchmark2008 2009

GDP -1.3 –5.1 0.6 1 1

Private consumption –0.8 –1.8 0.5 1.1 1

Total fixed investment -4.0 -12.2 1.3 1.4 0.7

Exports -3.9 -19.1 0 0.3 0.4

Imports -4.3 -14.6 0.9 1.4 1.2

GDP deflator 2.8 2.1 0 -0.6 -1.6

Public expenditures net of interest payments 3.4 4.9 1.5 1.6 2.7

Public receipts net of interest receipts 1.1 -1.9 1 -1.5 -4.5

Public deficit / GDP 2.7 5.3 0.2 1.5 3.5

Public deficit net of interest payments and 
receipts / GDP -2.2 0.9 0.2 1.5 3.4

Public expenditures net of interest payments 
/ GDP 44.2 47.8 0.4 0.6 1.6

Public receipts net of interest receipts / GDP 46.5 47 0.2 -0.9 -1.8

Public deficit net of interest payments and 
receipts -2.2 0.9 0.2 1.4 3.3

Source: Produced by Table 2 in Hamburg et al. (2009, p. 114)
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Figure 3. German government fiscal ratios
Source: Deutsche Bundesbank (2008, p. 52)

Table 2. Fiscal determinants in France

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Public balance -3.3 -2.6 -1.8 -1.6 -1.5 -1.6 -4.1 -3.6 -3.0 -2.3 -2.7 -3.4

Output gap -1.2 -0.1 0.7 2.4 1.8 0.6 -0.6 -0.6 -0.9 -0.7 -0.6 -2.4

Cyclical component -0.6 -0.1 0.3 1.2 0.9 0.3 -0.3 *0.3 -0.4 -0.3 -0.3 -1.2

Interest payments 3.1 3.0 2.8 2.7 2.7 2.7 2.6 2.5 2.4 2.3 2.5 2.6

Cyclically-adjusted 
primary balance 0.4 0.5 0.7 0.0 0.2 -0.8 -1.2 -0.8 -0.2 0.3 0.1 0.4

Fiscal impulse -0.2 -0.2 0.7 -0.2 1.0 0.4 -0.4 -0.6 -0.5 0.2 -0.3

Sustainability index 1.0 0.5 0.3 -1.2 -0.9 -1.1 -0.9 -0.5 0.3 0.7 0.4 1.6

Source: Mathieu and Sterdyniak (2009, p. 20)
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Likewise, Austria sustained expansionary fiscal policies during and after the GFC. The Austrian 
government implemented bank aid programme, state subsidies for investments as well as tax reliefs for 
businesses and families in the midst of 2008 financial crisis (Marhold et al., 2011).

Luxemburg owned Europe’s largest investment fund and the second largest second money market 
industries and consequently was exposed to adverse effects financial turmoil of 2008. Bank rescue pro-
grams were took in effect (Fortis and Dexia banks) to ensure financial stability (International Monetary 
Fund, 2009). Similar to other core EU states, Luxemburg implemented expansionary fiscal policies 
during the GFC (e.g., government consumption rose from 0.4% of GDP in 2008 to 4.5% of GDP in 
2009 (Verduijn, 2013).

CONCLUSION

Active fiscal policies have been carried out by the governments in mitigating adverse effects of finan-
cial imbalances since the great depression. In addition, it is accepted that the only way to circumvent 
severe dampening in total demand is to benefit from expansionary fiscal policy implemented globally. 
In line with that, expansionary fiscal policies have begun to take in effect particularly in more developed 
countries during and after the GFC.

EU states have also begun to apply expansionary/contractionary fiscal policies in order to exit from 
financial tormoil during the GFC and Euro Sovereign debt crisis; while the subjective conditions of the 
governments determined the type of the policy action. The more developed ones have begun to benefit 
from expansionary fiscal policies; yet the less developed ones have begun to benefit from contraction-
ary fiscal policies.

This chapter has analyzed fiscal policies implemented in “periphery”/”core” EU states during and 
after global financial crisis. The EU member countries faced to systemic stress of global financial crisis 
owing to EU banks and financial institutions that were largely invested with the US subprime mortgages 
during the GFC. In line with the policy actions held in the US, the EU countries undertook bank rescue 
operations, government guarantees for interbank lendings and recapitalization of financial institutions 
(expansionary fiscal policy actions), applied fiscal stimulus packages that involves national counter-
cyclical fiscal policies within the EU framework.

New EU states actively undertook expansionary/contractionary fiscal policies during global financial 
crisis. Among them; while some (Latvia, Hungary and Romania) had to turn to IMF for help, some 
implemented expansionary

During the GFC, some periphery EU states (Spain, Italy) benefited from both expansionary/contrac-
tionary fiscal policy actions (fiscal stimulus packages).

Aftermath of the GFC, the EU area countries confronted to contagious effects of systemic stress 
spread out from periphery EU states. Bailout packages were provided to some of these periphery EU 
states (Greece, Ireland, Portugal) in exiting financial instability states, which in return the governments 
agreed to reform its fiscal policy which involves contractionary fiscal policy actions.

Core or central EU member countries (Germany, France, Netherlands, Luxembourg, Belgium) on 
the other hand, mostly benefited/implemented expansionary fiscal policies (increase in government 
expenditure, tax cut, overnment guarantees and recapitalization of financial institutions with difficulty, 
bank aid programme) during and after the GFC.
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To sum up, governments within the EU actively benefited from expansionary/contractionary fiscal 
policies along with monetary policy actions in exiting the great recession and sovereign debt crisis. 
Nonwithstanding to the effort of the EU to act concurrently within the framework established by Euro-
pean Action Plan, subjective conditions of the countries directly influenced the type of the fiscal policy 
actions. Besides, lack of fiscal supervisory authority within the EU area that has power over member 
states made difficult to overtake simultaneous fiscal policies for all member states.

While the debate over the reasons behind the global financial crisis still persisted, the consequences of 
the crisis detrimentally affected both core/periphery EU member states. Eventually, financial firms and 
banks which had operated with “animal spirits” to produce more profit were rescued or recapitalized by 
governments or countries were funded with bailout packages provided by IMF, EU or ECB. However, 
the cost of government rescue programmes or government guarantees distributed to all of the citizens 
by fiscal stimulus packages. Therefore, more regularity supervision mechanism should be set up in order 
to sustain tight fiscal stance and to avoid systemic stress during financial imbalances.
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KEY TERMS AND DEFINITIONS

Contractionary Fiscal Policy: Use of fiscal policy by decreasing government spending or raising taxes.
Contractionary Monetary Policy: Use of monetary policy (raising interest rates, selling treasury 

notes, or reserve requirements) in order to reduce inflation.
Eurozone Crisis: Economic downturn starting initially from Portugal, Ireland, Spain, Greece and 

Italy with symptoms of the collapse of financial institutions, high government debt, and raising yield 
spreads in government securities within the Euro area in 2008.

Expansionary Fiscal Policy: Use of fiscal policy by increasing government spending or cutting taxes.
Expansionary Monetary Policy: Expanding money supply by lowering interest rates, reducing 

reserve requirements for banks or buying Treasury notes.
Fiscal Policy: Implementation of tax policies, government spending, and borrowing in order to affect 

macroeconomic determinants including inflation, employment, economic growth, or aggregate demand.
Great Depression: The worst economic downturn starting after stock market crash of October 1929 

and lasting to 1936.
Great Recession: Global economic turmoil emerging from the US residential mortgage market and 

spreading to global financial markets as well as real sectors in 2007-2009 period.
Monetary Policy: The action of monetary authority in identifying the size and rate of money supply.
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ABSTRACT

The Maastricht Treaty brought many innovations in the process of harmonization of the EU. This treaty, 
which was realized in 1993, aims to harmonize the economic, financial, legal, and political aspects of 
the EU members. Two basic financial criteria were identified in the financial stability and harmoniza-
tion process. The first is the ratio of member countries’ budget deficits to GDP. The second is the ratio 
of the member country’s public debt to the GDP. In this chapter, it will be revealed how EU member 
countries are adapting to financial criteria. For this purpose, reports and statistics published by interna-
tional organizations such as OECD and EU will be examined. It will be seen in many of the EU member 
countries can not adapt to these criteria. Especially after the 2008 Global Financial Crisis, there were 
difficulties in adapting to these criteria. The EU Council put into effect several legal regulations in the 
harmonization process. Although many legal sanctions were put into effect for this purpose, success in 
complying with the financial criteria were not achieved.

INTRODUCTION

The Maastricht Treaty was signed in 1991 and entered into force in 1993. It is an important milestone in 
the process of creating a stable and stronger EU. With the Maastricht Treaty, basically two criteria have 
been asserted. The first criteria of these is to assure the fiscal discipline, the second one is to assure the 
monetary discipline. Both criteria are aimed at achieving stable growth and strengthening the economies 
of the member countries. Occasionally, control mechanism becomes a part of putting both these criteria 
into effect, in fact; sanctions can be imposed to the concerned countries.
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Stability and Growth Pact (SGP) entered into force in 1997 in order to ensure the implementation of 
these criteria, which was established by the Maastricht Treaty, in a more powerful and decisive manner. 
The accordance of the concerned country is observed, the report is prepared, the recommendations are 
presented and the measures to be taken are set forth with Stability and Growth Pact.

When considered the accordance of EU member countries with the criteria that is stated by the 
Maastricht Treaty, it is seen that the criteria for monetary discipline has achieved a certain success. 
However, when considered the ratio of budget deficit and general administrative debt to GDP(in other 
words, in view of compliance with the criteria for achieving fiscal discipline), it seems difficult to say 
that it provides the same success.

In Turkey, a situation arises in contrast to EU countries. Turkey’s budget deficit and the ratio of 
general administrative debt to GDP seem better than the EU countries. However, the inflation rate of 
Turkey, it is seem to be well above the EU average in terms of long-term government bond interest rate 
and the exchange rate. This situation is reached the result that Turkey should take certain measures 
for the future in terms of financial and economic stability. Otherwise, it will be left alone with bigger 
economic problems.

AN OUTLINE OF THE EUROPEAN UNION AND THE TREATY OF MAASTRICHT

The origin of EU is based on European Coal and Steel Community (ECSC) that is founded on Paris 
Agreement in 1951. The destructive effects of wars that happened between Germany and France for 
years and the issue of coal and steel between these countries are influential on the origins of idea of 
union (Falay, 2007, pp.223). Six member- community that had Belgium, Federal Republic of Germany, 
Luxemburg, France, Italy and Holland was constituted European Economic Community (EEC) and 
European Atomic Energy Community (EURATOM) established by the Treaty of Rome in 1951 (EU 
Ministry,2018).

The ECSC, EEC and EURATOM, which had previously organized and operated in separate com-
munities, were named as the European Community (EC) with two treaties signed in 1957 and 1965 as 
a result of the idea of merger or fusion. In 1973, England, Denmark and Ireland; in 1981, Greece; in 
1986, Spain and Portuguese; in 1995, Sweden, Finland and Austria have joined the community and the 
number of the members has reached 15. After the collapse of the Eastern Bloc and the Soviet Regime, 
ten countries were included in the community in 2004, following the transition of the Eastern European 
countries to the market economy (Hungary, Czech Republic, Poland, Estonia, Latvia, Lithuania, Slovenia, 
Slovakia, Malta, South Cyprus), (European Union, 2018).

After the Treaty of Rome that established the EU, the Treaty of Maastricht which included the most 
comprehensive amendment was signed on 9th-10th December,1991 and came into force on 1st Novem-
ber,1993. This treaty, which holds the qualification that is a kind of EU Constitution and establishes the 
European Union which is called current name, has many provisions ranging from financial-economic 
and monetary union, EU citizenship, foreign policy, justice mechanism and common security (Bilici, 
2012, pp. 40-43).
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STRUCTURE AND BASIC CHARACTERISTICS OF EU BUDGET

The foundations of the EU budget are based on the ECSC, the EEC and the EURATOM, which have the 
founding treaty. By the time of progress, three institutional budgets were merged into a single budget 
starting in 1968. Accordingly, while the budget is drawn up and implemented, the earning and charge 
are included in a single budget as a matter of the union principle. There are basically three organizations 
involved in the EU budgeting process. The European Commission, the first of these, is responsible for 
the budget process and its implementation. The second is the European Parliament and is involved in 
the ratification process of the EU budget. The third important role in budgeting belongs to the European 
Court of Auditors and is responsible for the control of budgetary accounts (Falay, 2007, p. 224).

As it can be seen the table below, the most important share is allocated to Sustainable Growth and 
Natural Resources from the annual budget. 42.5 billion Euros of this expenditure item are allocated to 
the European Agricultural Guarantee Fund. That is to say; the EU attaches great importance to agricul-
tural support. Besides this, Economic, Social and Regional Integrity are ranked as the second. Within 
this item, the remedial expenditures for regional differences are ranked as the most important with 19.3 
billion Euros. The share that is allocated to Joint Research and Innovation expenditure from the item 
of Growth and Employment for Competitive Capacity is approximately 10.5 billion Euros. In Global 
European expenditure item, pre-accession financial aids attract the attention.

By 2017, the total income of the EU budget is around 135 billion Euros. The most important source 
of income within the EU budget is the GNP contributions of the member countries. The share in the 
total union budget is around 80%. Other incomes include incomes such as agricultural taxes, customs 
taxes, VAT (European Commission, 2018).

THE CONCEPT OF BUDGET DEFICIT

Balanced budget which is among the basic assumptions of the Classical Economic Approach, limited 
public expenditure and limited government activities, have been started to be considerably discussed 
with the unemployment and stagnation that coexisted with the 1929 Great Depression. Since then, it 

Table 1. The items of payments of European Union

Budgetary Items Billion EURO Rates in Total Budget (%)

Annual Budget Life-Cycle 157 100

1a Competitiveness for Growth and Jobs 21,3 14

1b Economic, Social and Territorial Cohesion 53,5 33

2. Sustainable growth: Natural resources 58,6 37

3. Security and Citizenship 4,3 3

4. Global Europe 10,2 7

5. Administration 9,4 6

6. Compensations 0 0

7. Other Special Instruments 0,6 1

Source: European Commission, Annual Budget, 2018
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is defended that the government will provide the full-employment and stop the business stagnation by 
intervening the economy in particular points that the private sector cannot be sufficient with the Com-
pensatory Budget Theory. In addition, it has been stated that the government shouldn’t refrain from 
budget deficits in full employment and that the budget balance between two welfare periods of economy 
should be based with the Cyclical Budget Theory (Bulbul, 2017, pp. 28-34).

Industrialization, population growth, urbanization, diversification of human needs increase the sig-
nificance of infrastructure investments and public services. Depending on these factors, the more the 
government has taken part in economy, the more public expenditure and the quantity of loan have been 
increased. This situation has resulted in countries being away from public fiscal discipline and increas-
ing budget deficits (Vural, 2007, p. 97).

Tersely, the budget deficit usually represents the difference between the income and expenditure of 
government in a year. In other words, it stated that public expenditures are higher than public income. 
In addition, various budget deficit definitions are included. As follows;

• Public Deficit (Public Sector Borrowing Requirement – PSBR or Public Sector Deficit) represents 
the difference between total public expenditures and total public incomes over a period of time. 
Thereby, PSBR includes the sum of the deficits of the social security institutions, public economic 
organizations, funds, revolving fund enterprises of the local administrations beside the central 
state organization (Sakal, 2003, p.32). Therefore, the concept of the Government Deficit discusses 
the budget deficit in a comprehensive manner.

• Conventional Deficit is the difference between public incomes and expenditures in a certain time 
of period when debt is excluded from principal repayments. However, in Conventional Deficit the 
interest paid for the debt principal is shown in the public expenditure.

• The Primary Deficit is the budget deficit that arises after interest payments have been removed. 
The fact that this deficit continues for many years shows that the country has moved away from its 
fiscal discipline. The primary surplus in the Stand-By Agreements with the IMF has been set as 
the decisive benchmarker.

• Operational Deficit brings about the sum of the primary budget deficit and real interest payments. 
In this case, if the nominal interest rates are higher than the inflation rate, it means that the debt 
burden of the government increases or the budget deficits increase (Bulbul, 2017, pp. 248).

THE FINANCIAL CRITERIA DETERMINED BY THE MAASTRICHT TREATY

These criteria, shortly known as the Maastricht Criteria, are aimed at ensuring a balanced and coherent 
transition to the common monetary system. These criteria, which are set forth in articles 104 and 121 
of the Maastricht Agreement, known as the constitutional treaty and constitution of the EU, are further 
elaborated in the Protocol on the Harmonization Criteria Protocol and the Procedure to be Implemented 
in the Extreme Open (Bilici, 2012, pp. 104-106).

These criteria, which are more strongly expressed in the Stability and Growth Pact, are basically 
expressed under two main headings (Sen, 2010, pp. 35). First, the financial criteria aimed at fiscal 
discipline; and the second is the economic criteria that tries to provide the monetary discipline. These 
criteria, which are consisted of five items in total, are shown below (European Commission, 2018).
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Criteria for Ensuring Fiscal Discipline

• Budget Deficit: The budget deficits of member state should not exceed 3% of GDP.1

• Public Debts: Public debt of the member country should not exceed 60% of GDP.2

The Criteria for Ensuring Monetary Discipline

• Inflation Rate: The average annual inflation rate of any member country should not exceed the 
average rate of inflation of the three member states with the lowest inflation rate in the EU by 1.5 
points.

• Interest Rate: The long-term government bond interest rate of any member state should not 
exceed the average interest rate of the three member states with the lowest inflation rate by more 
than two points.

• Foreign Exchange Rates: Member countries’ money must be included in the European Monetary 
System Exchange Mechanism and the exchange rate of the national currency must be left to nor-
mal fluctuations in the last two years and the value exchange (+/-) within the exchange mechanism 
must not exceed 15% without devaluation.

FINANCIAL CRITERIA DATA

There are two criteria determined by the Maastricht Treaty. The first of these is the share of budget 
deficit in GDP and the second is the share of public debt in GDP.

Budget Deficit Data

Under the budget deficit criterion, which is the first criterion for ensuring fiscal discipline, the figure 
resulting in comparing the budget deficit of the member country to GDP must not exceed 3%. In follow-
ing table, which is based on the OECD data, it primarily should be checked at the financial performance 
of the EU member states.

Looking at the average of the EU member countries, it is observed that it has stayed below 3% until 
2009. With the impact of the 2008 Global Financial Crisis, this rate has started to increase since 2009.
After 2014, the rate has fallen to less than 3%, which is the result of countries distinctly implementing 
fiscal stabilization programs. On the other hand, the same trend appears in the average of the countries 
including Euro. Thus, it comes into a picture that a stable monetary and fiscal structure, one of the main 
objectives of the common currency, cannot be achieved in times of crisis.

Estonia, Switzerland and Sweden are countries that have not passed the 3% rate for a whole period. 
In fact, after the 2008 Global Crisis, the budget deficits of these countries have been further reduced. 
It is needed to tell the countries; Greece, Norway, Portuguese, Spain, Ireland and Slovakia among the 
countries with high levels of budget deficits. These countries have faced high budget deficits for almost 
the entire period. Ireland reached the highest level in 2010 with 32.05%. Also, Norway is seen as reach-
ing 18.67% in 2008 and Greece in 15.14% in 2009.
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The budget deficit has followed an unstable course in many EU member countries. However, in general, 
it is observed that the budget deficits have increased after the 2008 Global Financial Crisis. It appears 
that a similar trend has emerged in other non-EU countries as well. However, in Chile and Korea, unlike 
in other countries, budget deficits are likely to decline since 2008. The country with the lowest budget 
deficits is Mexico. It is appeared that in countries such as Australia, Canada, China, Chile, Denmark, 
Finland, Luxembourg, and New Zealand, have had a surplus in the budget in many years.

Public Debt Data

The second financial criteria of the Maastricht Treaty is that the ratio of the general administrative debt 
of EU member countries to GDP does not exceed 60%. The table below shows the percentage of the ratio 
of the general administrative debt of selected countries to GDP based on OECD data. Since the financial 
criteria of Maastricht are the criteria that the EU member states must respect, firstly it is analyzed the 
data of these countries and then compared with the other countries.

Countries that did not exceed 60% during the whole period were the Czech Republic, Estonia, Latvia, 
Lithuania, Luxembourg, Norway, Slovakia and Switzerland. It is observed that the general administrative 
debt of many EU member countries has dramatically increased after the 2008 Global Financial Crises. 
Especially, in Greece this rate has increased to 180%. The highest increase is seen in Ireland. The ratio 
of general administrative debt to GDP, which was around 30% before the Global Crisis, increased to 
around 130% after the Global Crisis. A similar trend also occurred in Portuguese. This ratio, which was 
around 60-70% before the crisis, reached 150% after the crisis.

Considering the EU member-countries and the countries outside the EU, it is seen that the share 
of developed countries’ general government debt in GDP is higher than in emerging economies. For 
instance, this rate has recently surpassed 230% in Japan. Japan is one of the countries with the highest 
debt trend in the world. The similar situation is experienced in strong countries like the USA, the UK, 
Germany, France. The ratio of general government debt of these countries to GDP has almost doubled 
in the last decade. From this point of view, it can be concluded that there is a parallelism between the 
level of development and general administrative debt. In other words, it is seem that the public debt 
of developed or economically powerful countries have a higher trend than developing countries. The 
question is what kind of consequences this situation will create in terms of the financial structure and 
financial stability of the developed countries in the future.

Chile, Mexico and Turkey are ranked among the non-EU countries that have the lowest ratio of gen-
eral administrative debt to GDP. These countries are OECD member countries and are included in the 
classification of developing countries. Especially, financial stability programs that were implemented 
in Turkey after 2000, have been effective in reducing the share of public debt in GDP.

THE SCOPE OF APPLICATION OF THE FINANCIAL CRITERIA 
REVEALED BY THE MAASTRICHT TREATY IN EU COUNTRIES

Measures that were taken to ensure fiscal stability may be at the legal or constitutional level (Yuzbaşıoğlu, 
2012, pp. 44 - 48). When it can be determined at the legal level in some Latin American countries, in 
the countries such as; Canada, Spain, Sweden, it can be determined at the constitutional level in the 
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countries such as the USA, Poland, Germany. In the EU, financial criteria are set forth by the Maastricht 
Treaty and the Stability and Growth Pact based on it (Vural, 2007, p. 99).

Figure 1 shows the distribution of the rules applied to ensure fiscal stability in EU countries by type3. 
It is observed that among the rules that are ranked since 1990, the budget balance(budget deficit) rules 
have been applied most in number. Then debt rules and expenditure rules are applied. It is understood 
that the revenue rules in EU countries are the least applicable rules.

It is shown separately the numerical distribution of the financial rules applied in EU Member States at 
the level of general government, central government, regional government, local government and social 
security. It is seen that the budget balance rule is applied in the highest level in the general management 
and the income rule is applied in the least in terms of number. It is also seen that local governments are 
applied the budget balance rule the most.

Stability and Growth Pact (SGP) entered into force in 1997 in order to ensure that the financial criteria 
established by the Maastricht Treaty were implemented in a more powerful way. The SGP is an actual-
ized version of the financial criteria that were asserted by the Maastricht Treaty. SGP includes preventive 
and remedial rules for the implementation of financial criteria in member countries (Sen, 2010, p. 35).

The most important innovation that was brought by the SGP is the Early Warning System and the 
Excessive Deficit Procedure (EDP). The Early Warning System foresees that it is intervened in the 
member state being in a position of the tendency of occurrence of excessive budget deficit. Excessive 
Deficit Procedure begins to process if the budget deficit of member state determined by the Maastricht 
Treaty exceeds 3% of GDP (Sen, 2010, p. 35).

The Early Warning System includes a package of remedial precautions or a package of precautions 
that must be taken to be forestalled the deficit or to prevent further increases for the countries that are 
able to have the budget deficit. In other words, it contains the necessary steps and financial reforms. 

Figure 1. Distribution of fiscal rules implemented in EU countries by type
Source: European Commission (2018), Numerical Fiscal Rules in EU Member Countries, https://ec.europa.eu/info/sites/info/
files/economy-finance/f1_nfr_type.pdf
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Accordingly, EU member countries were called at various periods. For example, between 2002 and 
2010, countries such as Portuguese, France and Germany were called to meet their fiscal deficits. Also, 
countries such as Greece, Romania and France were made proposals that included a series of financial 
reforms (European Commission, 2018).

The European Commission monitors the countries within the scope of the Early Warning System 
and reports on whether the deficit is an exceptional case or not. The Excessive Deficit Procedure is 
abolished for the countries that meet these recommendations. The Excessive Deficit Procedure was ap-
plied to countries such as Greece, Spain, Ireland, the UK within the EU member countries (European 
Commission, 2018).

In order to reduce and even eliminate the 2008 Global Financial Crisis and the negative effects on the 
EU countries, the Six-Pack was accepted and entered into force by the Council of Europe in 2011 upon 
the proposal of the European Commission. The Six-Pack includes a vision of structural fiscal reforms 
towards strengthen fiscal structure, controlling more effectively of the budget deficits and precautions 
to be taken (European Commission, 2018).

THE EMERGENT PROBLEMS AND POSSIBLE RESULTS OF 
ACTUALIZING THE MAASTRICHT FISCAL CRITERIA

The implementation and monitoring of the fiscal and economic criteria mentioned above by all member 
states is important from two perspectives. The first is that the EU’s financial and economic integration 
process can be completed wholesomely; the second is that it can be created a stronger EU.

Figure 2. Distribution of fiscal rules in EU countries by public administration areas
Source: European Commission (2018), Numerical Fiscal Rules in EU Member Countries, https://ec.europa.eu/info/sites/info/
files/economy-finance/f1_nfr_type.pdf
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It is a fact that there are some risks or problems at actualizing of The Maastricht Fiscal Criteria. It is 
ranked the main causes and the possible results as follows:

• Although the EU has taken important steps towards monetary union, it is still an important future 
risk for public finance to be dominated by national policies. The fact that the euro is accepted by 
seventeen member states and the monetary policy is carried out from a single instrument (the 
European Central Bank) but the fiscal policies are left to the powers of the member states and as a 
result failure of running these two policies together prevents the Maastricht Criteria from succeed-
ing (Yuksel, 2014, pp. 2 -3). Member states have been able to act independently on issues such as 
debt, labor force, foreign trade.

