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INTRODUCTION
Stavros Mavroudeas, Aylin Soydan, Tulin Altun

This book is one of the products of the ICOPEC 2018 International Conference on Political Economy that was 
held at Panteion University in september 2018. ICOPEC 2018 was co-organised by the Greek Association for 
Political Economy (GAPE) and the Department of social Policy of the Panteion University. The main theme of 
the conference was “10 years after the Great Recession: Orthodox versus Heterodox Economics”. It focused 
on the blatant inability of Mainstream Economics to forecast and to face the 2008 global economic crisis but also 
on their continuing dominance in the universities and policy centres. The main thrust of the conference was that 
Heterodox Economics and especially the Political Economy tradition are much better equipped to understand 
and to confront the problems of modern economies.

This volume contains selected papers that benefited from comments and discussion during the conference and 
were subsequently significantly improved. The title of this volume is ‘Global Economy, Economic Crises, and 
Recessions’. It is comprised by eight chapters analysing issues in this area.

The first chapter is a contribution by John Milios titled ‘Heterodox Economics vis-à-vis crisis and finance 
- speculation of the ‘absentee rentier’ or mechanism of disciplining social action?’. The author criticises the 
predominant nowadays perception of financialisation as the increasing importance of financial markets, motives, 
institutions, and elites in the operation of the economy, which results in the predominance of speculation and 
‘casino-economics’ over the production of use-values and the ‘real economy’. Milios argues, that in the vein of 
K.Marx’s thought, financial markets are not the ‘unproductive sphere of speculation’ but a disciplining mechanism 
superimposed upon other power social relations in order to make them comply more efficiently to capitalist 
prerogatives. A capitalist firm that goes to the markets to raise funds acquires a risk profile that depends on its 
ability to pursue effective exploitation strategies. similarly, a capitalist state acquires a risk profile which captures 
its ability to organize neoliberal hegemony. The risk profile of a wage earner depends heavily on its docility to the 
rampant reality of labour relations. The normalisation on the basis of risk does not impose disciplinary roles but it 
tests and reinforces the compliance to them. Risk calculation along with the resultant pricing of the various types 
of securities involves systemic evaluation on the part of every market participant of the efficiency in achieving 
particular targets as defined by the strategies of profit maximisation. At the same time, every market participant 
becomes caught up in a perpetual effort to improve their risk profile as a competent risk-taker, in this sense closely 
conforming to what is required by the ‘laws of capitalism’.

The second chapter is co-authored by Aylin Altinay Cingoz and Baris Kablamaci and it is titled ‘The political 
consequences of debt crisis and sovereign defaults’. It studies the debt crisis of selected countries and its impacts on 
their political conditions. It points out the different reasons of sovereign defaults that are the product of different 
types of debt crisis and different country historical trajectories. The data analysis indicates that sovereign defaults 
associated with the debt crisis generate different political consequences. In some countries sovereign defaults affected 
seriously democratic institutions whereas in other countries they did not.

Aysel Arıkboga is the author of the third chapter, which is titled ‘Human development in the Euro Zone periphery 
since the 2007-2008 Crisis’. The paper analyses how the recent crisis of financialised capitalism and the policy 
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responses to it affected human development in the periphery of the Eurozone. It focuses on the three of the most 
severely affected countries (Greece, Portugal, and spain) and analyses the socio-economic outcomes. Regarding the 
policy responses to the 2007-2008 crisis, it distinguishes two separate phases. During the initial phase of the crisis, 
the implementation of expansionary fiscal policies along with the bailout packages for the financial sector led to an 
enormous rise in budget deficits and public debts. In the second phase, as the financial crisis transformed into a 
fiscal crisis, fiscal discipline policies became prevalent. Compounded with the effects of the crisis the implementation 
of strict austerity measures severely affected people’s well-being via unemployment risk, repression of wages and 
retrenchment of social expenditures.

The fourth chapter is written by Isil Akgul and Emre Cevik and is titled ‘Relationship between oil price volatility 
and oil import in Turkey: Nonlinear ARDL approach’. It investigates the effects of changes in oil prices on oil 
imports, by examining whether asymmetric long-run and short-run relationships between these variables and the 
determination of the relationship between these variables are important for an oil-importing country like Turkey. 
Thus, by employing the NARDL approach, it seeks to discover whether the effects of the same size shocks on 
exchange rate, industrial production index and oil prices will have a different effect on oil imports in the short-
run and long-run. studying Turkey for the 1996-2018 period the estimated model reveals the nonlinear effect 
of oil price volatility on oil imports. Moreover, the results confirm the existence of both long-run and short-run 
asymmetric behaviour of oil imports. Consequently, in the long-run, the increase in oil price volatility tends to 
reduce oil imports. In addition, the results show that in the short-run, oil imports are determined by economic 
growth rather than the changes in real exchange rate. The main difference of this study than the other studies is 
that it provides more realistic findings through the use of a threshold that is obtained by oil prices.

The fifth chapter is authored by Yasemin Nemlioglu-Koca and it is titled ‘The effects of the 2008 global crisis 
on the Turkish maritime sector: Determinations and considerations’. It argues that globalisation has increased 
maritime transport but also made it more sensitive to negative events in the world economy. The 2008 global 
economic crisis hit severely maritime transport and this was particularly evident for Turkish maritime sector. The 
subsequent decline in imports and exports and also the increased geopolitical risks worsened further the outlook 
of the Turkish maritime transport sector. The rest of this chapter identifies the effects of the 2008 global crisis and 
of geopolitical risks on the Turkish maritime sector.

The sixth chapter is co-authored by Deniz sisman and Mehmet sisman and it is titled ‘An analysis on information 
technologies in EU transition economies (ICT): Application of Marshall’s third law’. It considers the significant 
2004, 2007 and 2013 enlargements of the EU and examines whether the information sector can play a powerful 
part in enhancing their integration in the EU. This examination is related to Marshall’s third law (that is derivative 
demand elasticity with the labor’s share in the total cost) and reveals the impact of the new participant countries 
on the information sector with regards to the qualified workforce. It argues that in the current period of increased 
protectionism, the EU transition economies have the opportunity of using the cost advantage based on increasing 
returns with the large-scale countries. Moreover, such a growth factor affects the labour costs for both the EU 
countries and the EU transition economies.

The seventh chapter is contributed by Cansel Oskay and it is titled ‘2008-2018 Evaluation of the macroeconomic 
performance of the Turkish economy’. This paper studies and evaluates the macroeconomic performance of the 
Turkish economy after the 2008 global economic crisis. It focuses on six main variables (inflation rate, unemployment 
rate, growth rate, long-term interest rate, current account deficit and budget deficit) and, by using them, calculates 
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three indicators (Discontent Index, Misery Index and Macroeconomic Performance Index). Then it compares the 
evolution of these indices for the vulnerable economies in the world (Brazil, Indonesia, India, south Africa, and 
Turkey). It shows that, according to all indices and for the period 2008-2018, Turkey’s economic performance is 
weak as it exhibited a significant inflation, growing unemployment and borrowing costs and an increasing current 
account deficit. It concludes that the Turkish economy is advancing rapidly towards recession and that it faces the 
subsequent danger of stagflation. In order to avoid this outcome, the author suggests that reforms solving structural 
problems (and particularly those associated with the significant dependence upon foreign inputs) are required.

The last chapter is a contribution authored by Mustafa Erdogdu and titled ‘Enhanced Keynesian Economics for 
overcoming financial crises’. The author argues that after the demise of the Bretton Woods system, the increasing 
deregulation of financial markets ushered profound changes in the global economy. A crucial feature of this new 
era is the lack of automatic stabilisers in the international financial architecture. This causes increasing financial 
fragility that was expressed in a growing number of financial crises, especially in developing countries. since crises 
often occur without warning signs, it is crucial to have mechanisms and provisions in place to avoid sudden and 
significant capital outflows. The author, by following the Keynesian tradition, proposes five automatic stabilisers 
(four well-known and one original) in order to confront financial crises.
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1
HETERODOX ECONOMICs VIs-À-VIs CRIsIs AND 
FINANCE. sPECULATION OF THE ‘ABsENTEE 
RENTIER’ OR MECHANIsM OF DIsCIPLINING 
sOCIAL ACTION?
John Milios1

The 2007-2008 financial crisis is without precedent in the post-war period, a fact acknowledged by the majority 
of economists. At the same time, the crisis is a ‘marginal moment’ which unveils and helps us rethink the workings 
of contemporary capitalism. The latter is mostly grasped under the term of financialization in relevant discussions.