• Not required to be financed the countries that are weak in terms of financial and economic, espe-
cially Greece, from the union budget. This has started to be discussed more strongly after the 2008 
Global Crisis. Loans to Greece have been critically criticized by the public opinion within the EU. 
Because the Greek crisis is not simply linked to the Global Financial Crisis. The EU has been 
criticized seriously that Greece misrepresents consciously its financial and economic indicators.

• The problems created by the 2008 Global Crisis. In addition to the interdependence of the mem-
ber states of the Union, the inability of the member states to take independent decisions and their 
dependence on EU common policies led to the further deepening of the crisis within the EU. 
However, due to the excessive debt of countries such as Spain, Greece, Portuguese and Italy, and 
structural problems of the EU, the crisis deepened and made to be taken permanent measures 
against crisis obligatory. (Yuksel, 2014, pp. 2 -3).

• At certain periods, these criteria have been used to stretch. For example, it is allowed that the 
limit of 3% is allowed to be exceeded on condition that it is “temporary” and “close to the limit”, 
and each country exceeding this limit has been decided to prepare a report containing the reasons 
for the border crossing and the given time to decrease 3% for the countries exceeding has been 
increased from a year to two years. On the other hand, sanctions do not go into effect if there is a 
decrease of at least 2% in the GDP of the member country in extraordinary circumstances such as 
the economic crisis that has taken place out of its control of related member and has caused great 
effects in the financial situation (Aysu, 2010, pp. 472).

• These criteria, which have been mentioned above, have not been fully implemented for strong and 
arbiter countries within the EU, such as Germany and France. The inability of operating the penal 
mechanism in such countries has lifted the persuasiveness of the fiscal criteria established by the 
Maastricht Treaty. Indeed, it has been had a discriminatory attitude against some countries in their 
application of fiscal criteria.

• The fact that the Council of the EU Finance Ministers is responsible for sanctions and the fact that 
this council is made up of politicians is also a criticism (Aysu, 2010, pp. 393-395).

• It is not seen to be easy that the EU which has still continuing problems in tax harmonization 
actualized entirely these mechanisms of a fiscal nature.

• The separation of England from EU membership. The UK’s cautious approach to EU membership 
from the beginning, and at result its separation with the referendum, has caused the EU’s criti-
cisms to be voiced aloud.
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As a result, the existence of the problems mentioned above removes the persuasiveness of the full 
implementation of the Maastricht Criteria. Countries such as Germany and France need to take impor-
tant steps in this regard. Although the financial and economic backgrounds of the member countries are 
different, more decisive steps must be taken to ensure harmonization. It is impossible to think the EU 
which cannot provide financial and monetary union. The foundations of the EU have been laid down in 
this direction and it is an obligation that financial and economic harmonization be ensured in order to 
strengthen the union. Otherwise, some other countries such as the UK will be able to make decisions 
for separation.

THE SANCTIONS TO BE APPLIED IN THE CASE OF FAILURE 
TO COMPLY THE MAASTRICHT FISCAL CRITERIA

The main objective of the fiscal and monetary criteria laid down by the Maastricht Treaty is to ensure 
financial stability and sustainable growth. However, it will not be sufficient to set only fiscal and mon-
etary criteria. It is also important to develop control mechanisms for this and to apply certain sanctions 
to countries that do not comply with these criteria. In case of failure to comply with financial criteria 
sanctions can be changed from country to country (Aysu, 2010, pp. 468 - 469).

The basic fiscal criteria set within the EU are budget deficit (not exceeding 3% of GDP) and debt 
criteria (not exceeding 60% of GDP). In case of exceeding these equal values, the Excessive Deficit 
Procedure is introduced and monetary sanctions can be applied on the concerned country (Schuknecht, 
2004, p.11). This is clearly demonstrated in Article 126 of the Treaty on the Functioning of the EU and 
the European Commission has been tasked with monitoring it (Bali & Celen, 2010, pp. 189-190).

If the concerned country is observed under the Excessive Deficit Procedure and it is determined that 
the budget deficit is not temporary and exceptional, an amount of 0,1% of the GDP of the concerned 
country is kept in an account in the EU as interest free for every 1% exceeding the budget criteria. In 
addition, the following types of sanctions may be introduced: being announced of the countries that do 
not comply with the criteria in the EU public opinion 4, being proclaimed of extra information about new 
debt securities or problems in economic situation when it is issued the bonds of the concerned country, 
the failure of the European Investment Bank loans to be used in countries that do not meet the criteria, 
etc. (Gungor, 2011, p. 85).

Due to the fact that the UK is not in a monetary union, the EU Commission has decided to recom-
mend that these criteria are not binding for the UK but that they meet the criteria. Due to the fact that 
the UK is not in a monetary union, the EU Commission has recommended that these criteria are not 
binding for the UK but that they meet the criteria. On the other hand, the separation of the UK from the 
EU after the referendum has made it debatable for the credibility and validity of these criteria, which 
were generally established by the Maastricht Treaty and strengthened by the SGP.

HARMONIZATION OF TURKEY WITH FİSCAL CRITERIA

Looking two main fiscal criteria laid down by the Maastricht Treaty from the harmonization of Turkey 
aspect, it is seen that the ratio of Turkey’s budget deficit and general government department to GDP is 
under the EU average (See Table 2 and Table 3). It is appeared that fiscal criteria of Turkey is at a bet-
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ter level as it is compared with the strongest economy of Europe especially, Germany, Fransa etc. This 
situation shows that Turkey seeks to provide a certain financial discipline.

Turkey has taken important steps towards ensuring fiscal discipline and financial stability since 2000. 
Many regularizations that have the characteristics of financial reform have been actualized with the 
Stand-By Treaties that is concluded with IMF, the Anti-Inflation Programme and Strengthening of the 
Economic Transition Programme. That some of the innovations that have the characteristics of financial 
reform have been actualized since 2000 are listed below:

• “By amending the Central Bank Act (Law no. 4651) on April 25, 2001, it has been prevented that 
the Central Bank gives advance payments to the Treasury and other public institutions and orga-
nizations, opens a credit and buys the debt instruments that was issued of these institutions from 
the primary market” (Buhur, 2016, pp. 133-148).

• “The Law on the Regulation of Public Finance and Debt Management No. 4749 published in 2002 
introduced indebtment limits and open indebtment rules for the public sector”5 (Toker, 2002, p. 
32).

• The funds, whose source is uncertain, which it cannot be obtained certain information on where 
they are spent and which constitute a significant risk to maintain fiscal discipline, have dramati-
cally been liquidated.

• With the Public Financial Management and Control Law No. 5018 adopted in 2003, an important 
step has been taken towards ensuring fiscal discipline and financial transparency. It is a crucial 
legislative act to establish an effective mechanism to ensure fiscal discipline and financial trans-
parency and accountable in public financial management. In Article 16 of this Law, it is stated that 
the Medium Term Program and the Medium Term Fiscal Plan based on this will be prepared. The 
Medium Term Fiscal Plan, which includes the predictions of total income and expenditure for the 
next three years, target deficit and debt and the limits of supplies offer of public administrations, 
is one of the most important instruments to ensure fiscal discipline in public fiscal management 
(Buhur, 2016, pp. 133-148).

When it is checked the given the criteria for securing monetary discipline (inflation rate, interest 
rate and exchange rate criteria), it is difficult to say that it is successful. According to data of Turkish 
Statistical Institute (TSI), the Consumer Price Index (CPI) figures are seen to show a change at the ratio 
of 10.85% compared to the same month of the previous year in April 2018 (TSI, 2018). It is seen that the 
EU average is 1.3% in the same period (OECD, 2018). Being in rise such very high levels of the most 
important criteria for providing monetary discipline (almost ten times the EU average) is a risk factor 
for the economy and future of Turkey.

When it is checked long-term public bond interest rates, it is seen that public bond annual accumu-
lated interest rate in Turkey is around % 13 – 14 (Turkey Is Bank, 2018). On the other hand, this rate 
is observed to be around 4% in developed countries such as Germany, France, England and the USA 
(OECD, 2018). It is understood that long-term interest rates in Turkey compared to developed countries 
are about three times more. This situation causes the crowding-out effect of private sector investment 
expenditures (Atac, 2006, p. 15).

Besides, being above $ 50 billion of Turkey’s foreign trade deficit for the year 2018 (Ministry of 
Development, 2018), the depreciation of the Turkish Lira and increasing the prices of petrol products 
cause to increase the costs for domestic manufacturers.
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Tax structure in Turkey contains certain problems. Namely; the emphasis is on indirect taxes, the 
exemption and the multiplicity of exceptions, the predominance of the tax burden on salary earner, 
frequent tax amnesties and the opinions on inability of running the tax system fairly are the problems 
that should be resolved.

That the ratio of Turkey’s budget deficit and general government debt to GDP is close to the criteria 
mentioned in in the Maastricht Treaty must be assessed in a positive way. However, while setting out 
the Maastricht Criteria, it has been underlined that it is important to provide monetary discipline in ad-
dition to ensuring fiscal discipline. Only ensuring the fiscal discipline will not be enough. Turkey must 
take important future steps towards especially controlling the inflation rate and reducing the long-term 
public bonds interest rates, reducing the foreign trade deficit.

CONCLUSION

The first of the criteria laid down by the Maastricht Treaty is the criteria for achieving fiscal discipline. 
The second is the criteria for ensuring monetary discipline. It seems that a majority of EU member states 
have failed to achieve financial criteria. Given the ratio of the budget deficit to the GDP, it appears that 
many EU member states are not able to adapt the criteria of %3 that is the basic criterion. Also, it is 
understood that many EU member states are not able to adapt to the criteria of 60% which is the rate of 
general government debt to GDP.

The share of general government debt in GDP appears to be higher in developed countries. Especially 
a high-rate public debt trend is observed in countries like Japan, the USA, the UK. This indicates that 
there is a parallel between public debt and development levels. On the other hand, it is understood that 
emerging economies have a relatively lower level of public debt. This situation is concluded that public 
debt has a rising trend around the world. What kind of consequences this situation will have on public 
finance in the future is waited as a question mark.

Referring to the criteria for providing monetary discipline which is the second criteria laid out by 
the Maastricht Treaty, it appears that especially inflation rate, long-term government bond interest rates 
in the countries such as; Germany, France, the UK, the USA are better than in Turkey. In Turkey, these 
rates are much higher than the determined criteria. This situation shows the parallelism with the level 
of development. In other words, inflation rates and long-term interest rates in developed countries are 
better than those in developing countries.

It has been observed that the Fiscal Criteria have not been effective especially during periods of 
economic and financial crises. In many EU member countries, along with the 2008 Global Financial 
Crisis, both the share of general government debt in GDP and the share of budget deficits in GDP have 
increased considerably. In this case, the financial criteria set out in the Maastricht Treaty should clearly 
state what kind of operability it has in the period of economic and financial crises and what kind of 
mechanisms should be put in place to counteract the crises impacts.

The Maastricht Criteria, which were tried to be implemented since 1993, aimed at providing mon-
etary and fiscal discipline and stability. In terms of harmonization with these criteria, countries such as 
Germany and France, which have a say in the EU, seem to be unable to comply with financial criteria 
at certain times. In fact, the inability of imposing sanctions on these countries has severely damaged the 
faith and confidence in the Maastricht Criteria.
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KEY TERMS AND DEFINITIONS

Budget Deficit: Budget deficit usually represents the difference between the income and expenditure 
of government in a year.

Early Warning System: Foresees that it is intervened in the member state being in a position of the 
tendency of occurrence of excessive budget deficit.

European Union (EU): The origin of EU is based on European Coal and Steel Community (ECSC) 
that is founded on Paris Agreement in 1951.

Excessive Deficit Procedure: Begins to process if the budget deficit of member state determined by 
the Maastricht Treaty exceeds 3% of GDP.

Inflation Rate: The average annual inflation rate of any member country should not exceed the av-
erage rate of inflation of the three member states with the lowest inflation rate in the EU by 1.5 points.

Maastricht Treaty: This treaty, which holds the qualification that is a kind of EU Constitution and 
establishes the European Union which is called current name, has many provisions ranging from financial-
economic and monetary union, EU citizenship, foreign policy, justice mechanism and common security

Primary Deficit: Is the budget deficit that arises after interest payments have been removed. The fact 
that this deficit continues for many years shows that the country has moved away from its fiscal discipline.
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Public Deficit (Public Sector Borrowing Requirement – PSBR or Public Sector Deficit): Rep-
resents the difference between total public expenditures and total public incomes over a period of time.

Six-Pack: Includes a vision of structural fiscal reforms towards strengthen fiscal structure, control-
ling more effectively of the budget deficits and precautions to be taken.

Stability and Growth Pact: The accordance of the concerned country is observed, the report is 
prepared, the recommendations are presented and the measures to be taken are set forth with Stability 
and Growth Pact. Stability and Growth Pact (SGP) entered into force in 1997 in order to ensure that 
the financial criteria established by the Maastricht Treaty were implemented in a more powerful way.

ENDNOTES

1  Based on the historical average of public investments (Gungor, 2011, pp. 84-85).
2  The central administration, which is expressed in terms of Public Debt, occurs of the total amount 

of the debt of the local administrations and social security institutions.
3  The European Commission has also defined these criteria as fiscal rules (European Union (2018), 

Numerical Fiscal Rules in EU Member Countries, https://ec.europa.eu/info/sites/info/files/economy-
finance/f1_nfr_type.pdf).

4  The announcement to the public that the concerned country does not comply with the fiscal criteria 
causes this country to lose its reputation.

5  In Article 5 of the Law No. 4749 on the Regulation of Public Finance and Debt Management; 
“The debt limit can not be changed. However, taking into account the needs and development of 
debt management, this limit can be increased by up to 5% during the year. Where this amount is 
not sufficient, an additional 5% may be increased by the decision of the Council of Ministers just 
on the opinion of the Undersecretariat and the proposal of the Minister. If the budget is matched, 
the debt can be increased up to 5% of the principal payment” are said.
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ABSTRACT

In the context of globalization, there is a dire need for understanding various governance practices 
abroad. Good corporate governance needs to address the principles of government and public enter-
prise relationship and create the fundamental pillars based on which the governing board can become 
effective. This chapter focuses on understanding the standard practices in global corporate governance 
issues and problems, policy implications by considering a select country-wise analysis like Australia, 
Canada, Scotland, New Zealand, Iceland, India, UAE, etc. Hence, the chapter makes a comparative 
study of present corporate governance practices in selected countries.

INTRODUCTION

The foundation for modern corporate governance is said to be laid after the issue of Watergate scandal 
originated in USA. The FBI investigated and discovered a connection between cash found on the burglars 
and a slush fund used by the Committee for the Re-Election of the President (CRP), the official organiza-
tion of Nixon’s campaign It was found that control failures that had allowed several major corporations 
to make illegal political contributions and bribe government officials.

The enactment of Foreign and Corrupt Practices Act in 1977 in US was perhaps the beginning of the 
concept of corporate governance. On the other hand, Japan experienced many downturns and low returns 
in business, which was because of failures of the corporate sector. In the same way UK experienced 
many frauds and scandals in the corporate sector since the introduction of globalisation in the 1980s. It 
was realised by corporate experts that there was something fundamentally wrong in the corporate sec-
tor. The Asian financial crisis of 1997 also put the blame on the inefficient corporate governance of the 
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East Asian economies. All these experiences put together suggested that poor corporate governance was 
the real culprit; hence, there started an organised movement in the business world to formulate certain 
principles and policies to put the corporate world on a sound footing.

Various failure incidents of corporate governance practices can be traced across the globe. In India, 
the Unit Trust of India (UTI), faced turbulence and the relief packages had been worked out by the 
government of India.

In this context, this paper is aimed to understand the various corporate governance practices across 
the globe and a need for consensus on standard practices.

THE WORLD BANK

The Global Corporate Governance Forum, co-founded by the World Bank and the Organization for 
Economic Co-operation and Development (OECD), is an advocate, supporter, and disseminator of high 
standards and practices of corporate governance in developing and transition economies. The goal of 
the Forum is to:

• Bring together developed and developing countries,
• Tap the private sector through its close working relationship with the International Finance 

Corporation and the Forum’s Private Sector Advisory Group of international business leaders, 
investors and professionals,

• Focus on practical, targeted corporate governance initiatives at the local, regional, and global 
level, and

• Promote government reform and private sector self-help.

The Corporate Governance Department’s Investor and Corporate Practice developed the IFC Cor-
porate Governance Methodology, a set of tools and practices that IFC staff uses to assess the quality 
of the governance of potential investee companies and that serves as a guide for their work with clients 
to add value via improved client governance practices. In addition to working directly with clients, the 
functions of the Investor and Corporate Practice include:

• Leading IFC’s role in the global policy dialogue on corporate governance,
• Providing technical assistance to regulators, stock markets, private sector associations and others, 

drawing from the practical investment and business experiences of IFC and its investees, and
• Supervising and supporting IFC’s directorships and share voting policies and practices.

Corporate governance is a priority for the International Finance Corporation because it presents 
opportunities to manage investment risks and add value to clients. In addition to the value-added pro-
vided to individual client companies, working to improve the business climate for corporate governance 
contributes more broadly to IFC’s mission to promote sustainable private sector investment and deepen 
capital markets.

The Corporate Governance Policy Practice helps client countries assess their corporate governance 
institutional frameworks and practices under the auspices of the joint Bank-Fund initiatives on the Re-
ports on the Observances of Standards and Codes (ROSC). The assessments serve to:

 EBSCOhost - printed on 2/8/2023 11:19 AM via . All use subject to https://www.ebsco.com/terms-of-use



182

Global Corporate Governance in Financial Markets
 

• Increase transparency in international financial markets and assist country-level and global reform 
initiatives,

• Underpin policy dialogue, strategic work and programmatic operations, and
• Provide input to technical assistance and capacity building efforts, such as the establishment of 

institutes of directors.

The Corporate Governance Policy Unit synthesizes the knowledge drawn from the assessments in 
best practice papers and notes. The table 1 shows challenges faced by various countries.

Table 1. Challenges faced by global financial markets 1987-2007

Year Challenge Details Country

1987 FALL IN DJIA

Dow Jones Industrial Average (DJIA) falls 508 points or 22.6 per cent 
in the steepest decline since 1929. Hence, portfolio insurance and 
computerized trading takes some of the blame for what ranks as the 5th 
largest point drop in DJIA.

USA

1988 DEREGULATED MARKETS

Deregulated S & Ls gets in over their heads, and more than 1000 
institutions fail, in many cases as the result of malfeasance and fraud. The 
ensuring bailout costs the US government an estimated $125 billion in 
direct subsidies

USA

1990 TROUBLE IN JAPANESE MARKET

After the bank of Japan raises rates to cool its overheated economy, 
the Nikkei stock index plunges more than 30000 points. It continues to 
struggle for more than a decade until its post-bubble low of 7,608 in 2003, 
down 80% from its high.

JAPAN

1992 UK EXITS ERM Britain is forced to leave European Exchange Rate Mechanism following a 
wave of speculative attacks on its currency. UK

1995 CAUSE FOR PROBLEM OF BARINGS 
BANK

Leeson, a 28-year old trader based in Singapore, losses more than $1 
billion on futures pegged to the Nifty 225 stock index in Japan and single-
handedly brings down Barings Bank, the UKs oldest investment banks.

SINGAPORE

1997 ASIAN FINANCIAL CRISIS

Thailand runs out of foreign exchange reserves to support its currency and 
floats the baht, which falls 20 per cent to a record low. The prices spreads 
through much of Asia with the Philippines, Indonesia, South Korea and 
Thailand, the most affected. The IMF establishes a $40 billion programme 
to support these currencies.

THAILAND

1998 RUSSIAN FINANCIAL CRISIS

The Russian economy is hit by declining oil prices in the global recession 
of 1998 that follows the Asian financial crisis. The Rusian central bank 
widens the trading band for the ruble, which drops 12 per cent on the day 
of the announcement. The government also imposes a 90-day moratorium 
on foreign debt payments.

RUSSIA

1999 RECESSION IN ARGENTINA

As its exports are hurt by a devaluation of the Brazilian real, Argentina’s 
GDP falls 4 per cent, marking the beginning of a recession that would last 
for three years the crisis boils over in to riots in December, 2001, when 
the government devalued the peso and freezes bank assets.

ARGENTIA

2001 FINANCIAL CRISIS IN TURKEY

Prime Minister Bullent Ecevit clashes openly with president Ahmed 
Necdet Sezer over reforms, triggering a crisis. Interest rates shoot upto 
7000 per cent and stock prices fall. The Turkish lira losses more than 40 
per cent of its value as the government abandons exchange controls.

TURKEY

2002 URUGUAY BANKING CRISIS

Uruguay suffers a massive run on its banks, causing the government 
to freeze banking operations. Uruguay’s real GDP falls by 12 per cent 
in 2002 as a result of its heavy dependence on neighboring Argentina. 
The US treasury provides a $1.5 billion bridge loan to the Uruguayan 
government to tide it over to a bank-rescue fund financed by multinational 
organizations including the IMF.

URUGUAY

2007 US SUBPRIME MORTGAGE CRIRIS

Losses in the sub-prime market trigger a credit crunch. The risks are 
distributed widely through securitization, and worries that the crisis 
would spread to the broader economy disrupt global financial markets 
for months. The Federal Reserve cuts interest rates and floods the market 
with liquidity.

USA

Source: Prepared by Gordon Plant, Global Finance, December, 2007
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REVIEW OF LITERATURE

Investment Company Institute published ‘Global corporate governance issues for mutual funds’ after 
conducting a survey of the legal, regulatory, and practical framework of corporate governance. While the 
survey allows a comparison of the strengths and weaknesses of corporate governance systems in different 
jurisdictions, the survey is not intended to suggest that a mutual fund should avoid investing in a market 
because of the corporate governance practices of the particular jurisdiction. Ultimately, the appropriate-
ness of a foreign equity security as a portfolio investment is within the purview of the portfolio manager 
and the fund’s board of directors, taking into consideration the investment and risk policies of the fund.

The earliest work on evolving a regulatory framework in India, for the mutual fund industry was done 
by Barua, Varma and Venkiteswaran (1991), drawing heavily on the regulatory framework for operation 
of mutual funds in the U.S.A.. The authors proposed detailed guidelines that could be adopted for mutual 
funds operating in the Indian capital markets.

Verma (1994) study on mutual fund covers the conceptual and regularity aspect of Indian mutual 
fund with some information task and guidelines to the investors in selection of mutual fund. Seema 
Vaid (1994) study covers the regulatory frame work, review of the growth of mutual funds and primary 
information about mutual fund schemes.

Mohan Rao (1998) studied various issues like organization structure of mutual funds, investment 
procedure, accounting and reporting standards and so on. He states that a lot of structural changes and 
innovations have occurred both in international and national financial system, which lead to change in 
housing savings and investment attitude also.

Shleifer and Vishny (1997) states that “there is a broader view of corporate governance, which views 
the subject as the methods by which suppliers of finance control managers in order to ensure that their 
capital cannot be expropriated and that they earn a return on their investment. Furthermore, bureaucrats 
are by nature risk averse, and will therefore undertake less risk than is optimal from the taxpayers’ point 
of view. In order to partially mitigate such opportunism, bureaucrats may be given little autonomy”.

Bhattacharya et al (1998) paper focuses on the special nature of banking requires not only a broader 
view of corporate governance, but also government intervention in order to restrain the behaviour of 
bank management. Depositors do not know the true value of a bank’s loan portfolio as such information 
is incommunicable and very costly to reveal, implying that a bank’s loan portfolio is highly fungible.

Allen and Gale (2000) argue that “competition in the product or service market may act as a substitute 
for corporate governance mechanisms. The basic argument is that firms with inferior and expropriat-
ing management will be forced out of the market by firms possessing non-expropriating managers due 
to sheer competitive pressure. However the banking industry, possibly due to its information-intensive 
nature, may be a lot less competitive than other business sectors”.

Stephen Erlichman’s report (2000) revealed important information on the different fund governance 
structures in Canada, that have grown-up in the absence of a mandated fund governance regime. This 
piece of research gives a sense of which governance models have been embraced by the industry and 
which have not. It also gives some insight into what mutual fund managers think is important to inves-
tors when it comes to the governance of their funds.

Macey and O’Hara (2001) argue that “a broader view of corporate governance should be adopted 
in the case of banking institutions, arguing that because of the peculiar contractual form of banking, 
corporate governance mechanisms for banks should encapsulate depositors as well as shareholders”.
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A further issue, which complicates the corporate governance of banks in developing economies, are 
the activities of ‘distributional cartels’ (Oman, 2001). These cartels consist of corporate insiders who 
have very close links with or partially constitute the governing elite. The existence of such cartels will 
undermine the credibility of investor legal protection and may also prevent reform of the banking sys-
tem. Unsurprisingly, good political governance can be considered as a prerequisite for good corporate 
governance (Oman, 2001).

Capiro and Levine (2002) study reveals that the opaqueness of banks also makes it very costly for 
depositors to constrain managerial discretion through debt covenants. Consequently, rational deposi-
tors will require some form of guarantee before they would deposit with a bank. Government-provided 
guarantees in the form of implicit and explicit deposit insurance might encourage economic agents to 
deposit their wealth with a bank, as a substantial part of the moral hazard cost is borne by the government. 
Nevertheless, even if the government provides deposit insurance, bank managers still have an incentive 
to opportunistically increase their risk taking, but now it is mainly at the government’s expense. This 
well-known moral hazard problem can be ameliorated through the use of economic regulations such as 
asset restrictions, interest rate ceilings and separation of commercial banking from insurance and invest-
ment banking, and reserve requirements. Amongst the effects of these regulations is that they limit the 
ability of bank managers to over-issue liabilities or divert assets into high risk ventures. The existence 
of deposit insurance may reduce the need for banks to raise capital from large, uninsured investors who 
have the incentive to exert corporate control.