Recent heterodox literature is dominated by a single and persistent argument. The argument2 is that contemporary 
financial liberalization should be approached as a process in which the financial elites and financial intermediaries, 
i.e. the absentee financial proprietors or contemporary rentiers in the Keynesian terminology, have a leading role 
in working out the details of the neoliberal form of capitalism. Writing in the mid 1930s, Keynes (1973: 377) 
predicted the eventual extinction (“euthanasia”) of the rentiers “within one or two generations”. Many present-
day Keynesians portray the developments of the last decades as the return of the rentiers three generations later 
to take over the economy. Neoliberalism thus amounts to the “revenge of the rentiers” (smithin 1996: 84, coins 
this phrase) over the “industrial community” of managers , technicians and workers.

The relevant economic literature coined the term financialization to denote: (i) an increase in the economic 
importance of the financial sector as opposed to the “real” industrial sector of the economy, (ii) the transfer of 
income from the latter to the former, thereby increasing economic inequalities and depressing effective demand, 
(iii) the exacerbation of financial instability, transforming it into a central aspect of modern capitalism.

Hence, for Keynesian-like argumentation, neoliberalism is an “unjust” (in terms of income distribution), unstable, 
anti-developmental variant of capitalism whose direct consequence is contraction of workers’ incomes and the 
proliferation of speculation, as opposed to some supposedly “just” variant of capitalism (e.g. of the first post-War 
decades). 

Although these heterodox approaches reflect significant aspects of present-day capitalism, they are unable to 
provide a sufficiently inclusive account of the reasons for the neoliberal reforms and the resulting financialization 
of capitalist societies. Their basic weakness – and it is at the same time the link that holds them together – is that 
they represent the neoliberal formula for securing profitability of capital not as a question of producing profit but 
as an issue concerned with income redistribution – one pertaining essentially to the sphere of circulation. 

1 Professor of Political Economy, National Technical University of Athens. (john.milios@gmail.com; jmilios@central.ntua.gr)
2 For example see Crotty (2005), Wray (2007), Dumenil and Levy (2011), Helleiner (1994), O’Hara (2006).
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John Milios

Contrary to these approaches, I will treat financialization as an organic development, and not as a distortion within 
capitalist production, drawing from Karl Marx’s theory. 

Marx in his mature writings emphasizes something which is really missing from other heterodox approaches to 
capitalism: the conception of value as a social relationship. From the lengthy manuscript of Grundrisse to the first 
edition of Capital (which he edited himself ) this conception of value is the starting point of every concrete attempt 
to analyze capitalism. It is a central theme with important theoretical and political implications. It also means 
that what is really missing from the non-Marxian heterodox political economy is the understanding of capital as 
social relationship. That’s why in Marx’s system the concepts of value, money, capital, ideology, finance and class 
struggle are systemically interlinked to each other. In Marx’s analysis, the value relation is an abstract expression 
(embryonic form) of the capital relation where the money functions as end in itself. From this point of view, debt 
as a social category is now subsumed to the logic of capital. This is an important analytical conception with many 
crucial implications for the understanding of capitalism. Capital’s most concrete form in capitalist societies has 
always been an asset attached to a liability. 

The theory of capital is not an analysis of the actions of the capitalist. It is not a response to the actions of a subject. 
On the contrary, it is the movement of capital that imparts “consciousness” to the capitalist. The power of capital is 
impersonal. In reality it is the power of money as such.

Proceeding to a more concrete level of analysis, Marx acknowledges that the place of capital may be occupied by 
more than one subject. There may be both a money capitalist and a functioning capitalist. This means that a detailed 
description of capitalism cannot ignore the circulation of interest-bearing capital, which depicts the structure of 
the financial system. Marx’s argumentation might be represented in the following schema (see also Milios and 
sotiropoulos 2009).

In the course of the lending process, the money capitalist Α becomes the recipient and proprietor of a security 
S, that is to say a written promise of payment (contingent in character) from the functioning capitalist Β. This 
promise certifies that A remains owner of the money capital M. He does not transfer his capital to B, but cedes to 
him the right to make use of it for a specified period. We will recognize two general types of securities: bonds SB 
and shares SS. In the case of the former the enterprise undertakes to return fixed and prearranged sums of money 
irrespective of the profitability of its own operations. In the latter case it secures loan capital by selling a part of 
its property, thereby committing itself to paying dividends proportional to its profits. If the company has entered 
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the stock exchange and what is involved is share issue, then capitalist B corresponds to the managers and capitalist 
A to the legal owner.