Arun and Turner (2002) find interesting facts relating to corporate governance. They stated that the 
general principles of sound corporate governance are also beneficial to government-owned banks”. 
The inefficiencies associated with government-owned banks, especially those emanating from a lack 
of adequate managerial incentives have led developing economy governments to begin divesting their 
ownership stakes. The divestment of government-owned banks raises several corporate governance 
issues. If banks are completely privatized then there must be adequate deposit insurance schemes and 
supervisory arrangements established in order to protect depositors and prevent a financial crash.

Khurshid et al (2009) studied the structure of the mutual fund industry in India and analyzed the state 
of competition among all the mutual funds in private sector and public sector. The levels of competition 
and their trends have been obtained for the periods March 2003 to March, 2009. This study found over-all 
mutual fund industry is facing a high competitive environment. An increasing trend of competition was 
observed within bank-institution, private sector foreign and private sector joint venture mutual funds.

Martin E. Lybecker (2005) writes on corporate governance mechanism in USA. His study narrates 
that Investment Company Act of 1940 (“Investment Company Act”) has always required that at least 
forty percent of the members of the mutual fund’s board of directors be independent. In July 2004, the 
Securities and Exchange Commission (“SEC” or “Commission”), in a three-to-two vote, amended cer-
tain existing rules (the “Corporate Governance Amendments”) to require that no less than seventy-five 
percent of the members of a mutual fund’s board of directors be independent, that the chairman of the 
board of directors be an independent director, and that the board of directors engage in certain specific 
corporate governance practices. He argue that the Commission’s decision to adopt the Corporate Gover-
nance Amendments was without statutory authority and usurped the proper legislative role of Congress, 
was not adequately justified, and will be of questionable efficacy.

 EBSCOhost - printed on 2/8/2023 11:19 AM via . All use subject to https://www.ebsco.com/terms-of-use



185

Global Corporate Governance in Financial Markets
 

Ping Yu II (2011) study on Chinese Fund Management Companies (FMC) at the firm level also in-
corporates new analysis of the impact on board effectiveness from shareholding structure and the unique 
China governance management of the supervisory board. Using panel data of 288 firm-year observations 
covering more than 97% of FMC in China over the period from 2006 to 2010, this paper aims to address 
governance issues of FMC in China’s regulatory context by investigating the key governance variables 
and empirically testing their impact on the effectiveness of the board. It examines what governance 
mechanisms enhance board effectiveness under the contractual form of China’s FMC.

Jingjing Yang et al., (2011) study on internal and external corporate governance mechanisms in 
China. Chinese regulatory bodies have made considerable efforts to improve the corporate governance 
of listed firms. However, research has shown that most of the governance instruments that are effective 
in developed nations are less effective in China. This study attributes the ineffectiveness to the large 
stake of the state in listed firms, strong political connections between listed firms and the government, 
and the lack of a truly independent judicial system. Some suggestions for making corporate governance 
more effective in China are provided.

Eric Doiter (2015) study focuses on corporate governance of mutual funds. He states that there are two 
essential features of mutual funds that differentiate them from ordinary corporations. First, mutual funds 
are not only separate legal entities; they are also financial products or services, the means by which fund 
investors obtain professional investment management from investment advisers. To be sure, investment 
management is a fiduciary product, but it is a product nonetheless. Mutual funds have, therefore, a hybrid 
nature i.e., both entity and product. This means that fund investors, too, have a hybrid character: They are 
both customers of the fund’s adviser and shareholders of a legal entity, the fund. This stands, of course, 
in marked contrast to ordinary corporations, whose shareholders and customers are two groups, distinct 
in law and in the marketplace. For an ordinary corporation, decision-making authority and oversight of 
all facets of its business rest squarely with the board of directors, and for this reason corporate director 
are called upon to exercise wide-ranging business judgment over the corporation’s business and opera-
tions. Most notably, the Investment Company Act of 1940 leaves decision making over a fund’s core 
business viz., investing in securities. The fund’s investment adviser, who has taken the risks and borne the 
expenses of organizing and promoting the fund,. Second, mutual funds are fundamentally different from 
ordinary corporations owing to the right of redemption, a right of the investor to withdraw her capital.

ETHICAL ISSUES IN CORPORATE GOVERNANCE

Corporate governance has been a topic high on the agenda of all major economies in recent years. This 
started with the ‘dot-com bubble’ and the financial scandals of the early 2000s, which saw the spectacular 
bankruptcy of companies such as Enron, Tyco, and WorldCom in the US, and shocking revelations of 
financial irregularities across the globe. Recent attention has turned to the collapse of many banks and 
financial institutions in the financial crisis in 2008, where managers took major financial risks unknown 
to the shareholders.
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Executive Accountability and Control

The difference governance frameworks globally come with important differences in how this board is 
structured and composed. These are basically two extremes. In the Anglo-American model, there is usu-
ally a single-tier board that comprises both executive and non-executive directors.

In Continental Europe, however a two-tier board is more common. The upper tier is composed of 
non-executive directors and the lower tier of executive directors. The upper tier, often called a supervisory 
board, effectively oversees the lower tier, which is more concerned with the day-to-day running of the 
company. The supervisory board commonly includes representatives of stakeholders, including banks 
and employees, other than just shareholders.

Regardless the structure, the central ethical issue here is clearly the independence of the supervisory, 
non-executive board members. They will only be able to reasonably act in the principal’s interest if they 
have no directly conflicting interests. In order to achieve this, a number of points are important:

• Non-executive directors should be largely drawn from outside the corporation.
• They should not have a personal financial interest in the corporation other than the interests of the 

shareholders. This includes the fact that the remuneration for the non-executive director role must 
not significantly exceed a reasonable compensation for time and other expenses.

• They should be appointed for a limited period in order to prevent them from getting too close to 
the company.

• They should be competent to judge the business of the company. This would require, and to 
some degree allow, a limited number of insiders, such as former executives or even works council 
members.

• They should have sufficient resources to get information or commission research into the 
corporation.

• They should be appointed independently.

A further element of supervision comes from an independent auditor who audits the work of the 
executive board, normally the main aspect of their role, and also of the non-executive board.

Despite the guidelines above, the independence of non-executive directors remains a delicate issue. 
Often they belong to the same peer group as executive directors, or are themselves in executive role 
elsewhere, or have been in such role in the past. This means that a completely neutral and independent 
approach will always be quite difficult to achieve.

Executive Remuneration

The financial crisis of the late 2000s brought the issue of executive pay centre-stage in an unprecedented 
fashion, given that executives of bankrupt or failing companies continued to earn millions in salaries and 
billions in bonuses. ‘Shameful’ and ‘the height of irresponsibility’ were President Obama’s comments in 
January 2009 on what continued to be common practice not only in the US, but in many other countries 
globally. The general trend towards million dollar salaries has been fuelled by the revitalization of the 
shareholder value ideology, combined with the massive privatization move in the late 1980s and early 
1990s, which saw the remuneration enjoyed by bosses of formerly public companies skyrocket.
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Probably the key element in continuing escalation in executive pay actually derives from an attempt 
to address the core of the agency problem: in order to align the interests of both parties, the perfect 
solution appeared to be to pay executives in the same ‘currency’ that matters to shareholders, namely 
dividends and rise in share price. The logical conclusion then is to pay executives in shares through op-
tions that allow executives to buy share at a future date. In order to make the incentive work, it would 
not be sufficient to pay them with jut a few shares or options but to a degree that substantially impacts 
on their wealth. As a consequence, the US in particular has led the way in rewarding senior managers 
with massive stock option deals. This approach of performance-related pay has particularly spread in 
the financial industry, resulting in high salaries and bonuses even for mid-level executives in financial 
services and banking.

According to a 2008 survey, executives such as Sir Martin Sorrell, CEO of the advertising and 
communications group WPP, earned 550 times more than their average employee. The same survey 
identified the averase rise in salary of the top earners to be 125% in the past year. However, while the 
financial crisis of the late 2000s has exposed the start contrast between the performance of many man-
agers and their pay, the link between executive remuneration and stock market performance has always 
been somewhat tenuous.

Examples such as the above expose many of the ethical problems with executive pay in firm-shareholder 
relations, some of which are:

• Performance-Related Pay: To tackle the problem of divergent interests, most executive salaries 
nowadays contain a significant amount of shares and share options to align shareholder and man-
ager’s interests. However, the problem here is that by including these elements, salary levels have 
exploded, often leading to considerable unrest within companies. .

• Influence of Globalization: These shifts in remuneration show the influence of globalization on 
executive pay. The market for executive talent is a global one and so the standards of the highest 
level of pay seem to be applicable across the board. This means that in regions such as Europe, 
where the introduction of performance-related pay has entered recently, further significant rises in 
pay can still be expected. This domination of the Anglo-American shareholder value orientation 
has also had its influence in newly privatized companies.

• Influence of the Board: It is also illustrated that, influence of the board is limited, and often fails 
to reflect shareholder interests. Why would shareholders want to reward a CEO who had overseen 
a period of poor performance?

CORPORATE GOVERNANCE PRATICES: A COMPARATIVE 
STUDY OF DEVELOPED AND DEVELOPING ECONOMIES

USA

The seeds of modern ideas of corporate governance were probably sown by the Watergate scandal dur-
ing the Nixon presidency in the United States. The need to arrest such unhealthy trends was translated 
into the legislation of the Foreign and Corrupt Practices Act of 1977 in America that provided for the 
establishment, maintenance and review of systems of internal control. In the same year, the Securities 
and Exchange Commission (SEC) proposed mandatory reporting on internal financial controls. In 1985, 
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a series of high-profile business failures rocked the United States, which included the collapse of Savings 
and Loan. With a view to identifying the main causes of misrepresentation in financial reports and to 
recommend ways of reducing such incidents, the government appointed the Treadway Commission. The 
Treadway Report, published in 1987, highlighted the need for a proper control environment, independent 
audit committees and an objective internal audit system. As a result o this recommendation, the Com-
mittee of Sponsoring Organisations (COSO) came into being. Between 2000 and 2002, the exposing of 
corporate frauds in United States were of such magnitude and inflicted such damage on investors that 
company reputations were irreparably damaged and investors’ confidence dipped to a new low. The fraud 
and self-dealing revelations resulted in investigations by the Congress, the SEC, and the State Attorney 
General in New York, and the emergence of the Sarbanes-Oxley Act (SOX) enacted into law in July 2002.

United Kingdom

A series of corporate frauds and collapses in the late 1980s and the early 1990s made the United Kingdom 
realise that the existing rules and regulations were inadequate to curb unlawful and unfair practices of 
corporations. It was with this view a committee under the chairmanship of Sir Adrian Cadbury was ap-
pointed by the London Stock Exchange in 1991. The Cadbury Committee, consisting of representatives 
drawn from the British industry, was assigned the task of drafting a code of practices to assist corpora-
tions in England in defining and applying internal controls to limit their exposure to financial loss, from 
whatever cause it arose. The committee submitted its report along with the ‘Code of best practices’ in 
December 1992. In this globally well-received report, the Committee elaborated the methods of gov-
ernance needed to achieve a balance between the essential powers of the board of directors and their 
proper accountability. Though the recommendations of the committee were not mandatory in character, 
the companies listed on the London Stock Exchange were required to stat explicitly in their accounts, 
whether or not the code has been followed by them, and if not complied with, were advised to explain 
to explain the reason for non-compliance.

Australia

There are approximately 1500 public companies listed on the Australian Stock Exchange (ASX) and 
other public non-listed corporate entities. Australian listed companies generally have a unitary board 
structure with a balance of executive and non-executive directors and a separate chief executive and 
chairman. The ASX Corporate Governance Council As a central reference point for companies to under-
stand stakeholder expectations, in order to promote and restore investor confidence, ASX convened the 
ASX Corporate Governance Council in August 2002. Its purpose is to develop recommendations which 
reflect international best practice. Australia operates under a common law system that entails courts 
interpreting legislation in particular factual circumstances to develop a body of precedent or common 
law. Judges interpret previous cases in Australia, and increasingly from overseas, in constant process 
of review and adaptation. The following enactments will govern the corporate governance in Australia.

• The Corporate Law Reform Program Act 1999: It introduced a statutory business judgement 
rule, rewrote many of the previsions about director’s duties, revolutionized the rules on takeovers 
and fundraising, and clarified some issues about accounting standards and the rules generated by 
accounting standards setting bodies.
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• The Financial Service Reforms Act 2001: Introduced standardized regulation for all people and 
companies that deal in financial products or that give investment advice.

• The Corporate Law Simplifications Act 1995: Amongst many other reforms, provided for a new 
form of company in Australia, the one person company consisting of one director and one share-
holder with the aim of providing greater flexibility for small business to incorporate in Australia.

Canada

Canada is originally inhabited by various native American people, mainland Canada was explored by the 
English and the French. A major problem for Canada is that large segments of its economy-notably in 
manufacturing, petroleum and mining- are controlled by foreign, especially US interests. This deprives the 
nation of much of the profits of its industries and makes the economy vulnerable to development outside 
Canada. This situation is mitigated somewhat by the fact that Canada itself is a large foreign interest.

New Zealand

The New Zealand corporate governance system is relatively unusual by international standards in a 
number of respects. First, unlike the financial systems of many countries, in New Zealand the banks 
form a very dominant part of the financial sector. Registered banks, of which there are currently 18, 
represent the lion’s share of the total financial system, both in terms of total financial system assets and 
deposit liabilities. In terms of financial system stability, registered banks are by far the most important 
players in the financial system. And of the 18 registered banks, only about 5 banks could be regarded as 
systemically important, together holding more than 80% of total registered bank assets. The New Zealand 
approach is an effective way of promoting a sound financial system. It reduces the moral hazard risks 
associated with conventional banking supervision, and strengthens the effectiveness of market discipline 
on banks. New Zealand’s approach to financial sector regulation seeks to create an environment conducive 
to robust market disciplines. This is achieved through a number of measures, including the promotion of 
a relatively open, contestable banking sector, a competitively neutral approach to regulation - enabling 
banks and non-banks to compete on largely equal terms - and the absence of deposit insurance. In ad-
dition, the Reserve Bank’s approach to responding to a bank failure stresses the importance of being 
able to manage a bank failure in ways that avoid the need for a government-funded bail-out, and seeks 
to ensure that shareholders, subordinated creditors and senior creditors, including depositors, bear their 
fair share of losses.

Scotland

The Scottish parliament has legislative authority for all other areas relating to Scotland and has limited 
power to vary income-tax but has never exercised this power. Scottish parliament can defer devolved 
matters back to westminister to be considered as part of united kingdom-wise legislation by passing a 
legislative by passing a legislative consent motion if UK-wide legislation is considered to be more ap-
propriate for certain issues. The programmes of legislation enacted by the Scottish parliament have been 
a divergence in the provision of public services compared to the next of United Kingdom.
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Iceland

Iceland is the fifth most productive country in the world based on GDP per capita at purchasing power 
parity. It is also ranked second on the 2006 united nations human development index. The centre-right 
government plans to continue its generally neo-liberal policies of reducing the budget and current ac-
count deficits, limiting foreign borrowing, containing inflation, revising agricultural and fishing policies 
etc. The government remains opposed to European Union membership, primarily because of Iceland’s 
concern about losing control over their fishing resources. The president of Iceland is largely ceremonial 
office that serves as a diplomat, figurehead and head of state, but who can also block a law voted by the 
parliament and put it to a national referendum.

Germany

The German corporate governance system is different from that of the Anglo-Saxon countries because 
it foresees the possibility, and even the necessity, to integrate lenders and employees in the governance 
of large corporations. The German corporate governance system is generally regarded as the standard 
example of an insider-controlled and stakeholder-oriented system. Moreover, only a few years ago it was 
a consistent system in the sense of being composed of complementary elements which fit together well. 
However, the past decade has seen a wave of developments in the German corporate governance system, 
which makes it worthwhile and indeed necessary to investigate whether German corporate governance 
has recently changed in a fundamental way.

The German corporate governance system is generally regarded as the standard example of what 
Franks and Mayer (1994) has called an insider-controlled and stakeholder-oriented system. Moreover, 
only a few years ago the German corporate governance system was a consistent system in the sense of 
being composed of complementary elements which fit together well. The first objective of this paper is 
to show why and in which respect these characterizations were once appropriate. Today, however, it may 
no longer be appropriate to characterize German corporate governance in this way. It is worthwhile and 
indeed necessary to investigate whether German corporate governance has recently changed in a funda-
mental way. More specifically one can ask which elements and features of German corporate governance 
have in fact changed, why they have changed and whether those changes which did occur constitute a 
structural change which have transformed the old insider-controlled system into an outsider-controlled 
and shareholder-oriented system, or have at least deprived the system of its former consistency.

Hungary

Hungary is small, middle income economy with a remarkable degree of integration into the world economy. 
The country’s savings, however, are not sufficient for a catching-up growth, thus, it must fiercely compete 
for foreign direct investment. Under these conditions it is obvious that she cannot risk the divergence 
with international trends. She has no choice but follow international standards in all important fields - 
including up-dated CG practices. Being a member of the European Union since 1 May 2004 she has to 
adjust to the European benchmark in the first place. Thus, new CG legal regulations and codes of con-
duct have been imported from the European Union extensively. Both a successfully completed transition 
from plan to market and the accession to the EU would have been impossible without creating a proper 
legal environment. Hungary’s accomplishments in this field are unanimously acknowledged. There is, 
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however, a gap between laws on the books (law extensiveness) on the one hand, and law enforcement 
(law effectiveness) and the real working of the economy on the other.

Hungarian civil law is German in legal origin. By the analysis of La Porta et al (1997), this fact would 
suggest that the chances are not very good for investors’ rights being particularly strongly protected by 
the laws. The sample used by La Porta et al (1997) and La Porta et al (1998) contained six German legal 
origin countries (Germany, Switzerland, Austria, Japan, South Korea, Taiwan). (The other three groups 
included common law-origin, French-origin, and Scandinavian-origin countries.) The general result was 
that outside investors’ rights are best protected in common law countries, though German origin coun-
tries perform relatively well in protecting creditors’ rights. Among transition economies Pistor (2000) 
identifies many other German-origin countries, such as Croatia, the Czech Republic, Estonia, Latvia, 
Lithuania, Poland, the Slovak Republic and Slovenia.

India

In India, the real history of corporate governance dates back to the year 1992, following efforts made in 
many countries of the world to put in place a system suggested by the Cadbury Committee. The corporate 
governance movement in India began in 1997 with a voluntary code framed by the Confederation of the 
Indian Industry (CII). In the next three years, almost 30 large listed companies accounted for 25 per cent 
of India’s market capitalization voluntarily adapted the CII code. This was followed by the recommen-
dation of the Kumar Manglam Birla Committee set up in 1999 by the Securities and Exchange Board 
of India (SEBI), culminating in the introduction of Clause 49 of the standard listing Agreement to be 
complied with by all the listed companies in stipulated phases. The said committee divided its recom-
mendations into mandatory and non-mandatory. Mandatory recommendations included such issues as, 
the composition of the board, appointment and structure of audit committees, remuneration of directors, 
board procedures, and additional information regarding management, discussion and analysis as a part 
of the annual report, disclosure of directors’ interest, shareholders’ rights, and the compliance level of 
corporate governance, in the annual report. From 1 April 2001, over 140 listed companies accounting 
for almost 80 per cent of market capitalization were to follow a mandatory code which was in line with 
some of the best international practices. By April 2003, every listed company followed the SEBI code.

The Reserve Bank of India (RBI) has asked all listed commercial banks to follow SEBI’s commit-
tee report on corporate governance. Some of the important recommendations of the SEBI committee 
on corporate governance that will henceforth be applicable to listed commercial banks include, that all 
pecuniary relationship or transactions of the non-executive directors should be disclosed in the annual 
report. The committee has suggested that emphasis must be laid on the caliber of the non-executive 
directors, especially independent directors, since non-executive directors help bring an independent 
judgment to bear on the boards deliberations, especially on issues of strategy, performance, manage-
ment of conflicts and standards of conduct. It has been recommended that the board of the company 
have an optimum combination of executive and non-executive directors with not less than 50 per cent 
of the board comprising the non-executive directors. The number of independent directors depends on 
the nature of the chairman of the board. In case a company has a non-executive chairman, at least half 
of the board should be independent (mandatory recommendation).
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According to the RBI circular, the audit committee of the board may look into the reasons for default 
in payment to depositors, debenture holders, shareholders (non-payment of dividends) and creditors, 
wherever there are any cases of defaults in payment. Before deregulating banking systems, much attention 
will need to be paid to the speedy implementation of robust corporate governance mechanisms in order 
to protect shareholders. The introduction of sound corporate governance principles into banking has been 
partially hampered by poor legal protection, weak information disclosure requirements and dominant 
owners. Furthermore, in many developing countries, the private banking sector is not enthusiastic to 
introduce corporate governance principles. For example, in India, this problem can be summarised in 
the corporate sector as the privileging of the interests of one group over all other interests in a company.

UAE

The United Arab Emirates(UAE) is a middle eastern federation of seven states which are termed as emir-
ates viz., Abu Dhabi, Ajman, Dubai, Fujairah, Ras Al-Khaiman, Sharjah and Ummal- quwain. UAE is 
rich in oil and it expects recent additional economic diversification to draw more financial and banking 
firms. The GDP per capita is currency third in the world, while at $168 billion in 2006. The presidency 
and premiership of UAE is hereditary to Al Nahyan clan of Abu dhabi and Al Makotum clan of Dubai 
respectively. The supreme council will be consisting of the rulers of the seven emirates. Petroleum and 
natural gas exports till play an important role in the economy, especially in Abu Dhabi. A massive con-
struction boom, an expanding manufacturing base, and a thriving service sector are helping the UAE. 
At present $350 billion worth of active construction projects are undertaken by UAE. Third place goes 
to tourism industry.

France

The French government has chosen to stipulate a legal “minimum service” for corporate governance. In 
fact, the preparatory work for these laws (the Viénot reports in 1995 and 1999 and the Bouton report in 
2002) helped to define the principles of corporate governance more precisely and completely, particularly 
as regards the role and structure of the Board of Directors. For example, these reports shed a great deal 
of new light on sensitive subjects:

• Issues relating to the balance of power within the Board of Directors, such as, for example, the 
presence of independent directors;

• The quality of directors and of the work of the Board: selection of directors, committees, etc.
• Evaluation of the Board of Directors;
• Communications on items not included in the balance sheet, and on the company’s risks.

France passed two new laws, with a view to strengthening the legal position on corporate governance: 
the NRE law (on new economic regulations) dated 15 May 2001, and the LSF, dated 1 August 2003. 
These laws provide the basic framework, specifically targeting transparency and ethics within companies.

The French banking industry is experiencing an increasing amount of regulation, mainly deriving 
from the European initiative for promoting a safe and sound banking system.

Three main layers of rules and regulations apply to banking activities:
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• EU Law: Most of this is directly applicable in France. This includes principally the CRD IV 
package, which transposes the global standards on bank capital (commonly known as the Basel 
III agreement) into the EU legal framework. This is achieved through Directive 2013/36/EU on 
capital requirements (CRD IV) and Regulation (EU) 575/2013 on prudential requirements for 
credit institutions and investment firms (CRR).

• French Legislation (Oliver, 2018): Most of this is codified into the Monetary and Financial Code 
(Code Monétaire et Financier). The Monetary and Financial Code has recently been amended in 
particular in relation to:
 ◦ The separation of banking activities, which requires the separation of own account trading 

activities from other activities, and imposes bans on certain other activities;
 ◦ The resolution and recovery of credit institutions;
 ◦ The regulation of payment services (which are no longer part of the French banking mo-

nopoly rules), electronic currencies and FinTech.

Switzerland

Switzerland, considered the “grandfather of bank secrecy”, has been one of the largest offshore financial 
centers and tax havens in the world since the mid-20th century. Swiss social and political forces have 
minimized and reverted much of proposed roll backs. Disclosing client information has been considered 
a serious social and criminal offence since the early 1900s. Employees working in Swiss banks “have 
long adhered to an unwritten code similar to that observed by doctors or priests” (Thomasson, 2013).

Switzerland is ranked in first position in the 2018 Financial Secrecy Index, based on a high secrecy 
score of 76 and a large global scale weight for the size of offshore financial services (approximately 
five percent of the global market). Its famed banking secrecy laws remain firmly in place, though with 
exceptions permitted for some countries to obtain necessary information.

SUGGESTED MEASURES

• In order to deal with the problems of corporate governance, it was suggested that developing 
economies need to adopt the following measures.

• Liberalisation policies need to be gradual, and should be dependent upon improvements in pru-
dential regulation.

• Developing economies need to expend resources enhancing the quality of their financial reporting 
systems.

• Given that capital plays such an important role in prudential regulatory systems, it may be neces-
sary to improve investor protection laws, increase financial disclosure and impose fiduciary duties 
upon directors so that firms can raise the equity capital required for regulatory purposes.

• A further reason as to why this policy needs implemented is the growing recognition that the 
corporate governance has an important role to play in assisting supervisory institutions to perform 
their tasks, allowing supervisors to have a working relationship with bank management, rather 
than adversarial one.

• It was suggested that the corporate governance in developing economies is severely affected by 
political considerations.
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• Given the trend towards privatization of government-owned firms in developing economies, there 
is a need for the managers of such firms to be granted autonomy and be gradually introduced to 
the corporate governance practices of the private sector prior to divestment.

• Where there has only been partial divestment and governments have not relinquished any control 
to other shareholders, it may prove very difficult to divest further ownership stakes unless corpo-
rate governance is strengthened.

• Given that limited entry of foreign firm may lead to increased competition, which in turn encour-
ages domestic banks to emulate the corporate governance practices of their foreign competitors

CONCLUSION

In developed economies, protection of depositors in a deregulated environment is typically provided by 
a system of prudential regulation, but in developing economies such protection is undermined by the 
lack of well-trained supervisors, inadequate disclosure requirements, the cost of raising capital and the 
presence of distributional cartels. Although, corporate governance reforms have been proposed in many 
countries, the issue of executive remuneration touches an ethical chord. This is not actually so much 
because the public feels sorry for shareholders, but because the pay differentials between the those at 
the top and those at the bottom appear to be so inequitable.