In any case, in the hands of B the sum M functions as capital. Money taken as the independent expression of 
the value of commodities enables the active capitalist B to purchase the necessary means of production Mp and 
labour power Lp for organizing the productive process. The latter takes place under a regime of specific relations of 
production (comprising a specific historical form of relations of exploitation) and in this way is transformed into 
a process for producing surplus value. The money reserve that B now has at his disposal is the material expression 
of his social power to set in motion the productive process and to control it.

When Marx attempted to describe the social nature of financial markets he introduced the concept of ‘fictitious 
capital’ and spoke of fetishism. He wanted to draw our attention to the fact that capital assets are reified forms 
of appearance of the social relations of capital. They are in effect structural representations of capitalist relations, 
objectified perceptions which obscure the class nature of capitalist societies while, at the same time, signaling and 
calling forth the proper mode of behavior required for the effective reproduction of capitalist power relations.

Four very basic consequences are implied by this analysis and are, briefly, as follows.

Firstly, the place of capital (the incarnation of the powers stemming from the structure of the relations of 
production) is occupied both by the money capitalist and by the functioning capitalist. In other words, the place of 
capital is occupied by agents that are both “internal” to the enterprise (managers) and “external” to it (security 
holders). Marx’s general conception abolishes the basic distinction drawn by Keynes between the productive classes 
“within” the enterprise and the parasitical class of “external” rentiers. In his own words: “in the production process, 
the functioning capitalist represents capital against the wage-labourers as the property of others, and the money capitalist 
participates in the exploitation of labour as represented by the functioning capitalist” (Marx 1991: 504). The secondary 
contradictions developed between the managers and the big investors certainly do exist but they evidently pertain 
to a more concrete level of analysis.

Secondly, the pure form of ownership over capital is the financial security, corresponding, that is, to “imaginary 
money wealth” (ibid.: 609). The ownership title is a “paper duplicate”, either of the money capital ceded in the case 
of the bond SB, or of the “material” capital in the case of the share SS. Nevertheless the price of security does not 
emerge either from the value of the money made available or from the value of the “real” capital. The ownership 
titles are priced on the basis of the estimated (future) income they will yield for the institution or person owning 
them, which of course is part of the surplus value produced. In this sense they are sui generis commodities plotting 
a course that is their very own (Marx, ibid.: 607-9, 597-8).

Thirdly, the financial “mode of existence” of capitalist property – as a promise and at the same time a claim for 
appropriation of the surplus value that will be produced in future – brings into existence a broader terrain within 
which each flow of income can be seen as revenue corresponding to a “fictitious capital” with the potential to find 
an outlet on secondary markets (ibid.: 597-9). Hence, we observe that in accordance with Marx’s argumentation, 
the potential for securitization is inherent in the movement of capital. 

Fourthly, one of the basic characteristics of the neoliberal model is the increase in non-bank funding of credit, both 
by states and by enterprises. Above and beyond the other consequences, this places at the centre of the financial 
markets risk management, that is to say the factoring in of the contingency of non-achievement of the expected 
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yield (particularly in an international market where a number of diverging forces are affecting profitability). The 
very character of production of surplus value as well as the overall claims being placed on the latter is contingent; 
therefore, risk management is organically linked to capital movement as such. Because the inner workings of an 
enterprise constitute a political terrain, the production of surplus value, as a battlefield situation where resistance 
is being encountered, is never something that can be taken for granted. Techniques of risk management are a critical 
point in the management of resistance from labour.

Marx’s major theoretical contribution to the analysis of Finance is the association of capitalization with fetishism. 
The pure (and most developed) form of appearance of capital is its fictitious form. It is “fictitious,” not in the 
sense of imaginary detachment from real conditions of production, as is usually suggested, but “fictitious” in the 
sense that it reifies the capitalist production relations. Marx’s message is clear and indisputable: 

“Capital appears as a mysterious and self-creating source of interest, of its own increase. The thing is now already 
capital simply as a thing; the result of the overall reproduction process appears as a property devolving on a thing in 
itself [. . .]. The social relation is consummated in the relationship of a thing, money, to itself [...] In this capacity 
of potential capital, as a means of producing profit, it becomes a commodity, but a commodity sui generis. Or, 
what amounts to the same, capital as capital becomes a commodity” (Marx 1991: 516, 459–60).

Capital exists as a commodity with a certain value. The pricing process is absolutely crucial because it mediates 
the commodification (securitization) of the capitalist exploitation process. The price of capital is not imaginary, 
aleatory or psychological: it is fictitious. It does not owe its existence to the “costs of production” and obviously is 
not equal to the “amount of money that changes hands” or to some principal value written on the IOU. It is an 
outcome of a particular representation of capitalist exploitation which translates into quantitative signs the results 
of class struggle. From this point of view, the notion of fictitious capital can only be fully grasped in the context 
of Marx’s materialist theory of fetishism and ideology. This also explains the puzzle of why Marx associated so 
closely and carefully his discussion on finance with the issue of fetishism.

Financialization embodies a range of institutions, procedures, reflections and strategies that make possible the 
accomplishment (not without contradictions) of fundamental targets in the context of existing social relations. 
From the perspective of Marx’s analytical framework, this set of institutions, commodities and practices reflects 
the commodification of social relationships. Financial markets have the dual function of assessing and effectively 
organizing individual economic actors and at the same time promoting a particular form of financing. Derivatives 
and all other modern financial devices and innovations are the necessary precondition for implementation of 
financialization. They introduce a formative perspective on actual concrete risks, making them commensurate 
with each other and reducing their heterogeneity to a singularity. 

Their reality as values – the very fact that they are commodities with a price, that is to say economic objects always 
already quantifiable – makes possible the commensuration of heterogeneous concrete risks. In this sense, they 
monitor and control the terms and the reproduction trajectories of the contemporary capitalist relation, evaluating 
and endeavoring to predict (albeit imperfectly) the course of the class struggle, forestalling events that would be 
unfavourable from the viewpoint of capital.

Financialization is thus not the result of some fatal and persistent inability of capitalism to restore profitability or 
to realize surplus value. The rise of finance is neither a threat to industrial capital, nor does it indicate a weakness 
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of the latter (its inability to secure proper accumulation patterns). Finance sets forth a particular technology of 
power (along with a particular mode of funding economic activities) which is completely in line with the nature of 
capitalist exploitation. Every capitalist enterprise has a Janus-existence, as production means and as financial securities

Financial markets generate a structure for overseeing the effectiveness of individual capitals, that is to say a type of supervision 
of capital movement. The decisive criterion is that the value of the company’s securities (shares and bonds) as they 
are assessed by the international markets, should be maximized. The demand for high financial value puts pressure 
on individual capitals (enterprises) for more intensive and more effective exploitation of labour, for greater profitability. 
This pressure is transmitted through a variety of different channels. To give one example, when a big company 
is dependent on financial markets for its funding, every suspicion of inadequate valorization increases the cost of 
funding, reduces the capability that funding will be available and depresses share and bond prices. Confronted 
with such a climate, the forces of labour within the politicized environment of the enterprise face the dilemma of 
deciding whether to accept the employers’ unfavourable terms, implying loss of their own bargaining position, or 
whether to contribute through their “inflexible” stance to the likelihood of the enterprise being required to close 
(transfer of capital to other spheres of production and/or other countries). Evidently the dilemma is not only 
hypothetical but is formulated pre-emptively: accept the “laws of capital” or live with insecurity and unemployment.

The recent crisis was in fact the outcome of active unfolding of the class struggle within the confines of contemporary 
social forms. The explosion of financial derivatives and the innovating forms of risk management have helped 
to fuel the crisis. These instruments should be seen as innovations engendering new kinds of rationality for the 
promotion of exploitation strategies based on the total circuit of capital; not as a dysfunctional configuration 
impeding the development of the “real” economy. The new rationalities of financialization presume an attitude 
of compliance with the laws of the capitalist system. strange to say, these new rationalities systematically push for 
an underestimation of risks. Contemporary capitalism is caught in this exhausting tension between the need to 
be “efficient” and the underestimation of risks (see also sotiropoulos et al. 2013). 