Corporate governance in banking sector is being implemented under the guidance and regulations of 
SEBI and RBI. Indian financial markets are is facing some problems while implementing corporate gov-
ernance. Since most of corporate entities in India are protected by the government rules and regulations, 
the employees also somewhat negligent towards implementation of corporate governance. However, now 
all public sector firms are facing severe competition from private sector. In this, context, the implemen-
tation of corporate governance in a systematic and strategic manner is becoming the need of the hour.

The corporate governance of financial institutions in developing economies is important for several 
reasons. First, banks have an overwhelmingly dominant position in developing-economy financial sys-
tems, and are extremely important engines of economic growth. Second, as financial markets are usu-
ally underdeveloped, banks in developing economies are typically the most important source of finance 
for the majority of firms. Third, as well as providing a generally accepted means of payment, banks in 
developing countries are usually the main depository for the economy’s savings. Fourth, many develop-
ing economies have recently liberalised their banking systems through privatisation/disinvestments and 
reducing the role of economic regulation. Consequently, managers of banks in these economies have 
obtained greater freedom in how they run their banks.
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ABSTRACT

Foreign aids are important for the development of poor countries. Therefore, in the literature, special 
attention is given to the analysis of foreign aids. This chapter investigates the factors affecting flow of 
foreign aids to developing and less developed countries and also welfare impacts on foreign aids. For 
this purpose, panel data on 71 countries receiving aids from Development Assistance Committee member 
countries are employed for the period between 1996 and 2013. The results show statistically significant 
impacts of real income per capita, trade openness, migration flows as a share of total population and 
governance measures. Moreover, although foreign aids are found to improve the welfare of receipt coun-
tries, for donor countries, results do not indicate any evidence of welfare effects. As a conclusion, the 
poverty, donor’s interest represented by decline in migration flows, and governance quality are found 
to be significant determinants of foreign aid allocation.

INTRODUCTION

Foreign aids are important for humanitarian assistance in the case of conflict and natural disasters as well 
as for the development of countries which cannot have access to basic needs and financial sources for 
improving their social and economic infrastructure. Particularly, for inclusive growth and climate change 
mitigation and adaptation, it is difficult to replace foreign aids with any other financial flow especially 
for those countries which has limited access to many of these instruments other than aids (Addison et 
al., 2017). Official Development Assistance (ODA) has taken special attention as ODA is the official 
and concessional flow of resources to developing countries from developed countries.

The literature for aid has shown a rapid growth after the first aid programs begun in 1940’s in such 
a way that impacts, determinants and substitutability of foreign aid has been discussed widely (Addison 
et al., 2017). Among developmental studies, literature has shown interest for the factors affecting aid 
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allocation since 1970s (Hoeffler and Outram, 2011). In the aid-growth literature, some studies fail to 
obtain a result showing the growth effect of foreign aid. Therefore, another group of studies have tried 
to understand the reason for this failure by investigating the determinants of aid allocation and therefore, 
claimed that there can be some problems in allocation (Clist, 2011). According to Hoeffler and Outram 
(2011), the literature before their study mostly showed that the dominant factor for aid allocation is do-
nor’s self-interest. In this context, Swiss (2017) argues that aid allocation is a complex issue and cannot 
be explained by one or two factors. There are many factors affecting the allocation of foreign aids, such 
as the recipient needs (such as, growth, poverty, infants mortality rate and age dependency ratio), donor 
countries’ interests (for example, foreign policy and trade), global ties of recipient country (for instance, 
membership in international nongovernmental organizations (NGOs) and ratification of international 
agreements/treaties) and governance of the recipient countries (as an example, political stability, political 
participation, corruption control, regulatory quality) (In’airat, 2014; Swiss, 2017). There are different 
approaches in the literature for the determination of factors affecting the aid allocation. One of these 
approaches is traditional hybrid model which combines altruistic (international humanitarian) and realist 
motives, in other words, consider two factors only which are recipient needs and donor’s interest (Clist, 
2011; Swiss, 2017). Poverty (Bandyopadhyay and Wall, 2007; Opeskin, 1996) and population (Alesina 
and Dollar, 2000; Bandyopadhyay and Wall, 2007; Neumayer, 2003; Trumbull and Wall, 1994) are the 
two main factors which show the recipient need and as poverty per capita increases, the donor countries 
are expected to give more aids. On the other hand, donor’s interest can also affect the aid allocation. The 
wealthier countries may provide aids based on their foreign policy as well as to strengthen their com-
mercial relations (see for example, Alesina and Dollar (2000); Morgenthau (1962); Neumayer (2003); 
Woods (2008); Dreher et al. (2011)).

Some studies extend traditional hybrid models by including policy variables (Clist, 2011). Effective-
ness of aid is another dimension that needs attention. Because of budgetary problems encountered in 
donor countries, donors may provide aid based on some other criterion in addition to recipient’s need. 
In the literature, there are many studies examining the effect of good governance on the growth resulted 
from aid flows started by the pioneering study of Burnside and Dollar (2000). Besides, good governance 
can be desirable for ideological reasons. Furthermore, as discussed by In’airat (2014) and Winters and 
Martinez (2015) and shown by many empirical studies (such as, Berthélemy and Tichit (2004) and Dollar 
and Levin (2006)), the aid policy has shifted from conditionality to selectivity after failures experienced 
in 1980s and 1990s. Both multilateral (for example, World Bank International Development Association 
and development banks) and bilateral donors provide aid to the countries with better performance with 
respect to their policies and institutions (McGillivray and Pham, 2017). As an example, World Bank 
International Development Association has distributed aid according to Country Policy and Institutional 
Assessment (Epstein and Gang, 2009). Therefore, governance quality is another important factor (see 
for example, Bandyopadhyay and Wall (2007); Chhotray and Hulme (2009) and Hermes and Lensink 
(2001)) although some studies (such as, Clist (2011) found that donor countries are not much sensitive 
to the policy of recipient countries.

The main aim of this chapter is to analyze the determinants of bilateral ODA from DAC members to 
developing and less developed (LDC) countries and its welfare impacts using panel data analysis for the 
period between 1996 and 2013. The welfare effect of ODA is investigated for both recipient and donor 
countries. In the model for the determination of the factors affecting bilateral ODA, following explanatory 
variables are employed: aid recipient country’s GDP per capita, presence of conflict, number of natural 
disasters in a year in the recipient country showing recipient’s needs; trade openness, donor country’s 
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migration flows from recipient countries as indicators for donor’s interest and governance (political 
stability, rule of law and regulatory quality index). A priori, one can expect negative effects of recipient 
countries’ income, and positive impacts of governance of recipient country, presence of the conflict and 
natural disasters in the recipient country, trade openness and migration flows to donor country. As after 
the conflicts and wars in the Middle East countries beginning from 2001 and the huge levels of migra-
tion flows from these countries, the inclusion of migration flows as a factor is expected to increase the 
explanatory power of the model employed in the analysis. As already mentioned by Vázquez and Sobrao 
(2016), in the literature, there are only few studies considering the effect of immigration on foreign aid 
allocation, such as, Bermeo (2017), Vázquez and Sobrao (2016), Bermeo and Leblang (2015), Czaika 
and Mayer (2011), Czaika (2005) and Lahiri and Raimondos-Møller (2000). However, among these 
studies, some of them analyzed the aid commitments (Bermeo (2017), Bermeo and Leblang (2015)) and 
effect of migrant stock in donor country (Bermeo and Leblang (2015), Czaika (2005) and Lahiri and 
Raimondos-Møller (2000)). Some performed the analysis for one donor country (Germany in Czaika 
(2005) and Spain in Vázquez and Sobrao (2016)) or for the earlier periods (the years between 1992 and 
2003 in Czaika and Mayer (2011) for 18 OECD donor countries). Different from some studies, in this 
study, aid disbursements are preferred to be analyzed because decisions of donor countries may be based 
on the projected future situations of receipt countries. Therefore, this study aims to contribute to the 
existing literature by considering 26 DAC countries and employing the most recent data and panel data 
techniques which are known to have many advantages, such as allowing for heterogeneity, improving 
the efficiency of estimates and decreasing the aggregation bias. For more information on the advantages 
of panel data, one can refer to Hsiao (2007) and Baltagi (2008).

The organization of the chapter will be as follows. After this brief introduction related to recent aid 
policies of donor countries and its importance for the recipients, related literature is reviewed in section 
2. Empirical models and data used both for determinants and welfare impacts of ODA are presented in 
section 3. In section 4, empirical findings and their implications are discussed. Last section concludes.

BACKGROUND

ODA was defined by DAC first in 1969 and the definition was revised in 1972. According to OECD DAC, 
ODA is aid from governmental agencies (state or local) and it aims economic development and welfare 
improvement in developing countries. The eligibility of countries for receiving ODA is determined based 
on per capita income (OECD, 2018). Also, in order to achieve 2030 UN Sustainable Development Goals, 
ODA is used as a supportive tool. In year 1960, net total ODA disbursement was around $36000 million 
US dollars. In some years, net total ODA disbursement declined which can be related to the financial 
status of donor countries. In year 2017, net total ODA disbursements was realized as $159309 million 
US dollars with an average annual nominal growth rate of 2.94% over the period between 1960 to 2017.

Figure 1 illustrates Total Net ODA as a share of Gross National Income (GNI) for Development 
Assistance Committee (DAC) countries over the period between 1960 and 2017. Overall Net ODA has 
declined steadily since 1960s provided by these countries. However, ODA disbursements of Switzerland, 
Sweden, Luxembourg and Austria show increasing trend over the period. Moreover, in 1970, the donor 
countries agreed to have a target of 0.7% ODA/GNI and in 2005, 15 EU member countries proposed 
their aims to reach 0.7% ODA/GNI target by year 2015. Some of the countries have already exceeded 
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this target beginning from 1980s such as Denmark, Luxembourg, Netherlands, Norway and Sweden. 
This target needs to be revised based on the current conditions as also discussed by Carter et al. (2015).

There are many issues related to foreign aid which needs attention. According to Swiss (2017), in the 
literature, different strands of issues related to foreign aid has been discussed, such as the effectiveness 
of foreign aid, the factors affecting the decision of aid allocation, the effects of foreign aid on growth, 
poverty and sustainable development. As the focus of this chapter is on the determinants of foreign aid, 
only related literature is reviewed. Detailed literature review for the effects of foreign aid on growth and 
poverty can be found in Glennie and Sumner (2016) and for aid-growth, one can refer also to Addison 
et al. (2017) in which they discussed that there has not been any consensus among the studies for the 
effect of aid on growth started with the very early studies on this topic. In addition, for macroeconomics 
effects of aid, the recent study by Carter (2017) provides a theoretical analysis. The studies analyzing the 
allocation of foreign aid date back to late 1960s and to beginning of 1970s (Hoeffler and Outram, 2011; 
Vázquez and Sobrao, 2016). Most of the studies employ econometric methods, however, the analysis of 
some studies are based on economic modelling. Seminal study of Dudley and Montmarquette (1976) 
can be shown as an example for these theoretical contributions (Vázquez and Sobrao, 2016). Moreover, 
as an recent example for the latter, in the context of dynamic allocation model with more than two re-
cipient countries, Carter et al. (2015) found that recipient’s welfare, aid absorption capacity, balanced 
growth path and the distance from this path initially are the important factors determining the aids to be 
distributed. Also based on economic modelling approach, Epstein and Gang (2009) showed that if the 
allocation of aid both depends on poverty and governance, this can worsen the situation of poor countries.

In the literature, earlier studies considered only two factors which are recipient’s need and donor’s 
interest and among them, empirical studies mostly employed cross sectional data, but as already men-
tioned before, the more recent studies focused on three different factors, such as recipient’s need, donor’s 
interest and governance and used more sophisticated techniques (Vázquez and Sobrao, 2016). Moreover, 
some studies (for example, Swiss (2017)) considered other determinants such as global ties.

Although most studies analyzed the bilateral or multilateral official aids, there are studies examining 
the factors affecting the aid allocation of NGOs. For example, Koch et al. (2009) focused on the deter-

Figure 1. Total net ODA (% of GNI), 1960-2017

 EBSCOhost - printed on 2/8/2023 11:19 AM via . All use subject to https://www.ebsco.com/terms-of-use



201

Determinants and Welfare Impacts of Foreign Aids
 

minants of aid for 61 NGOs for year 2005. Their results suggest that recipient’s need, religion, colonial 
history and decisions of other NGOs and official donors are main determinants of aid allocation. Also 
Nunnenkamp and Ohler (2011) analyzed the determinants for both official and private donors separately 
for Germany between 2005-2007 and stressed on the need for the analysis for different aid channels as the 
findings showed the motivations differentiate highly among the different donor types within a country.

On the other hand, some studies performed donor by donor analysis and compared the factors af-
fecting aid allocation of different donor countries. For example, Schraeder et al. (1998) investigated the 
factors affecting the aid flows from US, Japan, France and Sweden to African countries for the period 
between 1980-1999. Recipient’s needs are measured by average life expectancy and daily diet require-
ments. GNP per capita, strategic importance (security related issues) and trade are employed as a sign 
for donor’s interest. In addition, the effects of colonial relations, ideological beliefs and region were ana-
lyzed. Their results indicate that the significance of factors differ across donor countries. Another study 
performed by Clist (2011) also found similar result. Clist (2011) investigated the factors affecting the aid 
allocation from a different perspective and introduced 4P framework (Poverty, Population, Policy and 
Proximity). This study employed aid commitments as dependent variable and in the first stage, eligible 
countries are determined estimating Probit model. Poverty is measured by GDP per capita. For policy, 
three variables are used: Freedom Index, Political Terror Scale and Corruption Control. By proximity 
which is considered instead of donor interest, the relation between donors and recipient countries are 
included into the analysis. Proximity can be reflected by common language, religion, history, geography, 
commercial activity, military aid and arm exports. Employing two part model and using the data on top 
seven donors over the years from 1982 to 2006, he showed that traditional hybrid model (which focus on 
recipient need and donor interest) may not be suitable for all donors, for example, for some donors only 
one aim can be important for the aid allocation, while aid selectivity of others may be based on multi-
purpose. However, according to Clist (2011), this heterogeneity in priorities of donors cause the aids to 
be ineffective for sustainable development of countries. The aid allocation analysis was performed for 
different types of aid also (see for example, Fink and Redaelli (2011) for emergency aid). Below, some 
selected studies are reviewed, briefly.

Migration flows was found to be an important factor by some studies. Vázquez and Sobrao (2016) 
investigated the effect of immigration flows on ODA allocation of Spain for the period from 1998 to 2009 
considering also other factors such as recipient’s need, donor’s interest, path dependence and effective-
ness of aid and found that immigration flows are important determinants of recipient country selection 
and foreign aid allocation. Also there are other significant factors for recipient selection and aid alloca-
tion such as, corruption control, population of recipient country, post-colonial ties and life expectancy 
at birth. Other studies analyzing the effect of migration on foreign aid flows found that immigrant stock 
has an important influence on the aid allocation of a donor country (see for example, Czaika (2005) for 
Germany’s ODA allocation and Lahiri and Raimondos-Møller (2000)). One more study by Czaika and 
Mayer (2011) found the significant impact of migration flows on aid allocation of 18 OECD donors 
for the period between 1992 and 2003. Bermeo and Leblang (2015) also found significant impact of 
immigrant stock in donor country, donors’ immigration policy and migrant mobilization on the foreign 
aid commitments of 22 OECD donors to 150 recipients over the years between 1993 and 2008. Lastly, 
the findings of Bermeo (2017) indicated the positive and statistically significant effects of migrant flows 
from receipt to donor countries for 23 OECD donor countries and the period covering the years from 
2002 and 2012. This study also compared the factors affecting the foreign aid commitments for two dif-
ferent periods: Cold War period and post-2001 period and showed that during Cold-War, income level, 
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strategic importance and trade relations are found to be important determinants, however, after 2001, 
targeted development became an important factor for foreign aid flows.

Furthermore, some studies’ main findings indicate the significance of governance quality for the aid 
allocation. In’airat (2014) analyzed the determinants of foreign aid allocation to developing countries for 
the years between 2001 and 2010 focusing on the effects of governance quality. Different factors (income 
per capita, population and regional dummies as a proxy for donors’ interest) and different governance 
quality indicators (composite index, voice and accountability, effectiveness of government, quality of 
regulation, rule of law, corruption control, political stability) are employed by this study. Result of the 
study shows that governance quality is an important criterion for the aid allocation of donor countries in 
addition to per capita GDP and population. Another study by De Matteis (2013) analyzed the relations 
between aid, growth, governance and poverty. The result of this study shows that effectiveness of aid is 
highly related with governance of recipient country and increases if the main focus of aid is to dimin-
ish the poverty in the recipient country. To deal with endogeneity problem, simultaneous equations are 
estimated for aid, growth, governance and poverty. For the determinants of aid per capita, in this study, 
GDP per capita, population, poverty and governance measured by civil and political liberties are taken as 
important factors. But the results indicate statistical significant negative effect of only GDP per capita and 
population. Alternatively, when per poor measures are employed for aid and GDP instead of per capita 
measures, in addition to previous finding of statistical significance of coefficient on GDP and population, 
poverty becomes statistically significant factor having negative influence on aid per poor. Furthermore, 
as a proxy for poverty, Human Development Index was used and estimation results indicate that all the 
variables have statistically significant effects with signs which are in line with a priori expectations. On 
the other hand, McGillivray and Pham (2017) evaluated the performance-based aid allocation system 
of multilateral aid agencies. Their findings show that the effectiveness of aid, i.e., the impact of aid on 
growth is not only affected by performance but also, lack of human capital and economic vulnerability 
(measured by using terms of trade and goods and services exports’ instability).

For DAC donors, Younas (2008) and Hoeffler and Outram (2011) found similar results, such as the 
significant impacts of donor’s interest and recipient’s needs. Younas (2008) examined the determinants 
of bilateral aid flow from DAC members to 78 net aid recipient countries between 1991 and 2003. 
Bilateral real aid per capita was explained by population, income per capita, infant mortality, share of 
imports from donor countries disaggregated based on product out of total imports, aid per capita from 
multilateral donors, trade openness, political and civil rights index, distance, reserves per capita, domes-
tic purchasing power, political and strategic concerns for Middle East, religion and colonial relations. 
The similar analysis was also performed for major six donors. The findings indicate the most important 
determinants are trade benefits (capital good imports of donor countries to recipients) and political and 
strategic concerns. In addition, infant mortality rate, religion and conditions related to human rights 
were also found to be significant factors. However, results show that poverty effect is not so influen-
tial. Hoeffler and Outram (2011) examined the determinants of aid flow from 22 DAC donors to 168 
recipients over the period 1980-2004. Within DAC donors, they examined top 5 donors and compared 
them with average donor’s allocation behavior. They considered four groups of factors: recipient’s need 
(income per capita and bilateral aid per capita from other donors), donor’s interest (trade and voting 
in UN in line with the donor country’s interest), recipient’s merit (GDP per capita growth, democracy 
index, human rights index) and controls (population). They found that unobserved country specific 
factors are significant determinants and there is little evidence for the recipient’s merit as an influential 
factor. Moreover, although donors give importance to recipient’s need and their own interests while 
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making aid allocation decision, allocation decision of donors depend on different factors. In general, 
they concluded that there is not much support for the recipients to improve the situation with respect to 
growth, democracy and human rights.

Different from other previous studies, Swiss (2017) argued that there are three different motivations 
for aid allocation: recipient’s need (altruistic motive-international humanitarianism), donor self-interest 
(realist motives) which was first mentioned by Morgenthau (1962) as an important factor in aid alloca-
tion and recipient countries’ global networks (institutional motive-global ties). In this study, different 
from In’airat (2014), most of the attention is put on recipient countries’ global networks. Taking into 
account international networks of aid recipients, Swiss (2017) analyzed the determinants of the num-
ber of donors for 117 aid recipient countries between the years 1975 and 2006 by using fixed effect 
negative binomial regression model which includes number of human right treaties ratified, number of 
membership in International NGOs, aid per capita, GDP per capita, population, exports as a share of 
GDP, democratic transition variable, polity score, dummies for showing the presence of conflict, the 
time in which the country becomes independent and having past colonial relation and categorical time 
variable measuring the growth and expansion of global aid ties over time as explanatory variables. This 
study found robust effect of global ties on the number of donor countries regardless of the measure for 
the aid ties. However, although not robust, the findings showed also effect of other variables indicating 
the validity of altruistic view (humanitarian approach) and realist motive in some cases. Lastly, another 
finding is such that as number of donor increases aid amount per capita declines. However, only focus-
ing on human right treaties ratified, Magesan (2013) showed that this factor increases aid flows to the 
83 countries from OECD donors over the period 1972-2006.

The overall analysis of recent literature shows that the studies found different results which can be 
result of different level of analysis, different methods, time periods, country groups for both donors and 
recipients and different factors included into the models. The analysis performed in this chapter includes 
all the factors discussed in the literature by using the most recent data for all the variables. Next section 
presents the analysis results.

PANEL DATA ANALYSIS FOR THE DETERMINANTS 
OF FOREIGN AID AND WELFARE IMPACTS

In this section, after giving information on the data employed, the author discusses the methodological 
issues and presents the estimation results for the analysis related to the determinants of foreign aids and 
welfare impacts of aids on both donors and recipients by taking GDP per capita as a proxy for welfare. 
Although it was widely discussed in the literature that the GDP per capita is not a suitable indicator 
for the welfare (see, for example van den Bergh (2011)), because of data unavailability, the analysis is 
restricted by considering this measure as an indication of welfare improvement.

Data

For the analysis, balanced panel data is employed on 71 aid recipient countries over the period from 1996 
to 2013. These recipient countries are the developing and less developed countries1 which receive ODA 
from DAC members. In order to analyze the determinants of foreign aids and welfare impacts, panel 
data series shown in Table 1 are used. Table 1 also presents the data sources for each series. The panel 
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data used for the analysis of welfare effects on donor countries includes 26 DAC members 2 covering 
the period from 1998 to 2013. In order to calculate real aid disbursements per capita (realodapc), Aid 
(ODA) disbursements from DAC (net total) (Current Prices, US Dollars) is divided by Consumer price 
index (2010 = 100) and population. In addition, per capita values of realgdp and migflow are calcu-
lated by taking the ratio of related variable to population in order to obtain realgdppc and migflowpc, 
respectively. Different from Clist (2011), aid disbursements are used as they show actual realization of 
aid flows to the countries.

Descriptive statistics and cross-sectional dependence test results are presented in Table 2 and yearly 
averages of series are given in Table 3. According to Table 2, there are statistically significant cross-
sectional dependency problem in all the panel data series except polstability. In the estimation of the 
models, this problem is taken into account by employing appropriate estimation method. Moreover, as 
shown in Table 2, real ODA disbursements per capita from DAC members to developing and less de-
veloped countries are on average 0.45 but with high level of variability over time and across countries. 
Highest level of realodapc was realized for Suriname in 1996 and lowest level for Panama in 2007. For 
other series, such as, conflict and disasters, variability is higher over time and across countries compared 
to other series. On average, Pakistan and China are the countries which experience severe and frequent 
displacements of people due to conflict, violence and disasters, respectively in recent years (see Table 
3). Highest level of real GDP per capita was recorded by Uruguay in 2013 and migration from Albania 
to DAC members in 2008 as a ratio of its population is the highest among the countries and period under 
investigation. In addition, Table 3 shows that on average over time, Uruguay has the highest level of real 
GDP per capita and Albania is also the country in which larger share of its population migrate to DAC 
members compared to other countries.

Table 1. Data sources

Series Code Source Variable

Aid (ODA) disbursements from DAC 
(net total) Current Prices, US Dollars, 
Millions

OECD.Stat Database aidoda

GDP (constant 2010 US$) NY.GDP.MKTP.KD The World Bank, World Development 
Indicators (WDI) Database realgdp

Population, total SP.POP.TOTL The World Bank, WDI Database population

Number of cases for displacement after 
conflict and violence VC.IDP.NWCV The World Bank, WDI Database conflict

Number of cases for displacement after 
disasters VC.IDP.NWDS The World Bank, WDI Database disasters

Trade (% of GDP) NE.TRD.GNFS.ZS The World Bank, WDI Database openness

Consumer price index (2010=100) FP.CPI.TOTL The World Bank, WDI Database

Political Stability PV.EST The World Bank, WDI Database polstability

Regulatory Quality RQ.EST The World Bank, WDI Database regquality

Rule of Law RL.EST The World Bank, WDI Database rulelaw

Migration Inflows (by nationality) OECD.Stat Database migflow
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Pairwise correlations given in Table 4 indicate that there is not any severe problem of collinearity 
among the most of explanatory variables to be included into the model in order to analyze the determi-
nants of real ODA disbursements from DAC members to developing and less developed countries. But, 
as among polstability, regquality and rulelaw, cross-correlations are larger; these variables are included 
into the model one by one in order to avoid the possible collinearity problem.

Methodology

This study employs panel data techniques in order to investigate the determinants of ODA disburse-
ments and examine the impact of foreign aid on welfare of both recipient and donor countries. For the 
analysis of ODA disbursement’s determinants, the model given by equation (1) is estimated by panel 
data techniques. In the model, three different sets of factors are considered following In’airat (2014): 
recipient needs (realgdppc, conflict and disasters), donor countries’ interests (openness and migflowpc) 
and governance of the recipient countries (governance). Different from previous studies, the population 
is excluded from the model as per capita values are employed for all the appropriate variables.

realodapc rea dppc conflict disaster
i ti t 1 i t 2 i t 3= + + +

, , ,
lgδ ϕ β β β+ ss openness

governance
i t 4 i t

5 i t

+
+ ++

, ,

,

β
β β                    

66
migflowpci t i t, ,

+ ε
 (1)

In equation (1), error terms ( εi t, ) are assumed to be identically and independently normally distrib-
uted with mean 0 and variance σ2  for all country i=1,…,71 and year t=1996,...,2013. As the polstabil-
ity, regquality and rulelaw variables are included into the model one by one, in equation (1) governancei t,  
is added to represent these variables. δ ϕ

i t
 and  show country-specific fixed effects (FEs) and time 

period fixed effects (TEs) which are included in order to account for heterogeneity among countries and 
over time. In order to test for the statistical significance of fixed effects, various Wald tests are employed. 

Table 2. Descriptive statistics and cross-sectional dependence test statistic (N=71, T=18)

Mean Standard 
Deviation

Coefficient of 
Variation Minimum Maximum CD

realodapc 0.448073 1.228415 2.741554 -0.45883 32.22509 29.78*

realgdppc 3060.827 2793.741 0.912741 209.8617 13467.44 150.29*

conflict 8269.568 97323.1 11.76883 0 3000000

disasters 95397.8 888483.3 9.313457 0 1.87E+07

openness 74.19323 34.98481 0.471536 15.63556 220.4073 41.30*

polstability -0.42309 0.767831 -1.81483 -2.81004 1.283388 0.49

regquality -0.31063 0.508054 -1.63554 -1.72011 1.12727 7.96*

rulelaw -0.46888 0.510623 -1.08904 -1.80231 1.07713 6.29*

migflowpc 0.001612 0.002886 1.789741 5.44E-06 0.026157 62.06*

CD is cross-sectional dependence test statistic developed by Pesaran (2004) and asymptotically distributed as N(0, 1) and is performed 
by using xtcd command in Stata 11. For conflict and disasters variables, as there are too many zero values, statistics cannot be computed. 
Statistical significance of test statistic is shown by ***, **, * at 10%, 5% and 1% levels.
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Table 3. Yearly averages of series over the period from 1996 to 2013

Code realodapc realgdppc conflict disasters openness polstability regquality rulelaw migflowpc

ALB 0.715 3107.452 0 34 65.494 -0.176 -0.017 -0.603 0.01456

DZA 0.063 4011.966 0 1547 63.378 -1.327 -0.882 -0.819 0.00101

ARM 0.596 2411.271 0 0 70.880 -0.149 0.171 -0.404 0.00260

AZE 0.187 3410.837 0 3770 87.901 -0.727 -0.534 -0.869 0.00041

BGD 0.075 621.196 783 232387 34.909 -1.239 -0.920 -0.856 0.00022

BEN 0.326 724.390 0 27264 55.817 0.435 -0.409 -0.452 0.00016

BTN 0.966 1623.069 0 1111 94.086 0.852 -0.698 0.254 0.00390

BOL 0.717 1781.412 0 6980 63.349 -0.482 -0.571 -0.799 0.00214

BWA 0.741 5636.662 0 117 96.092 1.026 0.585 0.635 0.00024

BRA 0.022 9795.224 0 74980 23.832 -0.142 0.100 -0.196 0.00039

BDI 0.307 230.434 0 237 35.487 -1.778 -1.133 -1.197 0.00018

KHM 0.372 601.953 0 25333 114.156 -0.427 -0.425 -1.119 0.00057

CMR 0.326 1241.239 0 2444 51.182 -0.615 -0.831 -1.117 0.00058

CHN 0.011 3015.221 0 3041928 47.585 -0.466 -0.266 -0.482 0.00029

COL 0.159 5523.756 58684 183545 35.915 -1.652 0.191 -0.496 0.00122

CRI 0.079 7127.555 0 1039 81.470 0.685 0.509 0.554 0.00060

CIV 0.313 1271.121 58708 560 83.727 -1.357 -0.700 -1.127 0.00034

DOM 0.184 4472.190 0 4633 69.301 -0.028 -0.189 -0.603 0.00471

ECU 0.360 4283.147 0 1484 54.668 -0.568 -0.881 -0.912 0.00334

EGY 0.252 2177.969 0 1111 49.269 -0.859 -0.444 -0.230 0.00029

SLV 0.391 3253.990 0 5153 68.218 0.020 0.156 -0.632 0.00397

FJI 0.630 3532.324 0 3239 123.052 0.275 -0.432 -0.376 0.00683

GAB 0.300 9820.007 0 233 89.608 0.270 -0.419 -0.501 0.00051

GMB 0.205 525.049 0 1864 64.710 0.158 -0.430 -0.407 0.00188

GEO 0.731 2203.029 0 85 76.492 -0.844 0.132 -0.420 0.00180

GHA 0.726 1142.096 0 8108 85.972 -0.035 -0.095 -0.010 0.00071

GTM 0.298 2672.696 0 15233 58.895 -0.755 -0.200 -1.035 0.00109

GNB 0.501 552.068 0 153 50.586 -0.738 -1.112 -1.369 0.00289

GUY 1.090 2662.975 0 0 172.038 -0.408 -0.453 -0.497 0.01116

HND 0.655 1790.061 0 5142 117.382 -0.398 -0.357 -0.942 0.00134

IND 0.013 1011.320 42028 1451969 38.718 -1.160 -0.372 0.068 0.00015

IDN 0.090 2632.201 3250 112398 55.745 -1.140 -0.361 -0.637 0.00012

IRN 0.051 5496.000 0 3234 44.335 -0.972 -1.457 -0.857 0.00048

KAZ 0.163 6868.662 0 1080 83.872 0.143 -0.349 -0.826 0.00066

KEN 0.289 897.742 12389 25140 55.229 -1.190 -0.248 -0.835 0.00023

KGZ 0.394 761.198 16667 59 109.157 -0.804 -0.356 -1.045 0.00047

LAO 0.964 883.600 244 5412 77.023 -0.108 -1.078 -0.973 0.00042

MKD 0.636 3841.884 0 91 90.720 -0.559 0.108 -0.326 0.00478

continued on following page
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Code realodapc realgdppc conflict disasters openness polstability regquality rulelaw migflowpc

MDG 0.342 416.968 0 30783 65.637 -0.222 -0.490 -0.559 0.00012

MWI 0.603 403.208 0 4696 58.811 -0.032 -0.537 -0.239 0.00003

MYS 0.014 7987.951 0 8757 186.876 0.223 0.588 0.460 0.00060

MLI 0.360 635.530 19444 3288 56.591 -0.360 -0.445 -0.403 0.00042

MRT 0.527 1112.592 0 532 94.762 -0.379 -0.498 -0.753 0.00065

MUS 0.252 6542.174 0 0 120.592 0.912 0.703 0.949 0.00255

MEX 0.021 8714.298 8972 111113 55.353 -0.579 0.328 -0.483 0.00158

MNG 1.214 2192.857 0 1198 112.659 0.704 -0.257 -0.166 0.00302

MAR 0.173 2428.754 0 1143 66.521 -0.347 -0.156 -0.109 0.00339

MOZ 0.870 336.759 0 27679 71.218 0.076 -0.459 -0.692 0.00003

NPL 0.194 511.677 278 18214 49.225 -1.394 -0.620 -0.615 0.00050

NER 0.188 339.453 0 54686 50.331 -0.643 -0.595 -0.601 0.00007

PAK 0.092 944.843 230111 766528 33.180 -2.093 -0.644 -0.828 0.00041

PAN 0.096 6612.514 0 284 139.547 0.083 0.426 -0.105 0.00062

PRY 0.185 2921.964 0 1559 97.219 -0.637 -0.519 -0.878 0.00134

PER 0.151 4081.773 0 17528 43.785 -0.831 0.361 -0.598 0.00121

RWA 0.527 442.615 0 946 36.862 -0.752 -0.468 -0.589 0.00015

SEN 0.436 929.817 287 17041 67.959 -0.288 -0.204 -0.169 0.00109

SRB 1.960 4467.042 0 259 65.901 -0.548 -0.311 -0.598 0.00551

ZAF 0.156 6547.710 0 5630 55.795 -0.132 0.474 0.139 0.00058

LKA 0.326 2244.644 15556 120440 69.169 -1.023 -0.093 0.040 0.00133

SDN 0.357 1521.928 116944 29608 32.139 -2.250 -1.367 -1.406 0.00021

SUR 4.766 7034.205 0 17 82.993 0.231 -0.572 -0.110 0.00506

SWZ 0.253 3339.266 0 0 133.515 -0.198 -0.485 -0.579 0.00006

TZA 0.407 581.333 0 2502 44.197 -0.362 -0.420 -0.376 0.00005

THA 0.022 4279.255 2783 162907 121.178 -0.696 0.239 0.044 0.00061

TGO 0.210 501.161 0 2895 90.459 -0.337 -0.779 -0.871 0.00059

TUN 0.250 3455.728 0 0 92.505 -0.156 -0.110 -0.062 0.00173

TUR 0.035 9535.812 11 15139 47.360 -1.027 0.276 0.026 0.00115

UGA 0.340 496.466 0 2880 41.517 -1.092 -0.140 -0.451 0.00006

URY 0.089 9966.590 0 56 48.941 0.833 0.467 0.623 0.00155

VNM 0.226 1012.851 0 112204 129.650 0.252 -0.607 -0.460 0.00084

ZMB 1.276 1164.040 0 3637 65.024 0.261 -0.480 -0.411 0.00009

Max. Suriname Uruguay Pakistan China Malaysia Botswana Mauritius Mauritius Albania

Min. China Burundi Brazil Sudan Iran Sudan Malawi

Table 3. Continued
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By assuming homogeneity of intercept term across countries and over time, estimation of pooled 
model shown in equation (2) is performed by OLS putting the following restrictions, δ δ ϕ ϕ

i t
=  and =

to the model (1).
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First, this pooled model is tested against model with only country-specific fixed effects given in 
equation (3) by imposing δ δ

i
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Then, time period fixed effects and presence of both effects are tested in a similar manner. Autocor-
relation, heteroscedasticity and cross-sectional dependence tests are performed for the correct specifica-
tion of the model. If the tests show misspecification in the model, the models are estimated by Feasible 
Generalized Least Square Dummy Variable (FGLSDV) and Feasible Generalized Least Squares (FGLS) 
methods. Negative effect of realgdppc is expected as the real income per capita of recipient countries 
decline, the donor countries may provide larger amount of foreign aid for humanitarian assistance and 
overall economic development. On the other hand, the countries are expected to receive more aid in cases 
of conflicts, wars and disasters and also if there is high level of migration from these countries to donor 
countries in order to diminish the migration. Furthermore, good governance show that the foreign aid 
can be used very effectively, therefore, the donor countries may prefer to provide aid to countries with 
good governance structure. As countries are more integrated globally, one can expect positive impact of 
this on the ODA disbursements received which is measured by openness in Model (1). Trade openness 
can be regarded as a measure showing donor interest, more clearly, commercial motive.

To analyze the welfare impacts of foreign aids, Panel Granger Causality tests developed by Dumi-
trescu and Hurlin (2012) are performed for both recipient and donor countries. Real GDP per capita is 

Table 4. Pairwise correlations 

realodapc 1

realgdppc -0.0329 1

conflict -0.0177 -0.0333 1

disasters -0.0348 0.0081 0.1006 1

openness 0.0265 0.1386 -0.0694 -0.0637 1

polstability 0.1166 0.2735 -0.1661 -0.0747 0.3803 1

regquality -0.05 0.5131 -0.0564 -0.0032 0.2219 0.4019 1

rulelaw 0.0267 0.4502 -0.0492 0.0112 0.2245 0.578 0.6961 1

migflowpc 0.2051 0.099 -0.0333 -0.0433 0.2227 0.1367 0.0673 0.0337 1
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used as an indicator for welfare due to data constraints. In order to test the causality, equations (4) and 
(5) are employed assuming country specific coefficients;

rea dppc rea dppc realodapc
i t i k i i t k

k

K

k i i
lg lg

, , , , ,
= + +−

=
∑ω γ ϑ

1 1
1

1 ,, ,t k
k

K

i t
u−

=
∑ +

1
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First, F tests are performed for every country i separately, then, average of these Wald statistics are 
taken to obtain Wbar. Granger causality running from realodapc to realgdppc is tested by restricting 
coefficients on lags of realodapc in equation (4) as shown in equation (6). On the other hand, causality 
test from realgdppc to realodapc is performed by testing the null hypothesis given in equation (7).

H
i01 11 1

:
, k,i

ϑ ϑ=...= =0  (6)

H
i02 21 2

:
, k,i

ϑ ϑ=...= =0  (7)

Standardized statistics (Zbar and Ztilde) are used to test the null hypotheses given in equations (6) 
and (7). One can find more information on the test, test statistics and their distribution in Lopez and 
Weber (2017). If null hypotheses are rejected, the panel causality exists in either side or both sides of 
the directions.

Empirical Results of Panel Data Analysis

Table 5 and 6 present the results of analysis. In Table 5, the estimation results for pooled model and 
model with only country-specific fixed effects are not given in order to save space but can be available 
upon request. In all the estimations, the tests indicate the statistical significance of both country-specific 
effects and time-period effects as well as that there is evidence of heteroscedasticity, autocorrelation and 
cross sectional dependency problems. Therefore, the conclusions are based on the estimation results 
obtained by performing FGLSDV estimation. As there are different variables showing the governance 
quality of a country, there are three different models considered. But regardless of this, robust results 
are obtained. In all the estimations performed by FGLSDV method, realgdppc, openness, governance 
and migflowpc are statistically significant. As, real per capita GDP of the recipient country decreases, 
ODA disbursements to this country increases. Same conclusion is valid for openness. There is an inverse 
relation between openness and realodapc which is contrary to the finding of Younas (2008) and a priori 
expectations. Trade may not be regarded as a donor’s interest in this case, it can show the recipient’s need. 
As trade openness increases, the countries can be more engaged to the international system and may not 
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need foreign aid. Similar result is obtained by Clist (2011) and De Matteis (2013) for per capita GDP 
and although not robust, findings of Swiss (2017) show the negative effect of income level on aid ties.

Polstability, regquality and rule of law all affect the realodapc positively. Therefore, donor countries 
prefer to give ODA to countries which have better governance quality. In’airat (2014) and De Matteis 
(2013) also found that foreign aid allocation depends on governance quality and per capita real GDP. 
Furthermore, Acht et al. (2015) showed that poor governance lead to donors to deliver aids through 
NGOs, instead of governmental organizations. Findings show that as migration flow as a share of the 
population from developing and developed countries to DAC members rises, the realodapc increases. 
This result is consistent with the findings of Bermeo (2017), Vázquez and Sobrao (2016), Bermeo and 
Leblang (2015), Czaika and Mayer (2011), Czaika (2005) and Lahiri and Raimondos-Møller (2000). 
Donor countries may attempt to decrease the migration inflow to their countries from developing and 
developed countries by using ODA. However, according to the results, the occurrences of conflict and 
violence events and disasters may not be the main determinants of ODA as the results indicate positive 
but statistically insignificant effects. This result is also supported by the findings of Swiss (2017).

Table 6 shows the results of Granger Causality Tests for both ODA recipient countries and donor 
DAC members. For recipient countries, there is evidence of bi-directional causality between realgdppc 
and realodapc. Thus, real per capita GDP of a recipient country is determined by real per capita ODA 
disbursements that this country takes and vice versa. However, for donor countries, real per capita ODA 
disbursement given to these countries do not have any growth effect. The causality runs from realgdppc 
to realodapc. Countries with higher income per capita tend to give more real per capita ODA disburse-
ment. For recipient countries although ODA contributes to welfare improvement, for donor countries, 
there is not any evidence for welfare improvement. In the literature, there is conflicting results for the 
growth effect of aid for recipient countries as mentioned by Addison et al. (2017).

Solutions and Recommendations

The findings show the welfare impact of ODA for recipient countries. Therefore, the donor countries 
should further increase ODA to these countries in order to encourage and contribute the development 
of developing and low developed countries. Although the donor countries may use ODA to mitigate the 
migration inflow to their countries from developing and low developed countries in addition to aim-
ing development of these countries, governance structure of the recipient country is also found to be 
an important factor determining the ODA disbursements. The recipient countries should improve their 
governance structure in order to obtain more ODA disbursements for their development.

FUTURE RESEARCH DIRECTIONS

The analysis in this study is limited due to data constraints. Instead of using trade openness, bilateral trade 
flows can be used in order to include the bilateral trade connections between countries which can show 
the trade motive of donors more accurately. In addition, welfare index can be calculated as performed 
by Menegaki and Tugcu (2017) for the correct measurement of welfare. Moreover, nonlinearity in the 
model can be considered by employing nonlinear panel data models, such as threshold panel data model 
based on data availability. Other determinants can be included into the model (such as population density) 
but by considering collinearity problem. Similar analysis can be performed for other types of foreign 
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Table 5. Fixed effects and FGLSDV estimations for model 1

realodapc FEs & TEs FGLSDV FEs & TEs FGLSDV FEs & TEs FGLSDV

realgdppc -0.0000950*** 
(-1.83)

-0.00017* 
(-6.51)

-0.000111 
(-1.56)

-0.0001783* 
(-6.23)

-0.0001079*** 
(-1.77)

-0.0001711* 
(-6.11)

conflict 0.000000108 
(1.38)

0.000000089 
(0.6)

0.000000104 
(1.5)

0.00000009 
(1.3)

0.00000008 
(1.47)

0.00000007 
(1.00)

disasters 0.000000027 
(1.43)

0.000000638 
(1.33)

0.000000028 
(1.39)

0.00000006 
(0.2)

0.00000003 
(1.4)

0.00000021 
(0.85)

openness -0.0063876 
(-1.56)

-0.0054* 
(-10.67)

-0.0066815 
(-1.47)

-0.0042217* 
(-6.31)

-0.0065902 
(-1.52)

-0.0040288* 
(-6.06)

polstability 0.0400498 
(0.62)

0.045617*** 
(1.69)

regquality 0.2039769 
(0.93)

0.2239182* 
(5.21)

rulelaw 0.2328943 
(1.46)

0.1920711* 
(4.49)

migflowpc 99.7881200** 
(2.83)

102.718* 
(14.85)

99.8984** 
(2.72)

110.9583* 
(20.06)

100.1367** 
(2.73)

112.6865* 
(19.11)

constant 1.712021* 
(4.51)

0.921803** 
(2.53)

0.6877301*** 
(1.78)

0.8627702** 
(2.32)

0.8049533** 
(2.2)

0.8390299** 
(2.25)

R2 0.3097 0.3107 0.3107

AC 9.711* 9.597* 9.604*

HC 450000* 540000* 720000*

CD 53.064* 51.826* 52.168*

CFE 5.314* 5.503* 5.558*

TFE 2.182* 2.069* 2.137*

Joint FE 21.257* 21.607* 21.585*

Notes: t statistic are given in parentheses which are calculated based on Driscoll and Kraay (1998) standard errors in order to correct for heteroscedasticity, 
cross-sectional dependence and autocorrelation. FGLSDV estimation was performed including country and time fixed effects and allowing for country 
specific AR(1) coefficients. AC is the Wooldridge first order autocorrelation test performed by using xtserial command in Stata 11 and based on Wald 
statistics which is distributed as F (1, 70) under the null hypothesis of no autocorrelation in the residuals. HC is the groupwise heteroskedasticity test based 
on Modified Wald statistic which has asymptotic chi-square distribution with 71 degrees of freedom under null hypothesis of homoscedasticity and is 
performed by using xttest3 command in Stata 11. CD is cross-sectional dependence test statistic developed by Pesaran (2004) and asymptotically distributed 
as N(0, 1) and is performed by using xtcsd, pesaran command in Stata 11. CFE, TFE and Joint FE are the test statistics which test for the statistical 
significance of country fixed effects, time fixed effects and both effects. In order to save space, the estimation results for pooled OLS and model with 
only country specific fixed effects are not presented but are available upon request. In all cases, country fixed effects are statistically significant when the 
restricted model is pooled model. Statistical significance of estimated coefficients and test statistic are shown by ***, **, * at 10%, 5% and 1% levels.

Table 6. Granger causality test for ODA recipients (developing and low developed countries) and donors 
(DAC members)

ODA Recipients ODA Donors

Wbar Zbar Ztilde Wbar Zbar Ztilde

realgdppc→realodapc 3.3451 13.9723** 9.7573** 3.6205 9.4482*** 6.2021***

realodapc →realgdppc 1.9713 5.7874*** 3.6042*** 1.3078 1.1097 0.2762

Lag length was determined according to BIC. Tests allowed for heterogeneity among countries. Bootstrapped p-values were calculated 
to consider the cross-sectional dependency by performing 1000 bootstrap replications. ***,**,*denote the statistical significance level at 
10%, 5%, and 1%.
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aid and considering different sectors as the one performed by Kilby (2011) for the investigation of the 
factors affecting aid project size and aid fragmentation. In addition, as in Swiss (2017), the analysis can 
be performed considering aid networks by using alternative measures showing aid ties between coun-
tries. Donor heterogeneity is another issue which calls for further attention (Clist, 2011), in such a way 
that each donor can be analyzed separately by considering other motivations for aid although there are 
already some studies (such as Schraeder et al. (1998) and Berthélemy and Tichit (2004)) which analyze 
the donors separately and found that different combinations of factors are important for each donor.

CONCLUSION

This chapter aims to analyze the main determinants of foreign aid focusing on total ODA disbursements 
from DAC donor countries to developing and low developed countries as well as the welfare impact of 
foreign aid for both donor and recipient countries. The analysis is performed employing panel data on 71 
recipient countries and all DAC members over the period from 1996 to 2013 based on data availability. 
The panel data techniques are employed for this analysis, such as fixed effect model estimated by FGLSDV 
and panel Granger causality test. Results show that per capita real income, migration flows, governance 
structure and trade openness play an important role in determining the ODA disbursements taken by 
these countries. In addition, ODA contributes to the well-being of recipient countries. Therefore, donor 
countries should increase ODA to these countries in order to ensure their economic, infrastructural and 
sustainable development. However, the recipient countries should improve their governance structure 
for the effectiveness of aid.
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KEY TERMS AND DEFINITIONS

Altruistic Motive: According to this perspective, aid is provided for recipient’s needs, therefore, this 
is also called international humanitarianism.

Bilateral Aid Flows: Aid from one single donor to a single recipient.
Development Assistance Committee: Established in 1960. It comprises member countries and 

became a body under OECD dealing with the issues of aid policy assessments and aid provision to 
developing world.

Governance: Policymaking and policy implementation monitoring.
Institutional Motive: According to this view, aid ties are closely related with the engagement to 

the global system through international Non-governmental organization membership and ratification 
of international agreements.

Migration: Flow of people from one country to another for permanent or temporary settlement based 
on for example, economic, political, and social reasons.

Multilateral Donors: International institutions providing aids.
Official Development Assistance: Official and concessional aid flow to developing countries for 

economic growth and sustainable development.
Poverty: The situation in which income level is below to the point where basic needs (for example, 

food and shelter) cannot be met.
Realist Motive: The provision of aid is mostly based on donor’s interest.
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ABSTRACT

The importance of global public goods (GPGs) is increasing every day. As a result, the concept become 
an important part of international policymaking. There is a huge literature on the definition and clas-
sification of GPGs, as well as the financing problems of them. GPGs are generally financed through 
the development aids given by international organizations and some developed countries. Literature 
is generally concentrated on the determination of the amount of aids devoted to different categories of 
GPGs, such as environment, health, peace-keeping, and knowledge. Differently from the literature, a new 
and more general classification is also used in this chapter. The main sectors included in the analysis 
are social infrastructure and services, economic infrastructure and services, production sectors, multi-
sector/gross cutting, and humanitarian aid. For the first time in the literature, principal components 
and cluster analysis methodologies were used to determine the performance of the countries providing 
official development aids in this study.
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INTRODUCTION

In a globalising world, problems and their solutions reach across national borders. This leads a growing 
concern for international corporations and international collective action. The unfolding tragedy of the 
AIDS epidemic is an instance where a disease with local origins has created consequences worldwide. 
Likewise, the Internet, which offers instant global communication, can be exposed to tremendous harm 
from hackers and the spread of insidious viruses. We live in an era where global warming, ozone-shield 
depletion and financial instabilities place risks on an ever-integrating world. As a result of these global 
challenges, the concept of global public goods (GPGs) has become an important part of international 
policy making.

The public goods which affect the whole world are called as GPGs. In another way, GPGs are goods 
with benefits or costs that extend across countries and regions. These goods are global for two reasons. 
Firstly, they are global across space. Secondly, they affect future generations. The concept appears in 
the agendas of United Nations agencies, World Bank, the European Union and other non-governmental 
organisations. Nobody can do without GPGs. Health, knowledge, environment, peace and security are 
some of the examples of global GPGs. For our common future, the finance of global peace, democracy, 
health, and climate change is increasingly become important.

There is a large literature on the definition, classification and the financing mechanisms of GPGs. 
An interesting attempt to determine the expenditure on GPGs has been provided by researches done by 
various authors (Raffer, 1999; World Bank, 2001; teVelde, Morrissey, & Hewitt, 2006; Reisen, Soto, & 
Weithöner, 2003; Reisen, Soto, & Weithöner, 2004). Using data from Official Development Aid (ODA), 
previous studies have documented the increase in aid-financed GPGs according to sectors and donors. 
However, no study has so far measured the performance of the donor countries according to the sectoral 
aids. So, this chapter will focus on the measurement of the relative performance of the donor countries in 
terms of sectoral official development aids as well as the trends and distribution of aids provided as GPGs.

This chapter has three aims. The first aim is to scrutinize the concept of GPGs. Secondly, it will 
examine how much aid has been allocated to finance global public goods by donor countries and by 
multinationals. The third aim, differently from the literature, it will try to determine relative performance 
of donor countries in terms of development aids provided for GPGs. Principal components analysis and 
cluster analysis methodologies were used to determine the performance of donor countries by using 
data on sectoral aids. The main sectors included in the analysis are: social infrastructure and services, 
economic infrastructure and services, production sectors, Multi-sector/Gross Cutting, and Humanitarian 
Aid. The data used in empirical work is obtained from the Organisation for Economic Co-operation and 
Development (OECD).

This chapter is divided into five sections. After the introductory section, section one examines the 
literature related with the definition of GPGs. Section two concentrates on the classification of GPGs. 
Section three discusses the various financing mechanisms of GPGs as well as the trends and sectoral 
distribution of ODA for the years from 1990 to 2016 depending on the availability of data. Section three 
has three sub-sections. In the first sub-section, expenditure on health related GPGs will be examined. 
The second sub-section will show the trends of expenditure related with peace-building activities. The 
last sub-section will concentrate on ODA provide for knowledge generation and environment related 
GPGs. Section four tries to determine the relative performance of Development Assistance Committee 
(DAC) countries empirically. Section five concludes the chapter.
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THE DEFINITION OF PUBLIC GOODS

Although the term public good is old in economic literature, the features of public goods were first used by 
Samuelson (1954). According to him, a pure public good should have two features which are non-rivalry 
in consumption and non-excludability. Non-rivalry means that the consumption of the public good by 
one person will not decrease its availability to the others. Non-excludability means that it is impossible to 
exclude anyone from the consumption of the public good. If these two features are completely satisfied, 
a public good is said to be pure (Kocks, 2005). Instead of defining the global public goods, Samuelson 
tried to define the features of public goods and also to determine the mix of private and public goods.

The term global public good was first defined by Kindleberger (1986). An open trading system, well 
defined property rights, standards of weights and measures which may include international money, and 
fixed exchange rates were accepted as global public goods by Kindleberger (1986, p. 8).

Herber (1990) accepted peace and science in Antarctica as global public goods. Because, Antarctica is 
unique among the seven continents as a continent of sustained peace. The citizens of world and especially 
the citizens of the nations which signed Antarctic Treaty System consume the political stability. The 
consumption of peace in Antarctica is non-rival, as the benefit of peace for one person will not reduce 
the benefit of others. Scientific research in Antarctica will also have important collective consumption 
benefits.

Mendez (2002) accepted oceans, seas and ozone layers as global public goods. He used the terms 
“international public goods”, “global public goods” and, “universal public goods” in the same sense. 
The most important contribution of the author was that international public goods could be accepted as 
global public goods when they were consumed globally.

Another definition says that GPGs are public goods that do not obey national borders, and some of 
them are naturally global (Kaul, Conceicao, le Goulven, & Mendoza, 2003). In another way, many of 
the national borders have taken away in recent decades.

The wider definition of GPGs was done by United Nations Development Programme’s publication 
Global Public Goods in 1999 (Kaul, Grunberg, &Stern 1999). According to this definition GPGs are the 
goods whose benefits spread to all countries, generations, or at least more than one country or groups. 
This definition also stresses that GPGs are the goods produced for any groups or produced for the next 
generations according to non-discrimination principles (Kaul et.al., 1999, p.16).

Another definition which based on development belongs to World Development Bank Development 
Committee. This Committee defines global public goods as the goods, resources, services, systems of 
rules, and policy regimes with cross-border externalities which are necessary for development, and that 
can be produced by developed and developing countries (World Bank, 2001, p.2).

THE CLASSIFICATION OF PUBLIC GOODS

Different approaches have been adopted in attempts to classify GPGs. The first approach classifies 
public goods into three categories according to the benefits which they provide. While the first group of 
public goods directly provide utility, the second group reduce the risk. The third group of public goods 
enhance the capacity. If the benefit provides direct utility or reduces the risk then public good is likely 
an international public good. If the benefit is to enhance then the spatial range of public good will be 
limited (Morrissey, teVelde, & Hewitt, 2002, p. 36). Table 1 classifies GPGs based on the nature of 
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the benefits. Public good may provide benefit to a region or to the whole world. Reducing the acid rain 
in one country has limited benefits for only its neighbours. However, the reduction of the pollution in 
oceans is a global public good/service.

Public goods can also be classified as core and complementary. While core refers to the provision 
of the global benefit, complementary refers to helping in providing the good. For example, knowledge 
is a GPG. However, the generation of knowledge requires research and education. So, education is a 
complementary activity (complementary public good) which is necessary for the generation of knowledge.

Another approach was suggested by Speight (2002) and then also used Reisen et al. (2003) According 
to this approach, GPGs are classifies thematically:

• Environment (global commons)
• Health (communicable disease eradication)
• Knowledge generation and dissemination
• Governance (international financial stability, a free and open trade system)
• Peace and security (global peace, protection from crime and narcotics).

Another classification was done by Kaul (2010) as pure GPGs, Impure GPGs, De facto GPGs and 
GPGs with restricted access. This classification can be observed from Table 2.

Pure GPGs are non-excludable and non-rival. Peace and security is one of the most important examples 
of pure GPGs. It is non-excludable and non-rival as everyone can benefit from them (Bieckmann, 2010). 
Impure GPGs are either non-excludable or non-rival. They are non-excludable or difficult to exclude, 
but rival. De facto GPGs are non-rival goods which are kept or made non-exclusive on a global scale.

Kaul (2010) also distinguishes public goods in to eight categories according to their production 
properties (the origins of public goods). The first category is called as natural GPGs. The sunlight 
and the moonlight, the atmosphere, the oceans are accepted as natural GPGs. The second category is 
human-made GPGs. This category consists of global norms, standards, rules and policy regime. Global 
infrastructure and communication networks, global knowledge networks are all in this category. The third 
group is known as best-shot goods. Inventions and discoveries, destruction of asteroid moving towards 
the earth are in this group. The fourth category is summation goods. This category contains mitigation 
of climate change and financial stability. The fifth group is weak-link summation goods which contain 
civil aviation safety-airport security screening. Group six is known as club goods. Especially, security 
provision by NATO is included in this category. The seventh group is final GPGs. Controlled commu-

Table 1. Classification of GPGs by range and types of benefits

Type of Benefit

Range of 
Benefit Direct Utility Risk Reduction Capacity Enhancement

Global Conserving 
Biodiversity

Reduced climatic risk; reduced risk of 
financial instability

Global governance institutions; global 
knowledge generations

Regional Protecting forests and lakes; 
peace keeping

Reduced acid rain; lower incidence of 
disease Research on arid agriculture

Source: Morrissey, teVelde, & Hewitt, 2002.
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nicable diseases and financial stability are included in this category. The last category is intermediate 
GPGs which contains pharmaceutical knowledge and international agreement on banking.

The most recent classification was done by Cepparulo and Giuriato (2016).They select 52 sectors 
from OECD Creditor Reporting System (CRS) and grouped them into the following six GPGs categories:

• Knowledge generation and dissemination,
• Communicable disease control,
• Global governance,
• Crime control and global peace
• Global commons and sustainability,
• Communications.

Verschraegen and Schiltz (2007) argued that knowledge should be considered as a global public good 
and private right. They claimed because open access and information sharing facilitate the global pro-
duction and dissemination of knowledge, more people can benefit from it. Also, it facilitates the access 
of the knowledge goods and services and thus less developed countries get involved global knowledge 
network. Knowledge generation and dissemination category contains the activities of research and sci-
entific institutions, and international institutions for knowledge. (11182) Educational research, (12182) 
Medical research, (16062) Statistical capacity building, (43082) Scientific institutions, (31182) Agri-
cultural research, (31282) Forestry research, (31382) Fishery research, (32182) Technological research, 
(41082) Environmental research and development, (23082) Energy research are CRS sectors included 
in the knowledge generation and dissemination GPS. The numbers in parenthesis show the CRS codes 
of the sectors.

Communicable disease control category is related with the control of communicable diseases and 
sexually-transmitted diseases. This category includes; (12250) Infection disease control, (13040) STD 
control including HIV/ AIDS, and (12263) Tuberculosis control.

Table 2. The consumption properties of global public goods

Pure GPGs Impure GPGs De Facto GPGs GPGs with restricted access

Financial and economic 
stability The atmosphere Patented knowledge

Peace and security The ozone layer The World Wide Web

Moonlight Fresh air International markets

Communicable disease control

The warming rays of the sun

The Oceans

Integrated markets

Non-rival but excludable A global gene pool to promote 
biodiversity preservation

Knowledge related goods Medical, financial and other 
technologies

Source: Kaul (2010).
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Global governance GPG contains the building of economic and financial capacity, the fostering 
financial stability, the adoption of conventions and the rules of governing. (15110) Public sector policy, 
(24010) Financial policy, (24020) Monetary institutions, (33110) Trade policy, (33140) Multilateral 
trade negotiations, (33120) Trade facilitation, (24030) Formal sector financial intermediaries are sector 
which constitute global governance GPG.

Crime control and global peace is the fourth category of GPGs. Narcotics control, peace building, 
conflict prevention and resolution are the main sub-categories of this GPGs. The following sectors gen-
erate this category: (16063) Narcotics control, (31165) Agricultural alternative development, (43050) 
Non-agricultural alternative development, (15220) Civilian peace building, conflict prevention and 
resolution, (15230) Bilateral participation in international peacekeeping operations authorised by the UN.

Global commons and sustainability is the fifth category of GPGs. This category includes actions 
to curb pollution and to promote alternative energies. (23030) Power generation/ renewable sources, 
(23066) Geothermal energy, (23067) Solar power, (23068) Wind power, (23069 (Ocean), (23070)Bio-
mass, (31210)Forestry policy, (31220) Forestry development, 831310) Fishery policy, (31320) Fishery 
development, (41010) Environmental policy, (41020) Biosphere protection, (41030) Bio-diversity, 
(41040) Site preservation, (31192) Plant and post-harvest protection and past control, (14010) Water 
sector policy, (14015) water resource conservation, (41081) Environmental education, (23010) Energy 
policy, (31281) Forestry education, (31381) Fishery education are the sectors constitute this category.

Communications is the last GPGs. (22010) Communication policy, (22020) Telecommunications, 
(22030) Radio/television/ print media, (22040) Information and communication technology (ICT), 
(15153) Media and free flow of information sectors generate the last GPGs.

FINANCING GLOBAL PUBLIC GOODS

GPGs are financed through charges levied by supranational organisations or clubs or through voluntary 
contributions (aids) of countries and individuals (Sandler, 2002, p.83). The measure of aid used here is 
aid commitments from CRS of the DAC of OECD. ODA is generally provided by DAC countries and 
international organisations. In 1980s, DAC countries were; the US, Germany, Australia, Austria, Bel-
gium, Denmark, Finland, France, The UK, Ireland, Spain, Sweden, Switzerland, Italy, Japan, Canada, 
Luxembourg, Norway, Portugal, New Zealand and Greece. Recently, Hungary, Slovak Republic, Poland, 
Iceland, Czech Republic, Slovenia, and Korea were included in the DAC group.

Table 3 presents the trends in official development aids provided by all donors for the period 1990 
and 2017. The following observations can be obtained from Table 3:

1.  Total development aids increased from 64.661, 198 million dollars in 1990 to 177.595,02 million 
dollars in 2017. The increase was nearly three times during the period.

2.  DAC countries had the highest share in total aids as 54.342,39 million of 64.661,98 million were 
given by DAC countries in 1990. Similarly, 146.600,18 million of total 177.595,02 million, nearly 
82,5%, were financed by DAC countries in 2017.

3.  The amount financed by multilaterals also increased between 1990 and 2017. While the share 
financed by multilaterals in 1990 was 4,4% in 1990, it increased to 9,2% in 2017.

4.  Although the amount of aid financed by Non-DAC countries increased the period, they had the 
lowest share between 1990 and 2017, except 1990.
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Table 4 presents a different classification of ODA. Differently from Table 3, sectoral distribution of 
ODA is given in Table 4. The distribution of ODA according to five main sectors are examined in Table 
4. These sectors are: Social Infrastructure and Services, Economic Infrastructure and Services, Produc-
tion Sectors, Multi-sector/Gross Cutting, and Humanitarian Aid. We have the following observations 
from Table 4:

1.  Development aids devoted to social infrastructure and services increased from 9.498,632 million 
dollars to 42.183,515 between 1995 and 2016. The increase was nearly five times.

2.  Aids devoted to economic infrastructure and services approximately increased two times during 
the period, (from 11.876,756 million dollars to 22.004, 250).

3.  Amount devoted to production sectors was lower than that of the first two sectors. The amount 
devoted to production sectors were changed between 2.885,519 (in 2000) and 8.054,280 (in 2010).

4.  ODA given to Multi-sector/Gross Cutting increased from 3.451,964 million dollars (in 1995) to 
15.281,298 million dollars (in 2010). In recent years, it started to decrease and the total amount in 
2016 was 12.037,110 million.

5.  ODA provided as commodity aid had the lowest amount, comparatively with the aids provided to 
other sectors, during the period between 1995 and 2016. While the amount was 3.826,135 million 
dollars in 1995, it decreased to 2.351,390 in 2016.

6.  Action relating to debt started to decrease after 2005. While the amount was 26.706, 418 in 2005, 
it decreased to 2.433,427 million in 2016.

Expenditure on Health-Related Global Public Goods

The first GPG which will be examined here is health. Although the provision of general health is gener-
ally accepted as a national public good, some expenditure such as eradicating communicable diseases are 
accepted as GPGs (teVelde, Morrissey, & Hewitt, 2002, p. 122). Moon et al. (2017) examined weaknesses 
and opportunities in the global health system in terms of global public goods. According to them, there 
are three steps to better govern the financing and provision of GPGs for health. Firstly, it is to improve 
data showed how much money is currently going to providing which types of GPGs. Second, a legal 

Table 3. Trends of total development aids: 1990-2017, current dollar, million

1990 1995 2000 2005 2010 2015 2017

All Donors 
Total 64.661,98 65.424,46 60.019,81 120.771,28 147.643,64 162.781,66 177.595,02

DAC 
Countries 
Total

54.342,39 58.895,70 54.021,00 108.396,79 128.483,69 131.563,12 146.600,18

Multilaterals 
Total 2.862,94 5.397,73 4.912,25 9.389,96 12.746,70 13.669,60 16.449,56

Non-DAC 
Countries 
Total

7.456,65 1.131,03 1.086,56 2.984,53 6.413,25 17.548,94 14.545,28

Source: https://stats.oecd.org/Index.aspx?DataSetCode=CRS1#. (10.05.2018).
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global political process is create to decide the priority of missing GPGs Finally, new financing for GPGs 
would need to be identified. In addition to this, they point out that strengthening global arrangements for 
GPGs for health today is crucial investment for improved global health in the coming years.

In a general way, GPGs for health contain the control of disease and epidemic surveillance, disease 
eradication, disease research, and pollution emissions. It can be enlarged to cover poverty reduction and 
technical assistance in health (Sandler & Arce, 2002). Development aids for infection disease control 
and for sexually transmitted disease control (HIV/AIDS) are excepted as health related GPGs (teVelde 
at al., 2002).

Table 5 presents the total amount and the percentage of health-related development aids done by 
all donors, DAC countries, multilaterals and Non-DAC countries. Table 5 gives the total health related 
expenditures. Health related expenditure increased from 354,956 million dollars to 8916,302 million 
dollars between 1995 and 2016, more than 25 times. From OECD Data, expenditure on infection dis-
ease control (12250) and on sexually transmitted disease control; HIV/AIDS (13040) are provided to 
calculate the total health related expenditure. DAC countries had the highest share comparatively with 
multilaterals and Non-DAC countries which only had expenditures in 2010 and 2016. While the share 
of DAC countries has changed between 78,5% and 68,3% during the period between 1995 and 2016, the 
share of multilaterals has changed between 21,4% and 31,5% (See Table 5).

Expenditure on Peace Building Related Global Public Goods

Expenditures on preventing the effects of conflict are known as GPGs as they provide regional security. 
Although the global benefit is limited in some cases, peace keeping operations have important benefits 
especially for developing countries. Regarding peace and security, Mendez (1999), denotes peace as a 

Table 4. Sectoral distribution of Official Development Aids done By DAC countries: 1995-2016, current 
dollar, million

1995 2000 2005 2010 2015 2016

Social 
Infrastructure & 
Services

9.498,632 13.867,922 29.580,888 42.758,332 40.639,166 42.183,515

Economic 
Infrastructure & 
Services

11.876,756 7.494,375 10.573,950 19.512,911 22.222,068 22.004,250

Production Sectors 3.041,192 2.885,519 5.271,178 8.054,280 7.642,662 6.119,680

Multi-sector/Gross 
Cutting 3.451,964 3.399,927 3.679,530 15.281,298 11.772,258 12.037,110

Commodity Aid 3.826,135 3.943,295 3.143,921 3.487,632 2.557,437 2.351,390

Action Relating to 
Debt 2.779,738 3.554,163 26.706,418 3.780,667 417,510 2.433,427

Humanitarian Aid 1.246,825 2.287,384 8.875,040 10.053,594 13.268,880 15.365,729

Administrative 
Costs of Donor 2,575 1.328,552 2.314,858 5.948,908 6.647,309 5.631,142

Total 36.721,964 41.435,155 96.124,240 111.441,934 118.343,922 124.591,337

Source: https://stats.oecd.org/Index.aspx?DataSetCode=CRS1#. (10.05.2018).
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state of relations among people and nations. He discusses the importance of UN peace-keeping forces in 
providing the GPG of peace. Moller (2004) concludes that there are many ways of preventing, managing 
and resolving conflicts. As a result, peace is promoted as GPG. Table 6 gives the total amount devoted 
to peace keeping operations according to donors for the period between 2004 and 2016. By using OECD 
statistics, we calculated the total funds for peace keeping operations by including five categories from 
CRS. These categories are; (16063) Narcotics control, (31165) Agricultural alternative development, 
(43050) Non-agricultural alternative development, (15220) Civilian peace building, conflict prevention 
and resolution, (15230) Bilateral participation in international peacekeeping operations authorised by 
the UN.

Table 6 presents the following observations:

1.  All donors spent 3832.49 million dollars for peace keeping activities in 2016.
2.  3038.44 million dollars of 3832.49 million dollars was spent by DAC countries in the last year. In 

fact, the amount provided by DAC countries is always has the highest share.
3.  The share of DAC countries in peace keeping expenditures was about 79% during the period be-

tween 2004 and 2016.
4.  Multilaterals total share was at about 20,8%, except 2012. Only, in 2012 the share of multilaterals 

was 21,2%.

Table 5. Total health expenditures related with GPGs: 1995-2016, current US dollar, million

1995 2000 2005 2010 2016

All Donors total (Millions Dollar) 354,956 1226,955 4928,973 8051,801 8916,302

DAC Countries’ total 
DAC Countries’ share in total, (%)

274,592 963,624 3602,034 5505,79 6892,737

77,3 78,5 73,0 68,3 77,0

Multilaterals total 
Multilaterals’ share in total, (%)

80,363 263,331 1326,94 2543,573 2023,565

22,6 21,4 26,9 31,5 22,0

Non-DAC Countries Total .. .. .. 2,438 22,225

Non-DAC Countries’ share in total (%) .. .. .. 0,2 0,1

Source: https://stats.oecd.org/Index.aspx?DataSetCode=CRS1#. (10.05.2018).

Table 6. Total expenditures on peace keeping-related activities: 2004-2016, current US dollar, million

2004 2008 2012 2016

All Donors total (Million Dollar) 1260.94 3582.80 3109.49 3832.49

DAC Countries total (Million Dollar) 
Percentage in total

997.11 2839.59 2456.39 3038.44

79 79,2 78,9 79,2

Multilaterals total (Million Dollar) 
Percentage in total

263.83 743.22 552.31 784.51

20,9 20,8 21,2 20,8

Source: https://stats.oecd.org/Index.aspx?DataSetCode=CRS1#. (10.05.2018).

 EBSCOhost - printed on 2/8/2023 11:19 AM via . All use subject to https://www.ebsco.com/terms-of-use



229

Economic Development Aids as a Financial Instrument of Global Public Goods
 

Expenditure on Knowledge Generation and 
Environment Related Global Public Goods

Knowledge is a global public good as it is the key element for innovation. By following Cepparulo 
and Giuriato (2016), we included six OECD categories when we were calculating knowledge related 
expenditures. These categories are; (11182) Educational research, (12182) Medical research, (16062) 
Statistical capacity building, (43082) Scientific institutions, (31182) Agricultural research, (31282) 
Forestry research, (31382) Fishery research, (32182) Technological research, (41082) Environmental 
research and development, (23082) Energy research.

Environment: As most aspects of environment have international dimensions, environment is a global 
public good. The reduction of emissions will reduce the pollution and this will benefit to everyone in 
the world. Conservation and preservation activities of forests and natural resources will provide utility 
to all and as a result have international dimension. This category includes actions to curb pollution and 
to promote alternative energies. (23030) Power generation/ renewable sources, (23066) Geothermal 
energy, (23067) Solar power, (23068) Wind power, (23069 (Ocean), (23070)Biomass, (31210)Forestry 
policy, (31220) Forestry development, 831310) Fishery policy, (31320) Fishery development, (41010) 
Environmental policy, (41020) Biosphere protection, (41030) Bio-diversity, (41040) Site preservation, 
(31192) Plant and post-harvest protection and past control, (14010) Water sector policy, (14015) water 
resource conservation, (41081) Environmental education, (23010) Energy policy, (31281) Forestry edu-
cation, (31381) Fishery education are the sectors constitute this category in our calculation in Table 7.

The following observations can be received from Table 7:

1.  Except some countries (Austria, Belgium, Greece, Ireland, Portugal, Spain Sweden, UK, and US), 
environment has the highest share in GPGs expenditure. Switzerland (89%), Denmark (75%), and 
Italy (73%) finance environment-related aids more than other GPGs. Environment had the highest 
share (70.50%) for the term between 1996 and 1998 in total DAC donors’ aid (telve at al., 2002, p. 
135) in the past. Although some donors devoted the highest amount of aid, the share of environ-
ment has declined to 31% for the term (2004-20016) which we examined in Table 7.

2.  Peace building is a GPGs with the highest share (36%) in total donors’ aid. Portugal (89%), Greece 
(88%), Austria (82%), US (57%) had the highest percentages. Comparatively with the earlier studies 
(teVelde, 2002; Cepparulo & Giuriato, 2016), the share of peace building operations increased.

3.  The share of health -related expenditure is 25% in total DAC donors’ aids. The UK (67%), Ireland 
(66%), Luxembourg (44%) have higher shares than that of the total donor countries.

4.  The share of knowledge related expenditure is 8% for all DAC donors. The knowledge production 
is very important for the prevention of disease and for the explosion of innovation throughout the 
world. However, other GPGs such as environment, peace building and health need urgent inter-
ventions, official development aids related with these GPGs is higher than the aids for knowledge. 
Differently than the other donors, France and Sweden have considerable shares for knowledge.
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RELATIVE PERFORMANCE OF DAC COUNTRIES ACCORDING 
TO OFFICIAL DEVELOPMENT AIDS: EMPRICAL ANALYSIS

In this chapter, principal components and cluster analysis methodologies were used to determine the 
relative performance of DAC countries according to official development aids provided for main sec-
tors. The section related with the finance of global public goods indicated that nearly the highest share 
belongs to DAC countries. So, we included DAC counties to empirical analysis.

Principal components analysis is one of the widely used multivariate statistical methods. This analy-
sis is used to obtain a small number of meaningful variables by classifying a large number of data by 
appropriate categories (DeCoster, 1998; Yong & Pearce, 2013). Hence the purpose of principal com-
ponents analysis is to take n variables X1, X2, X3…, Xn and find the combinations of these to produce 
uncorrelated indices like Z1, Z2, Z3…Zn. If there is not any correlation, it means that the calculated 

Table 7. Aid spending on GPGs, as a percentage of total GPG spending, 2004-2016

Environment Peace Building Health Knowledge

Australia 33 33 20 14

Austria 13 82 2 3

Belgium 23 42 29 6

Canada 46 15 36 3

Denmark 75 2 12 11

Finland 65 18 8 9

France 45 2 8 45

Germany 54 13 16 17

Greece 10 88 1 1

Ireland 25 1 66 8

Italy 73 12 10 5

Japan 67 2 20 11

Luxembourg 55 1 44 0

Netherlands 59 9 18 14

New Zealand 43 18 19 20

Norway 33 21 23 23

Portugal 2 89 0 9

Spain 34 45 12 9

Sweden 30 5 20 45

Switzerland 89 7 2 2

UK 25 3 67 5

US 16 57 25 2

Turkey a 10 80 6 4

Total DAC Donors 31 36 25 8

Note: a Turkish data is only for 2016.
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indices measure different dimensions in the data. The “Zi” values are called the principal components 
(Atik & Ünlü, 2017).

Principal component analysis is used to measure the economic development performance of countries 
or regions, which have different level of socio-economic development, from different aspects. Although 
there are many studies (Gidengil 1978; Jacquemin & Sapir 1995; Artis & Zang 2002; Bakaric, 2005; 
Sabatini, 2006; Ersungur et al., 2007; Özbek & Atik, 2013; Gençoğlu & Ünlü, 2014; Atik 2015, Bai et 
al., 2015; Atik & Ünlü, 2017; Zekic et al., 2017) related to this issue in the literature, no studies have 
been found that measure the performance of the countries providing official development aids by using 
this method. Therefore, it shows the original contribution of the study to the literature.

Principal components analysis in this study will used for the two purposes. Firstly, it will reduce the 
number of variables that will be used in cluster analysis. Secondly, it will show the relative performance 
of the countries providing official development aids, by ranking them according to first principal com-
ponents scores of the countries.

Cluster analysis is a method that enables a researcher to classify certain groups according to the simi-
larities between the cases and put forward general definitions about these classes by revealing the common 
characteristics of the units. Variables included in the cluster analysis are not separated as dependent and 
independent variables. The main purpose of cluster analysis is to provide the researcher with suitable 
and useful information by classifying ungrouped data according to similarities (Atik& Ünlü, 2017).

This methodology was used in a number studies to group the countries according to various indicators. 
In one of these studies, the European Union (EU) countries were classified according to macroeconomic 
performance indicators (Jacquemin & Sapir, 1995). In another study, relative development of the EU 
countries and Turkey were determined by using socio-economic indicators (Erol, 2013). The position of 
Turkey within the EU countries in terms of development indicators was tested by using cluster analysis 
more recently (Ertaş & Atik, 2016).

The data used in empirical analysis is given in Table 8. Instead of using classical categories such 
as environment, health, peace building and knowledge, we prefer a different classification given in 
OECD- CRS data. The reason of using this classification in empirical analysis is that the data for some 
sub-categories -used by telve at al., 2002; Cepparulo & Giuriato, 2016- is not available for some DAC 
countries (Slovenia, Slovak Republic and Czech Republic) which are recently included in DAC group.

The UK, the US and Germany can easily be separated from the other DAC countries as they provide 
more aid in all categories presented in Table 8.

Principal Components Results

In the first place of the analysis, we performed Kaiser-Meyer-Olkin (KMO) and Bartlett’s tests. The reason 
of applying these tests is to decide whether our data is suitable for principal components analysis. KMO 
statistics should be greater than o,60 and Bartlett’s test should be significant (e.g. p< 0.05). According 
to our findings, KMO statistics is 0,627 and Bartlett’s test is (0.000 < 0.05) significant (See Table 9).

In the second stage of the analysis, the principal components analysis has been performed to decide 
the number of the principal components that should be retained for further analysis. Examination of 
the values suggest that the first two principal components and the resultant principal component scores 
should be used in the assessment of the countries (See Table 10).Because, principal components which 
eigenvalues are more than “1” is accepted for further analysis. The analysis suggests that the first two 
principal components scores for each country might act as an adequate summary of the original scores 
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Table 8. DAC countries’ aids according to main sectors, 2017, million dollars

Countries
Social 

infrastructure 
and services

Economic 
infrastructure 
and services

Production 
sectors

Multi-sector/
Gross Cutting Humanitarian aid

Australia 984,60 215,68 157,04 460,57 148,28

Austria 279,46 36,55 39,91 30,23 46,88

Belgium 361,37 83,87 75,22 137,68 238,82

Canada 1464,46 216,24 315,83 254,73 1008,87

Czech Republic 24,12 2,05 4,44 4,28 10,67

Denmark 359,00 171,03 76,01 43,04 253,70

Finland 124,59 25,05 43,31 26,20 75,29

France 3199,85 1692,69 754,69 826,61 153,35

Germany 5983,81 4941,97 945,58 2577,95 2483,28

Greece 1,28 ,01 ,00 2,00 7,96

Hungary 27,41 ,13 3,58 ,54 ,39

Iceland 14,07 4,01 3,67 ,20 6,37

Ireland 198,64 3,18 36,10 21,22 111,82

Italy 372,92 34,06 37,35 25,64 190,96

Japan 3597,30 10732,21 913,86 3131,28 921,43

Korea 1030,70 871,43 145,33 162,73 67,25

Luxembourg 126,91 20,43 16,67 17,15 49,00

Netherlands 1552,42 296,10 200,07 84,32 323,24

New Zealand 135,00 41,51 58,54 14,63 26,08

Norway 1069,71 250,87 79,82 515,17 487,45

Poland 58,38 1,68 73,98 ,74 31,88

Portugal 98,19 2,70 1,40 4,58 8,31

Slovak republic 10,62 ,23 ,54 1,21 1,15

Slovenia 15,51 ,82 ,35 ,29 2,91

Spain 256,20 4,80 36,80 198,14 51,23

Sweden 1327,65 170,27 167,52 321,76 67,25

Switzerland 621,95 184,62 170,58 208,50 366,00

UK 3363,68 597,21 236,76 1425,26 1017,38

US 15497,40 1400,54 1500,66 1519,77 7144,09

Source: https://stats.oecd.org/Index.aspx?DataSetCode=CRS1#. (10.05.2018).

Table 9. KMO and Bartlett’s Test

Kaiser-Meyer-Olkin Measure of Sampling Adequacy. ,627

Bartlett’s Test of Sphericity

Approx. Chi-Square 226,790

Df 10

Sig. ,000
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in any further analysis of data, these two components account nearly 97,275% of the total variation of 
the original variables.

The first component, explaining 75,790% of the total variance, is highly correlated with the amount of 
official development aids provided to production sectors (0, 976), aids provided to social infrastructure 
(0, 914), aids for multisector (0,881), aids for humanitarian (0, 851) and aids for economic infrastructure 
(0, 708) (See Table 11).

The second principal component, explaining 21, 505% of total variance, is mainly determined by 
economic infrastructure (0,689) and humanitarian aid (-0, 502).

We show the country rankings according to the first principal components scores of the countries. 
Table 12 shows that the US is the first country providing aid to finance GPGs, while Slovak Republic 
is the last country in rankings.

Cluster Results

Cluster analysis was performed by using Ward method. To decide the number of the clusters, the ag-
glomeration schedule and the dendrogram (the tree chart) were observed. When the number of clusters 
is determined through the agglomeration schedule, the increase in the coefficients should be considered. 
The largest increases in the coefficients are identified to decide the number of the clusters.

Table 10. Principal components results

Component
Initial Eigenvalues Extraction Sums of Squared Loadings

Total % of 
Variance Cumulative % Total % of 

Variance Cumulative %

1 3,789 75,790 75,790 3,789 75,790 75,790

2 1,075 21,505 97,295 1,075 21,505 97,295

3 ,072 1,449 98,744

4 ,054 1,085 99,829

5 ,009 ,171 100,000

Table 11. Component matrixa

Component

1 2

Production sectors ,976

Social infrastructure ,914 -,399

Multisector ,881 ,428

Humanitarian aid ,851 -,502

Economic infrastructure ,708 ,689

Extraction Method: Principal Component Analysis.

a. 2 components extracted.

 EBSCOhost - printed on 2/8/2023 11:19 AM via . All use subject to https://www.ebsco.com/terms-of-use



234

Economic Development Aids as a Financial Instrument of Global Public Goods
 

The first column in the agglomeration schedule, presented in Table 13, shows at which stage the 
countries create single cluster. The first row in Table 13 constitutes the first stage of the analysis. The 
nearest two observations which are in the first cluster and in the second cluster can be shown in cluster 
combined. For example, in the first stage the 23rd observation (Slovak Republic) in the first cluster and 
the 24th observation (Slovenia) in the second cluster are the nearest two observations.

Table 12. Principal components’ table

Countries PCA1 County Rankings According 
to PCA1 PCA2

Australia -,16964 10 -,06177

Austria -,32285 16 -,34927

Belgium -,23701 12 -,29782

Canada ,31568 5 -,29604

Czech Republic -,38826 23 -,36727

Denmark -,23391 11 -,32981

Finland -,33051 18 -,35150

France ,33823 4 ,65102

Germany 1,10845 2 2,15136

Greece -,39492 27 -,36902

Hungary -,39134 24 -,36872

Iceland -,39152 25 -,36815

Ireland -,30974 15 -,37213

Italy -,26194 14 -,38114

Japan -,51010 29 4,48933

Korea -,25102 13 -,03869

Luxembourg -,35598 21 -,36181

Netherlands ,02061 6 -,29864

New Zealand -,33639 19 -,34141

Norway -,10397 7 -,10206

Poland -,32852 17 -,35379

Portugal -,38102 22 -,37080

Slovak republic -,39554 28 -,36857

Slovenia -,39439 26 -,36950

Spain -,33745 20 -,26148

Sweden -,12536 9 -,15466

Switzerland -,11080 8,000 -,23202

UK ,38017 3,000 ,38175

US 4,89904 1,000 -,50739
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The information about the distance between observations is in the coefficients column and called as 
Squared Euclidean Distance. For instance, the distance between Slovak Republic and Slovenia is 14,120.

As it was mentioned earlier, when the number of clusters is determined from the agglomeration 
schedule, the difference between the coefficients is considered. When the coefficients column in Table 
13 is observed, there are high increases in the coefficients after stage 26. While the coefficient in stage 
25 was 28303298,164, it increased to 82352464,196 in stage 26. As there are three jumps in coefficients 
in the following stages, it can be decided that there are three clusters. In another word, the countries can 
be classified under three groups according to their science indicators.

Table 13. Agglomeration schedule

Stage
Cluster Combined

Coefficients
Stage Cluster First Appears

Next Stage
Cluster 1 Cluster 2 Cluster 1 Cluster 2

1 23 24 14,120 0 0 2

2 12 23 42,583 0 1 4

3 5 11 110,041 0 0 5

4 10 12 240,669 0 2 5

5 5 10 571,801 3 4 14

6 7 17 1326,543 0 0 7

7 7 19 3062,072 6 0 9

8 21 22 6774,084 0 0 9

9 7 21 12121,896 7 8 14

10 2 13 18101,061 0 0 13

11 3 6 26491,686 0 0 12

12 3 14 38221,587 11 0 16

13 2 25 58915,050 10 0 16

14 5 7 90375,864 5 9 19

15 1 20 156607,076 0 0 18

16 2 3 226686,972 13 12 19

17 18 26 321348,411 0 0 20

18 1 27 487776,810 15 0 21

19 2 5 819718,604 16 14 24

20 16 18 1215984,600 0 17 21

21 1 16 1662864,755 18 20 22

22 1 4 2315720,128 21 0 24

23 8 28 3615769,051 0 0 25

24 1 2 9882493,836 22 19 27

25 8 9 28303298,164 23 0 26

26 8 15 82352464,196 25 0 27

27 1 8 209521192,283 24 26 28

28 1 29 462548627,852 27 0 0
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If we want a visual representation of the distance at which clusters are combined, we can look at a 
display called the dendrogram. The dendrogram is read from up to down. The results of the dendrogram 
support the results from agglomeration schedule. We can observe three groups from dendrogram.

Cluster 1 contains Canada, Korea, Sweden, Netherlands, Switzerland, Norway, Australia, Spain, 
Ireland, Austria, Italy, Denmark, Belgium, Portugal, Poland, New Zealand, Luxembourg, Finland, 
Hungary, Czech Republic, Greece, Iceland, Slovenia, Slovak Republic This is the largest cluster which 
contains more countries. Japan, Germany, UK, France constitute cluster two. Cluster three contains the 
US (See, Table 14).

FUTURE RESEARCH DIRECTIONS

The studies in the literature generally concentrate on the determination of the countries contribution for 
GPGs. However, new research should concentrate on the factors determining the provision of GPGs. 
Additionally, the performance of the international organisations in providing public goods should also 
be examined in the new studies. Also, the performance of the specific DAC countries should also be 
evaluated.

CONCLUSION

With the acceleration of globalization, the number of public goods increases and expands, creating an 
effect on both regional and international levels. Countries have generally been willing to spend money 
on national public goods but they should be equally willing to pay for GPGs that serve common interests, 
be they shared or not. GPGs are the public goods which effect the whole world.

ODA is given to finance GPGs. The highest share in ODA belongs to DAC countries. The relative 
performance of DAC countries in terms of ODA was examined in this chapter. In the literature, the 
distribution and changes in ODA has been examined. In this study, the distribution and the changes 
in ODA was also examined for a different period (1995-2016) than the literature. Our results related 
with the trends and sectoral distribution of ODA is similar to the literature. Our observations indicate 
that the sector with the highest share was peace keeping. The share of DAC countries in peace keeping 
expenditures was about 79% during the period between 2004 and 2016.

For the first time in the literature, we also measured the performance of ODA countries by using 
a different sectoral classification containing data for 2016.Principal components and cluster analysis 
methodologies were performed.

Table 14. Country groups according to cluster analysis

Clusters Countries

Cluster 1
Canada, Korea, Sweden, Netherlands, Switzerland, Norway, Australia, Spain, Ireland, Austria, 
Italy, Denmark, Belgium, Portugal, Poland, New Zealand, Luxembourg, Finland, Hungary, Czech 
Republic, Greece, Iceland, Slovenia, Slovak Republic

Cluster 2 Japan, Germany, UK, France

Cluster 3 US
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We show the country rankings according to the first principal components scores of the countries. 
The US is the first country providing aid to finance GPGs, while Slovak Republic is the last country 
in rankings. We can observe three clusters from dendrogram obtained at the end of the cluster results. 
Cluster 1 contains Canada, Korea, Sweden, Netherlands, Switzerland, Norway, Australia, Spain, Ireland, 
Austria, Italy, Denmark, Belgium, Portugal, Poland, New Zealand, Luxembourg, Finland, Hungary, 
Czech Republic, Greece, Iceland, Slovenia, Slovak Republic This is the largest cluster which contains 
more countries. Japan, Germany, UK, France constitute cluster two. Cluster three contains the US.
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KEY TERMS AND DEFINITIONS

Club Goods: Public goods with benefits restricted to a specific group may be considered club goods. 
For example, expenditures that benefit all of the children in a household but not the adults.

Common Goods: Are defined in economics as goods which are rivalrous and non-excludable.
DAC Countries: DAC countries were the US, Germany, Australia, Austria, Belgium, Denmark, 

Finland, France, The UK, Ireland, Spain, Sweden, Switzerland, Italy, Japan, Canada, Luxembourg, Nor-
way, Portugal, New Zealand and Greece. Recently, Hungary, Slovak Republic, Poland, Iceland, Czech 
Republic, Slovenia, and Korea were included in the DAC group.

Global Public Good: GPGs are goods with benefits or costs that extend across countries and regions.
Non-Rivalrous: A good is considered non-rivalrous or non-rival if, for any level of production, the 

cost of providing it to a marginal (additional) individual is zero.
Public Good: A public good is a good that is non-rival and non-excludable.
Regional Public Goods: Public goods with positive effects on some countries within a geographical 

region.
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ABSTRACT

The main objective of this chapter is to detect the impacts of FDI and foreign trade on the economic 
growth of middle income countries. Therefore, this study aims to examine the relationship among economic 
growth, foreign direct investments, and trade in 27 middle-income countries according to the United 
Nations (UN) classification through panel data analysis method. According to the results of the Pedroni 
cointegration test, the null hypothesis suggesting no cointegration among the series at 1% significance 
level is rejected in all seven tests. According to pooled mean group estimator estimation results, the co-
efficients of foreign direct investment and trade which have long-term impacts on economic growth are 
also identified. Accordingly, the coefficients of both variables are statistically significant. A 1% increase 
in foreign direct investment and trade increase economic growth by 0.24% and 0.02%, respectively.

INTRODUCTION

The Geographical Explorations had provided tremendous opportunities for countries which could have 
benefited from them. Countries with advanced maritime and navigational capabilities had acquired new 
territories and their opulent resources. Besides using these resources as a provenience of labor in order to 
boost their production, they also utilized them as a market for the products they produced and eventually 
they constituted contemporary developed countries. Countries which lacked the ability to benefit from the 
Geographical Explorations and the Industrial Revolution have formed the group of developing countries.
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As soon as the globalization phenomenon began with the Geographical Explorations, the free circu-
lation of goods and services was facilitated first and then it was followed by the financial liberalization 
movements towards the end of the 20th century.

Developing middle-income countries had been the ones with insufficient capital accumulation and 
savings in particular. Most of those countries need external capital movements to overcome structural 
bottlenecks and finance development processes. The emergence of international financial movements due 
to financial liberalization is of great importance in eliminating this shortcoming of the middle-income 
countries. International financial institutions and other countries with surplus savings are the first resource 
options that the middle-income countries consider in coping with their shortcomings. Besides these two 
options, foreign capital inflow is the most crucial external financing resource. As a result of the wide-
spreading financial liberalization practices in both developed and developing countries along with the 
globalization process, capital movements increased, and foreign capital inflows accelerated especially 
toward developing countries. Capital movements are characterized as either the short- or the long-term, 
depending on the length of stay in the host country. The short-term capital movements are portfolio 
investments by which foreign investors buy bonds and stocks in the capital market of the host country.

Since these investments are highly sensitive to the rate of return and risk factors among the countries, 
they may leave the country upon the occurrence of extraordinary risks as quickly as they enter. The long-
term capital movements are foreign direct investments (FDIs), which are made by purchasing a company 
in a host country, providing foundation funds for a newly established company, or increasing the capital of 
an existing company. It takes time for these investments to enter the country and to exit from the country 
as well. Due to the physical presence of certain components belonging to foreign direct investment such 
as personnel, equipment, and buildings within the boundaries of the host country, the investor cannot 
leave the host country immediately. On the one hand, the increase in foreign capital inflows contributes 
to the capital accumulation of the developing countries, but on the other hand, they create significant 
problems. These problems, which lead to countries becoming vulnerable to crises, are mostly the result 
of the short-term investments. The crises that created global impacts such as the European Monetary 
Zone crisis, the Asian crisis, Malaysia crisis, the Russian crisis, the Argentine crisis, the Brazilian crisis 
and the Turkish crisis of 2001 are thought to trigger the short-term capital inflow and outflow. Foreign 
direct investments, by courtesy of their long-run nature, tend to be more reliable than other sources of 
funding in fulfilling the foreign financing needs of developing countries. These investments have other 
positive effects in favor of the host country, such as increasing production/export capacity, creating jobs, 
and providing technology and transferring of knowledge. As the foreign direct investment’s contribution 
to the country’s economy becomes undeniably crucial, developing countries have begun to take some 
measures to attract foreign direct investment, such as the liberalization of markets, making promotions 
and providing incentives.

As a necessity in developing countries, FDI has become even more important especially with the 
financial liberalization movements that began in the 1980s. In this process, multinational corporations 
preferred to maintain their production in the countries with advantageous features, while developing 
countries pursued the entry of FDI into the country since they also wish to boost their economic growth. 
An positive relationship is considered between economic growth and FDI, which has impacts on re-
source utilization, infrastructure investments and technological improvement, especially in developing 
middle-income countries. According to the Neo-classical theory, FDI may promote economic growth 
by boosting the volume and effectiveness of total investments. Since FDI may increase export of capital 
goods by leading to the capital formation and employment growth, may bring forth resources such as 
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knowledge and experienced managers, and may contribute to technological improvement and expansion 
and, in turn, economic growth is backed by increased productivity.

In theories defining FDI, it is predicted that FDI would yield employment growth. For instance; ac-
cording to the OLI-framework, also known as the eclectic paradigm, the advantages regarding location, 
internalization, and ownership are the requirements that must be concurrently met before an international 
corporation ventures in foreign investment. According to this framework, FDI can generate new employ-
ment opportunities in the host countries and can be even more successful in creating more employment 
in comparison to domestic companies.

The impacts of foreign trade on economic growth have been explicated by many researchers. Lewer 
(2002) referred to trade liberalization as a direct or indirect restriction and control over the flow of goods 
and services, and as an opportunity for developing countries to converge developed countries with the 
courtesy of cheap labor along with increased trade openness.

Similarly, Rodrigues and Rodrik (2000) thought that foreign trade policies, especially when dealing 
with developing countries, play a crucial role in ensuring economic growth and that the best way of ac-
celerating economic growth in all countries is achieved by integrating with the world economy.

The main objective of this study is to detect the impacts of FDI, as one of the most important in-
ternational financial movements, and foreign trade on the economic growth of developing countries. 
Therefore, this study aims to examine the relationship among economic growth, direct foreign invest-
ments, and trade in 27 middle-income countries according to the United Nations (UN) classification 
through panel data analysis method.

The study differs from other studies in the literature in two main features. The first one involves 
the impossibility of generalization about the results obtained from single-country studies (Almfraji et 
al., 2014; Dritsaki and Stiakakis, 2014, etc.), since those results are based on the characteristics of the 
examined country, and consequently the results and policy recommendations for country groups cannot 
be procured.

The second distinguishing feature of the study involves homogeneity of the sampling group, one 
of the most basic assumptions of the panel data analysis method used. Since the countries included in 
the analysis belong to middle-income group according to the UN classification, the problem of non-
homogeneous sampling frequently encountered in multinational studies is also abolished.

THEORETICAL BACKGROUND

There are many different countries in the world in terms of their level of development. The level of income 
had always been an important indicator of development, notwithstanding development is measured by 
such factors determining civilization as education, health, safety, environment, democratic infrastructure, 
and culture. In this context, the World Bank divided countries into three main income groups, namely, 
low (income per capita <$ 825); lower-middle (between $ 826 and $ 3,255); upper-middle (between $ 
3,256 and $ 10,065) and high (income per capita > $ 10,066). Many factors influence the distribution 
of income. One of these factors is the foreign capital, especially FDI, which allows low-income coun-
tries to increase their incomes and compensate for their lower savings. Although there have been many 
studies over the last 60 years that aimed to explain FDI, the existence of a commonly accepted theory 
cannot be mentioned in this respect. Dunning (2001) stated that the OLI paradigm constituted the most 
comprehensive framework in explaining the determinants of FDI, however, it also claimed that it is not 
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possible for a theory to successfully explain all types of FDI. It is because; FDI attain highly distinctive 
motivations. For example, the parameters explaining FDI seeking resources and the parameters explaining 
FDI seeking market completely differ from each other. Ricardo’s theory of comparative advantage can 
be considered as the first attempt to explain FDI. Nonetheless, it is not possible to explain FDI with this 
theory, which is based on the assumptions of two-country, two-commodity and full competition of fac-
tors at the domestic level (Denisia, 2010). The three most important theories that have made significant 
contributions to the literature in explaining the basic motivations of FDI are the Production Life Cycle 
Theory, the Internalization Theory, and the OLI Paradigm.

The Production Life Cycle Theory

The theory developed by Vernon (1966) explains the manufacturing industry investments made by the 
US firms in Western Europe following the Second World War. The theory examines the process from 
birth to death of the product in three stages: introduction, growth/maturity, and decline. The production 
life cycle involving these three stages is illustrated in Figure 1.

In the introduction stage, companies make inventions and produce new products to be sold in do-
mestic markets and exported to the foreign markets. Since the production and marketing processes for 
the products developed with R&D activities are not clear, the operations are carried out in the main 
country. In the first stage, the product containing technological innovation is produced only in the main 
country, the foreign demand for the product is met through exports. For example, following the Second 
World War, demand for manufacturing industry products increased in Europe. Thus, the US companies 
began to export since they had the advantage of having the technology for international competition. In 

Figure 1. The production life cycle
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the growth/maturity stage, due to the absence of new product lines and low demand elasticity, the com-
pany can easily find a place for its product which is produced in the main country in the export markets, 
therefore, the exports of the product increase significantly. The increase in the foreign demand for the 
product inspires the company to invest in foreign countries. In the decline stage, the product manufactur-
ing becomes a routine process. Due to the product substitutes introduced into the market, the company 
has to gain cost advantages in the export markets. Until this stage, production continues both in the main 
country and other countries. Since the product is produced by other companies in foreign countries, the 
main company loses its technology advantage and license superiority. Due to the cheap labor force in 
the foreign country, the product is produced at low cost; so it is imported by the main country hindering 
the domestic production of this product in the main country. The company continues to develop new 
products with high-profit margins and low demand flexibility, instead of producing the latest product in 
the main country and shifts the production preference to new products. In the final stage through which 
production technology becomes standard, the foreign investors shift their production facilities to emerg-
ing middle-income countries with cheaper labor costs in the form of direct investments (Vernon, 1966).

Internalization Theory

According to this theory, if foreign firms gain more proceeds from the investments made within the 
borders of the country than from foreign trade, then foreign direct investments are realized (Yapraklı, 
2006). According to theory, the firms maximize their profits in an incomplete competition environment. 
At this stage;

• If transportation costs are high, and barriers to trade are plenty,
• If the risk of not obtaining information about the foreign market is high,
• If there is information asymmetry between buyer and seller,
• If there are situations that increase transaction costs in the market, the company goes into internal-

ization and makes direct foreign investments.

As a result of internalization, firms can acquire benefits such as refraining from delays, bargaining 
and customer uncertainties and implementing price differentials between markets.

OLI (Ownership‐Location‐Internalization) Paradigm

According to Dunning (2001), a firm’s production abroad depends on three conditions;

• The firm must be able to compete with the local companies in the host country of production and 
must possess material and non-material goods and skills.

• The FDI must become more profitable and advantageous than producing and exporting in its own 
country.

• The FDI made by the firm must be more profitable than selling, renting, or licensing its skills.

These are the advantages of ownership, location, and internalization that Dunning (2001) briefly 
explained as OLI.
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ECONOMIC IMPACTS OF FDI

The impacts of FDI on the host countries’ economies have caused many debates. Although there had 
been no consensus on the subject, FDI is considered to have many positive impacts, as well as adverse 
impacts, on the economies of its host countries.

Positive Impacts

It is possible to summarize the positive impacts of FDI under four main headings, namely; an economic 
structure in general, country standards, positive externality impacts, and positive social impacts.

Positive Impacts on Economic Structure in General

Many researchers [e.g., Borensztein et al. (1998), Barry and Bradley (1997), Almfraji et al. (2014), 
Ayaydın (2010), and Nistor (2014)] found that FDI is the accelerating impact of economic growth in 
the host countries.

• Additional capital inflows toward the host countries contribute to economic stability by leading to 
liquidity increase (Lairson and Skidmore, 2017). In addition, FDI can create employment (for new 
investments) upon implementation.

• By courtesy of the attained production advantages, FDIs can easily utilize economies of scale 
through their access to foreign markets.

• According to Barry and Bradley (1997), FDIs may have an export-enhancing impact on the host 
countries if they are considered as production bases through which foreign investors organize the 
sales of their products.

• According to Portelli and Narulla (2006), resources that cannot be utilized due to lack of techno-
logical improvement may be prevented from being dormant by FDI.

Positive Impacts on Country Standards

• Through technological spillover effect and know-how, the employment provided by FDI may ac-
quire qualification which leads to higher standards of living and prosperity in this direction (Sun, 
2002).

• FDIs may provide the host countries with health, safety, environmental and administrative regu-
lations in order to increase the host country standards up to their home country standards (Sun, 
2002).

Positive Externality Impacts

• As a result of the technological spillover effect, local producers would be able to benefit from in-
novations and technology brought by foreign investors (Alfaro et al., 2006).

• New investments can be made following the footsteps of previously implemented investments in 
the same industry through training provided by former employees who have already been em-
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ployed and have adopted high standards in industries in which FDIs have already been imple-
mented (Sun, 2002).

Positive Social Impacts

• Emerging opportunities to offer abundant, high-quality and affordable products for consumers 
would increase consumer satisfaction as well as the social welfare (Moran, 2005).

• FDIs may provide the less-developed host countries in which they are implemented with the 
chance to develop faster than normal and to reach the level of developed economies. Also, they 
may contribute positively to social indicators of the host country’s community such as globaliza-
tion and democratization (Sun, 2002).

Negative Impacts

The potential adverse impacts that FDIs may inflict in the host countries may be summarized under 
four main headlines: adverse impacts on the economic structure in general, adverse impacts on domestic 
producers, adverse transfer impacts, and adverse environmental and social impacts.

Negative Impacts on Economic Structure in General

• If FDIs utilize the resources needed for their new investments in the host countries, the local inves-
tors may be left with insufficient resources to make investments (Sun, 2002).

• Unemployment may increase considering the employees of the closed local businesses which can-
not compete with FDIs in host countries.

• In case the employees are paid wages rate that local companies cannot afford to pay, the qualified 
labor force would be able to shift toward FDI firms and, as a result, local companies would have 
to raise wage levels to compete with FDIs. This can have a detrimental impact on the production 
efficiency of local companies (Lipsey, 2002).

Negative Impacts on Domestic Producers

• FDI can attain the monopoly power in those markets in the host countries by using the advantages 
of technology and low-cost production factors. In this case, the local companies in those markets 
would not be able to compete with the foreign investors and may reflect negatively on growth by 
being shutdown (Lairson and Skidmore, 2017).

• Even if FDIs do not gain any monopoly power, they may still mean harm to local producers. 
Foreign trade barriers that are imposed to protect local producers from foreign competition may 
be hindered by FDI and may become harmful to local producers. Local producers that cannot 
compete with the production advantages of FDI may be shutdown.

Negative Impacts on Transfers

• Either directly or indirectly, FDIs transfer their gained profits from the host countries toward the 
main investor countries. Foreign investors may resort to various means of transferring profits. 
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This would undoubtedly mean that a value created within the borders of the host country is being 
transferred abroad, which would adversely affect the balance of payments and growth.

• Perhaps the most intense criticism of FDI has targeted the supply of natural resources and raw 
materials for the use of foreigners. It is mainly because this situation can turn the host country into 
a modern colony (Poelhekke and van der Ploeg, 2010).

• Transferring a qualified labor force toward abroad by proposing attractive rates with which domes-
tic firms cannot compete would adversely affect the human capital of the country (Lipsey, 2002).

Negative Environmental and Social Impacts

• If FDIs choose to operate by avoiding costly environmental standards of the main countries, they 
may mean harm to the environmental balance of the host countries which are devoid of such stan-
dards (Lairson and Skidmore, 2017).

• As amounts of FDI increase, external pressures also increase. As a result, FDIs may wish to fa-
cilitate their bureaucratic work in countries where certain conditions occur - especially in less-de-
veloped countries. In this sense, foreign investors can finance some political groups or individuals 
for their own interests to be favored over others. Besides, FDIs may choose to attempt bribery as a 
solution when they try to avoid the difficulties caused by laws and regulations of the host country. 
Besides being unethical, any type of corruption in which FDI may involve would be rather unfa-
vorable since it may create an unfair competitive environment for the competitors the FDI (Egger 
and Winner, 2005; Sarkar, 2007; Pinto and Zhu, 2008).

LITERATURE REVIEW

Different studies have been conducted on FDI in different fields. These different studies provide us 
with substantial literature on the subject. The studies on FDI generally focus on the impacts of FDI 
in the foreign-invested countries and the determinants of FDI. Thus, this section of the research study 
also discusses the impacts of FDI on the foreign-invested countries. A significant part of the empirical 
studies indicates an positive impact of FDI on growth. Wang (2009), Li and Liu (2005) are examples of 
those studies which suggested such positive impacts. Wang (2009) dealt with FDI in accordance with the 
type of enterprise. The study utilized the data of 12 Asian countries between 1987-1997 and concluded 
that the contribution of FDI to economic growth in the manufacturing industry is positive. Li and Liu 
(2005), in their study of 84 countries for the period 1970-1999, concluded that FDI had a prominent 
impact on growth. Some of the empirical studies assert that FDI have no significant impact on growth.

For instance, Ericsson and Irandoust (2001) investigated the relationship between FDI and growth with 
the data obtained from Denmark, Finland, Norway, and Sweden. In this study, no association between 
direct foreign investment and growth is detected for Denmark and Finland.

Some studies concluded that FDI has an adverse impact on growth. Mencinger (2003) examined the 
relationship between FDI and economic growth for eight EU-candidate countries during the period of 
1994-2001. The study detected a strong and negative correlation between FDI and growth. This result 
is explained by the type of FDI. During the observed period, FDI took place in the form of acquisi-
tions. The proceeds from these acquisitions are spent mostly on consumption and imports. Therefore, 
the higher the inflow of FDI into a host country, the higher the current account deficit and foreign debt. 
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The productivity spillover effects of FDIs would be weakened by the host countries with smaller size 
and the concentration of FDI in trade and finance activities.

The differentiation of the methods used in conducted studies, the examined countries or the periods 
may have led to different results in this field of interest. Differences in the results of empirical studies 
suggest that other parameters may also be determinants on the impacts of foreign direct investment on 
growth. Two major factors that determine the direction and size of the impact of FDI on growth are as 
follows;

• The objective and the form of FDIs,
• The conditions in the foreign-invested country.

Depending on these factors, FDI can have positive impacts, as well as adverse impacts, on host countries.
Nair-Reichert and Weinhold (2001) examined the impacts of FDI on growth in 24 developing coun-

tries over a period of 25 years and concluded that the impact changes from country to country. The first 
issue to be considered at this point is that the objective and the form of FDI are more important than 
the investment volume. For instance, the impact of FDI that oriented to manufacturing industry on the 
growth is expected to be greater than of the investments in pursuit of natural resources. Similarly, the 
positive impacts of the investments aiming at establishing new production-oriented plants on growth 
are greater than of the investments made through acquisitions and mergers. The host country’s export 
volume is expected to increase further as if the foreign-invested country is chosen not only as a market 
but rather as a production domain and as if international sales are realized from such production.

Studies that examine the role of the host country’s conditions on the impact of FDI on growth indicate 
that the conditions of the country are generally important.

Zhang (2001), in the examination of 11 West Asian and Latin American countries, concluded that the 
impact of FDI on growth is based on the host country’s conditions such as free-trade policy, education/
human capital conditions, and macroeconomic stability.

The competition conditions in the host country may also cause FDI to result in positive or adverse 
consequences. Large-scale companies making FDIs impel small-scale domestic companies to become 
more competitive. In such a competitive environment, some of the domestic companies may be strength-
ened regarding the technological level and accumulation of knowledge. Nevertheless, it is possible that 
the domestic industry would be compelled to compete with foreign investments and be harmed in an 
environment of incomplete competition. It has been observed that FDI simultaneously affect some of the 
domestic companies positively and some of them negatively. For example, while the profit share of the 
domestic firms decreases due to increased competition and the decrease of their market shares within the 
sectors on which FDIs are directed, the profit of the supplier companies operating in those sectors can 
be increased. More importantly, FDI can lead to the establishment of new supplier companies (Marku-
sen et al., 1999). On this account, FDI contributes to the development of the industry. Another factor 
that causes FDIs to result in positive or adverse consequences is the policy practice in the host country.

Balasubramanyam et al. (1996) concluded that the impact of FDI on growth is stronger in the coun-
tries in pursuit of promoting exports rather than in countries adopting import-substitution policies. 
Infrastructure conditions of the host country also play a role in bringing forth the positive economic 
impacts of FDI. Because, sufficient infrastructure in the areas such as human capital, technological ac-
cumulation and financial development should be attained in order for new technologies, information, 
and skills to be dispersed in the host country along with FDI. According to the research studies carried 
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out, the infrastructure elements in the host country should be sufficient for advanced technology-based 
investments to spread technological knowledge (Borensztein et al., 1998).

Alfaro et al. (2010) examined various relationships among FDI, financial markets, and growth. In the 
theoretical part of the study, a market is modeled on the assumption that there are only two alternatives 
for the agents in the economy. These alternatives consist of being employed by a foreign company that 
has made a FDI and being self-employed by one’s own company to make use of externalities of FDI. 
Establishing one’s own company creates the need for borrowing funds from financial markets. Accord-
ing to this scenario, it would be easier to set out on an enterprise in the presence of advanced financial 
markets. The empirical results of the study claim that FDIs significantly contribute to economic growth. 
However, in order for the positive impacts to take place, financial markets have to attain a certain level 
of development.

Almfraji et al. (2014) tried to examine the relationship between FDI and economic growth with the 
help of the vector autoregressive (VAR) model in 1990-2010 in Qatar. The results of the analysis detected 
a long-term positive relationship between FDI and economic growth in Qatar.

Dritsaki and Stiakakis (2014) tried to measure the FDI, export and economic growth relationship in 
Croatia with the help of ARDL boundary test. According to the findings of the study, FDIs have a posi-
tive impact on Croatia’s economic growth, but this effect is not as large as expected.

Umoh et al. (2012) examined the relationship between FDI and economic growth using the simulta-
neous equilibrium estimation method for Nigeria. The existence of a bilateral relationship between the 
variables is detected.

Hong (2014) reviewed the impact of FDI on economic growth for China over the period 1994-2010 
via the generalized momentum method (GMM). FDI is found to contribute positively to China’s eco-
nomic growth.

Abbes et al. (2015) investigated the relationship between FDI and economic growth in 65 countries 
over the 1980-2010 period using both panel cointegration and panel Granger causality analyses. The 
findings of the research study detected that the relationship between the variables is different for each 
country. Iamsiraroj (2016) investigated the relationship between FDI and economic growth for 124 
countries between 1974 and 2010. The results indicated that economic growth is positively affected by 
FDI (vice versa).

Hussain and Haque (2016) examined the relationship among FDI, trade and economic growth over 
the period 1973-2014 for Bangladesh using the vector error correction model (VECM) method. Trade 
and FDI variables are detected to trigger economic growth.

Tan and Tang (2016) examined the relationship among national investment, FDI, trade, interest rates 
and economic growth in the ASEAN-5 countries for the period of 1970-2012 using Johansen-Juselius 
cointegration method. The findings of the study indicated the existence of a long-term relationship of 
economic growth with FDI and national investments for ASEAN-5 countries.

Abdouli and Hammami (2017) examined the relationship among FDI, environmental quality and 
economic growth for MENA countries. In the study using panel data analysis method for the 1990-2012 
period, it is determined that an increase in FDI and capital stock have an positive impact on economic 
growth.
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EMPIRICAL SECTION

In this section, the dataset is introduced first, then information about the model and econometric method 
is provided along with the empirical findings.

Sample Data, Model, and Methodology

The data used in the analysis covering the period between 1977-2016 are based on data from 27 middle-
income countries (Egypt, Morocco, Tunisia, Cameroon, Chad, Kenya, South Africa, Nigeria, Senegal, 
Malaysia, Phillippines, Singapore, Thailand, India, Pakistan, Israel, Turkey, Mexico, Brazil, Uruguay, 
Colombia, South Korea, Panama, Ecuador, Argentina, Chile and Peru) mentioned in the UN’s “World 
Economic Situation and Prospects 2014” report. Information on the data used in the study and their 
descriptive statistics are reported in Table 1 and Table 2, respectively.

In order to determine the effect of FDI and trade on economic growth along with the aim of this 
study, the model mentioned in Equation 1 is established and estimated.

GDPG FDI TR
it it it it
= + + +β β β ε

0 1 2
 (1)

Table 1. Information on the data used in the study

Table 2. Descrpitive statics on the related variables
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The panel data can be defined as the collection of cross-sectional observations pertaining units such 
as individuals, countries, firms within a certain time interval. The panel is a set of data consisting of 
N number of units and T number of observations and, thus, having a total of N x T observations. The 
panel data analyses, as a combination of the cross-section and the time-series, were first introduced 
by Hildreth (1950), Kuh (1959), Swamy (1970), but the related practical studies in the real sense have 
begun as of the early 1990s.

The use of panel data analysis in econometric surveys has some advantages over the use of time-
series or cross-sectional data. According to Hsiao (2007), the first one of these advantages involves 
more consistent determinations to be made since the higher degrees of freedom are utilized. Secondly, 
it is more suitable for modeling complex human behaviors than horizontal cross-sectional or time-series 
data sets. The third one is heterogeneity. Data sets used in the econometric analysis are usually hetero-
geneous. Panel data analysis can take this into account, whereas time-series and cross-sectional data 
cannot control this variation alone.

The cross-sectional dependence should be tested at the first stage of the panel data analysis method-
ology due to three basic reasons. The first reason is associated with one of the general assumptions of 
panel data analysis suggesting that the error terms being independent of the units, however, the errors 
along the cross-sectional units usually have simultaneous correlations.

The second main reason is based on the assumption that all countries are affected at the same degree 
by a certain shock and also that the other countries which constitute the panel are not affected by a 
macroeconomic shock initially emerged in any of those countries.

It is more realistic to anticipate an economic shock emerging in any country to affect other countries 
differently as it did in the 2008 global financial crisis, along with the rise of globalization and the in-
crease in the level of international trade as well as the degree of financial integration in today’s world. 
Therefore, it is necessary to test whether or not cross-sectional dependence exists between the series 
prior to commencing the analysis (Menyah et al., 2014), since the results obtained without consideration 
of cross-sectional dependence would be deviated and inconsistent.

The third and last reason involves the selection of unit root and cointegration test (referred as the 
second generation tests in the literature) in which such characteristics of the series should be taken into 
account upon the detection of cross-sectional dependence.

There are several tests in the literature to test the existence of the cross-sectional dependence. In the 
analysis section of the study, Breusch-Pagan Lagrange multiplier, Pesaran, Friedman and Frees cross-
sectional dependence tests are used to analyze the cross-section dependence.

Breusch-Pagan Lagrange Multiplier Test

In Breusch-Pagan (1980) test, which is applied to test the hypothesis suggesting that the correlation matrix 
of the residuals of all cross-section units is the unit matrix, the cross-sectional dependence hypothesis is 
tested. In the alternative hypothesis, the cross-sectional dependence is tested. The Lagrange Multiplier 
(LM) test statistic is calculated by using Equation 2.
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Here, ρ̂
ij
2  is the correlation coefficient of the residue.

Pesaran Cross-Sectional Dependence Test

The CD
LM

 test developed by Pesaran (2007) can be applied for situations where both N and T are large 
numbers. This test is an improved version of the Breusch-Pagan test.
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According to this test, in the case of N → ∞ and T → ∞, the non-existence of cross-sectional de-
pendence is tested in the null hypothesis and the cross-sectional dependence is tested in the alternative 
hypothesis.

Friedman Cross-Sectional Dependence Test

Friedman (1937) proposed a nonparametric test calculated by using Spearman’s rank correlation coef-
ficient in order to test the cross-sectional dependence. The Friedman test statistic value is calculated by 
using Equation 4.

FR T N R
AVE

= −( ) −( ) +
 )1 1 1 ]  (4)

The FR test statistic is asymptotically χ2  distributed with (T-1) degrees of freedom. Here, R
AVE

 
denotes the mean Spearman correlation coefficient.

Frees Cross-Sectional Dependence Test

Frees (1995) proposed a test based on the sum of the squares of the rank correlation coefficients. The 
test statistic for Frees is shown in Equation 5.
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R
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2  denotes the squares of the rank correlation coefficients and is calculated by using the formula 

in Equation 6.
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Panel unit root tests that take information about both time and cross-sectional dimensions of the data 
into consideration are considered to be statistically stronger than time-series unit root tests which take 
only time dimension information into account (Im, Pesaran and Shin, 2003; Maddala and Wu, 1999; 
Taylor and Sarno, 1998; Levin, Lin and Chu, 2002; Hadri, 2000; Pesaran, 2007; Beyaert and Camacho, 
2008). Because, the inclusion of cross-sectional dimension in the analysis increases variability (Cha-
remza and Deadman, 1997). The first problem encountered in the panel unit root test is to determine 
whether or not the cross-sections that formed the panel are independent of each other. Panel unit root 
tests are divided into two categories at this point, namely, the first- and the second-generation tests. The 
first-generation tests are divided into two groups according to whether the cross-sections that formed 
the panel are homogeneous or heterogeneous. Levin, Lin and Chu (2002), Breitung (2005), and Hadri 
(2000) are based on the assumption of homogeneity; while Im, Pesaran and Shin (2003), Maddala and 
Wu (1999), and Choi (2001) are based on the assumption of heterogeneity. The first-generation unit root 
tests are based on the assumption that the cross-sectional units that formed the panel are independent of 
each other and that all other cross-sectional units are influenced at the same level by the shock initially 
experienced by one of the units. To eliminate this shortcoming, the second-generation unit root tests 
that analyze stationarity by taking the dependence among cross-sectional units into consideration have 
been developed. The major second-generation unit root tests include Multivariate Augmented Dickey-
Fuller (MADF) developed by Taylor and Sarno (1998), Seemingly Unrelated Regression Augmented 
Dickey-Fuller (SURADF) developed by Breuer et al. (2002), and Cross-sectional Augmented Dickey-
Fuller (CADF) developed by Pesaran (2007). In this study, Pesaran (2007) CADF unit root test is used 
in order to determine stationarity of the series.

Pesaran Panel Unit Root Test (CADF)

Pesaran (2007) The CADF test is the extended version of the ADF regression along with the cross-section 
averages of the first-differences and lagged levels of the individual series. In the test, the individual 
results for each cross-section are obtained by CADF statistics, while cross-sectionally augmented IPS 
(CIPS) statistics developed by obtaining means are used. The CADF test provides highly consistent 
results even if the cross-section (N) and time (T) dimensions are relatively small. Also, this test can be 
used when both 𝑇> 𝑁 and 𝑁 > 𝑇 (Pesaran, 2007). Simple CADF regression is indicated in Equation 7.

∆ ∆Y Y dY d Y
it i i i t t t it
= + + + +− −α ρ ε*

, 1 0 1 1
 (7)

Here, Y
t
 is the mean of all N observations with respect to time. The lagged cross-section means and 

the existence of the first differences take the interunit correlation into account via a factor structure.
In Equation 7, α µ

i i i
= −∅( )1 , ρ

i i
* = − −∅( )1  and ∆Y Y Y

it it i t
= − −, 1

. Accordingly, given � ,∅ =
i

1  
the hypotheses of the CADF unit root test are constructed as in Equation 8.

H Theseries isnotstationary forall i
i0

0= = ( )ρ*  (8)
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H Theseries isstationary forall i
A i
= < ( )ρ* 0  

In cases where the series of economic variables contain a unit root, the linear composition of these 
series may be stationary, and the series may be associated in the long-term. There are many panel coin-
tegration tests used in the literature. These include Kao panel cointegration test, Pedroni panel cointe-
gration test, McCoskey panel cointegration test, Hanck panel cointegration test, and Westerlund panel 
cointegration test. In this study, the long-run relationship between variables is tested using the Pedroni 
panel cointegration test.

Pedroni Panel Cointegration Test

The Pedroni panel cointegration test takes heterogeneity of the cointegration vector into consideration. 
This test allows dynamic and stationary effects to be different from the panel and also allows the co-
integrated vector to be different among the cross-sections (Dökmen and Aysu, 2010). Pedroni (1995, 
1997) used two variant models for cointegration analysis, whereas Pedroni (1999) used multivariable 
regression models (Pedroni, 1999).

The Pedroni cointegration test allows heterogeneity in the cointegration vector and not only allows 
dynamic and fixed effects to be different between the cross sections of the panel but also permits the 
cointegrated vector to be different between the cross-sections under the alternative hypothesis.

Pedroni cointegration tests can be divided into two categories. In the first category, the averages of the 
cointegration tests calculated separately for the time-series of all units are used. In the second category 
tests, the averages are made of fractures. The first category consists of three tests, namely, group ρ sta-
tistic, group t statistic (nonparametric), and group t statistic (parametric); whereas the second category 
consists of four tests, namely, panel v statistics, panel ρ statistics, panel t statistics (nonparametric), and 
panel t statistics (parametric).

Empirical Results

In order to explain the long-term relationships among economic growth, foreign direct investment and 
trade, firstly the cross-sectional dependence characteristics of the series are tried to be determined. To 
this end, Breusch-Pagan Lagrange multiplier, Pesaran, Friedman and Frees cross-sectional dependence 
tests are applied and the results are shown in Table 3.

Table 3. Cross-sectional dependence test results
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The null hypotheses of the tests are rejected since the probability values of the four tests performed 
to determine the cross-sectional dependence are lower than 5%. That is to say; there is cross-sectional 
dependence among the series. As the cross-sectional dependence is detected among the series, CADF 
test as the second generation unit root test is performed. The CADF unit root test results are indicated 
in Table 4.

Upon the evaluation of the obtained results, the null hypothesis which expresses the stationarity at 
level is rejected since the CADF test values are lower than the critical table value. According to the 
results of CADF unit root test performed by taking the first differences, the null hypothesis is accepted 
since the test values are higher than the critical values at 1%, 5%, and 10% significance levels. Thus, the 
three variables included in the analysis are not stationary at level, and they are stationary [I (1)] when 
the first differences are taken.

The Pedroni panel cointegration test is applied in order to determine whether or not a long-term rela-
tionship among the series exist as the next step after determining that the series are difference stationary. 
The Pedroni panel cointegration test results are shown in Table 5.

As mentioned in the econometric methodology section, there are seven (four in-group and three out-
group) different tests for panel cointegration. In the cointegration equation, the cointegration relationship 
between the dependent variable, namely, economic growth and independent variables, namely, FDI and 
trade is investigated. According to the results of the Pedroni cointegration test, the null hypothesis sug-
gesting no cointegration among the series at 1% significance level is rejected in all seven tests. So, the 
series are cointegrated in the long-term.

The pooled mean group estimator (PMGE) method is used to obtain the long-run coefficients after 
determining that the series are cointegrated, meaning that they are related in the long-run. The most 
important advantage of the PMGE method is that it predicts both the short- and the long-term param-
eters by constructing an error-correction model. The error-correction model to be constructed is shown 
in Equation 8.

Table 4. CADF unit root test results
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Here, ∅
i
 denotes the error correction parameter. Given that ∅

i
 is significant and negative, the ex-

istence of a long-run relationship between Y
it

 and X
it

 is confirmed. PMGE estimation results are shown 
in Table 6.

The error-correction parameter is statistically significant since it is negative and the probability 
value is lower than 5% according to the estimation results. This parameter indicates the rate at which 
the short-term deviations resulting from non-stationarity of the series converge toward the equilibrium 
level within the next period. Thus, approximately 77% of disequilibrium occurring in a period would 
be recovered in the next period and would be approaching to the long-term equilibrium value. In addi-
tion, the coefficients that indicate the long-term impacts of FDI and trade on economic growth are also 
identified. Accordingly, the coefficients of both variables are statistically significant. A 1% rise in both 
FDI and trade increase economic growth by 0.24% and 0.02%, respectively.

Table 5. Pedroni panel cointegration test results

Table 6. PMGE results
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CONCLUSION

The globalization movements that have been felt since the second half of the last century have shown 
a remarkable increase within the last 30 years and have brought forth a progressive FDI mobility es-
pecially throughout the last 20 years. The FDI movements that began to spread all around the world in 
the 1980s gained a considerable momentum following the disintegration of the East Block in the 1990s 
and afterward. The mutual relationship between the FDIs and globalization has led to a simultaneous 
increase in both concepts.

Thus, for the countries that involve in foreign investments, a new era had dawned through which 
those countries could have been exposed to positive and negative impacts of FDI since it took a certain 
place in their development strategies. Most foreign-invested countries wish to embrace FDI in order to 
gain the advantage of its positive effects along with the perception that FDI’s positive impacts would 
outweigh the detrimental effects from which those countries are likely to suffer in many cases.

Middle-income countries need foreign capital inflow due to having insufficient capital and savings. 
FDIs for these countries are considered to be more advantageous in comparison with other external 
financing sources. Because FDI is a more reliable means of finance due to its long-term structure. FDIs 
cannot instantly leave the host country in the event of an economic crisis or other extraordinary processes. 
FDI also has potential to create other positive impacts such as transferring technology toward the host 
country and strengthening human capital.

In the econometric analysis part of the study, the cross-sectional dependence tests are applied to ob-
tain more healthy and reliable results prior to performing unit root and cointegration tests in accordance 
with the panel data analysis methodology. There are several tests in the literature to test the existence 
of the cross-sectional dependence. The Breusch-Pagan Lagrange multiplier, Pesaran, Friedman and 
Frees cross-sectional dependence tests are used to analyze the cross-sectional dependence. The null 
hypotheses of the tests are rejected since the probability values of all four tests performed to determine 
the cross-sectional dependence are lower than 5%. In other words, the existence of the cross-sectional 
dependence among the series is determined.

The unit root and cointegration tests to be selected for the determination of the cross-sectional de-
pendence must take this feature of the series into account. In the literature, unit root and cointegration 
tests that take the cross-sectional dependence into consideration are called the second generation tests. 
Pesaran (2007) CADF unit root test, as one of the second generation unit root tests, is utilized in order 
to determine the stationarity characteristics in the series. Upon evaluation of the results obtained in the 
CADF test, the null hypothesis expressing stationarity at level is rejected since the CADF test values at 
level are lower than the critical table value. According to the CADF unit root test results obtained after 
taking the first differences, the null hypothesis is accepted since the test values are higher than the critical 
values at 1%, 5%, and 10% significance levels. Thus, it is determined that all three variables included in 
the analysis are non-stationary at level, and they are stationary [I (1)] upon taking the first differences.

The Pedroni panel cointegration test, as one of the second-generation cointegration tests, is applied 
in order to determine whether or not a long-term relationship exists between the series after they are 
found to be difference stationary. According to the results of the Pedroni cointegration test, the null 
hypothesis suggesting no cointegration among the series at 1% significance level is rejected in all seven 
tests. So, there is a long-term cointegration among the series. The PMGE method is used to obtain the 
long-run coefficients after determining whether or not the series are co-integrated, in other words, they 
are related in the long-run.
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According to PMGE estimation results, the error-correction parameter is statistically significant since 
it is negative and the probability value is lower than 5%. This parameter denotes the rate at which the 
short-term deviations stemming from non-stationarity of the series converge to the equilibrium within 
the next period. According to this, approximately 77% of disequilibrium occurring in a period would 
be recovered within the next period. Moreover, the coefficients of FDI and trade which have long-term 
impacts on economic growth are also identified. Accordingly, the coefficients of both variables are sta-
tistically significant. A 1% increase in FDI and trade increase economic growth by 0.24% and 0.02%, 
respectively.

Upon considering the contribution of FDI to growth in the middle-income countries, it is necessary to 
gain more advantages of FDIs. In this context, R&D studies should be carried out in order to attract FDI 
toward the country, the capacity of the country to create technological innovation should be increased, 
and a qualified labor force structure should be implemented. It is evident that FDI made toward the 
middle-income countries would contribute more to economic growth and employment contingent upon 
implementing those investments regarding creating employment, technology, and new high value-added 
investments.
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