There can never be capitalism without crises and all crises finally attain the form of capital over-accumulation: an 
abrupt fall in profitability referring to the (temporary) inability of the capitalist class to exploit labour “at a given 
level of exploitation” (Marx 1991: 364) and calling for the necessity for cutbacks in production, in other words 
overcapacity of the means of production, and the need for a new cycle of restructuring. The 2008 crisis will not 
be the last, and almost certain not the most acute over-accumulation crisis of the century. 

Neoliberalism and financialization is an exceptionally effective strategy for capitalist (and not rentier) class power. It is 
also the means to cope with the crisis, i.e. to place all the fallout of the economic crunch on the shoulders of the working 
people. In bourgeois terms, effectiveness connotes capital’s ability to impose the “laws” of capitalist accumulation, 
overriding labour resistance. 

Apart from theoretical consequences, this finding has important political implications: the community of interest of 
those “inside” the enterprise (labourers and managers) as against the “outsiders” of the financial markets is a construction 
of fantasy derived from the problematic of Keynes. such an outlook narrows the strategic horizon of the workers’ 
movement to defence of a “better” capitalism, that is to say a “better” system of class domination and exploitation. 

The fight against finance, is practically a process of de-normalization (de-individualization) which liberates people 
from the threat of risk, providing them more space to breathe and organize their struggles against the multiple 
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capitalist power relations. But it does not eliminate or disintegrate the latter. In this sense, the fight against modern 
finance should be associated with a general anti-capitalist plan which among other frontiers must seek to take over 
and destroy the capitalist state…
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Abstract

This study reviews the debt crisis of selected countries and its impacts on their political conditions. The paper argues the 
diversified reasons of sovereign defaults depending on debt crisis as well as looks on historical patterns of some countries. 
The data used in this paper indicates that sovereign defaults associated with the debt crisis result with different political 
consequences. In addition, while some countries experienced a slight decrease and increase in their liberal democracy, 
some of them did not have a significant change after their defaults. Russia and Venezuela had continuous decrease 
after their defaults and only Ecuador had a sharp decrease after its default along with its new constitutional change. 

Keywords: sovereign default, debt crisis, political changes, liberal democracy

1. Introduction

After the 1990s, recent developments in the international financial system show that macroeconomic policy mistakes 
do not only generate economic problems but also cause political upheavals in some countries.

Twenty-six countries defaulted since 1990, according to standard & Poor’s Global Ratings Report (2018), which 
are twice or more, as a sovereign foreign-currency selective default. Although past defaults enlighten the recent 
circumstances in the global financial system, there are some particular features of the past defaults, such as; a 
high debt/Gross Domestic Product (henceforth GDP) ratio, huge foreign currency debt, debt affordability, and 
economic weakness and weak institutions (Moody’s, 2013). Therefore, a debt crisis could increase from domestic 
fiscal or political turbulence, regime switches or economic-political transitions relying on trade deficits or a loss of 
confidence in the global financial market and could lead to the roll of the external debt.

sovereign defaults could arise from a sovereign debt crisis and could end generally with the absolute exclusion from 
financial markets, which are presented as reputational cost and trade sanctions from creditors’ residential countries 
(Borensztein and Panizza, 2008). The difference between the impacts of these two effects mainly depends on how 
open the economy is. The more open an economy is, the more it could face with a higher default point. Before 
this point, International Monetary Fund (henceforth IMF) or other global financial system units could have an 
international intervention role to soften or prevent a debt crisis, which may generate a reduction in domestic 
economic activity and production in the economy (de Paoli et al., 2006).

1 Istanbul University, Department of Economics, Turkey. Corresponding Author, e-mail: aaltinay@istanbul.edu.tr.   
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On the other side, sovereign defaults cause significant political implications in developing countries, such as the 
political conflict in the country and political isolation in a global political system that leads to adverse influences 
on the consolidation and a reduction in the level of liberal democracy (Adam and Karanatsis, 2018).

This study provides two main contributions in the international political economy literature. Primarily, this is the 
first paper that investigates the relationship between liberal democracy and external debt in recent and selected 
defaulted countries. second, this is also the first paper which utilizes nine different political variables; political 
corruption, public sector corruption, core civil society, civil liberties, clean elections, government attacks on judiciary, 
government censorship effort, barriers to parties and freedom of academic and cultural expression. 

The main purpose of this study is to investigate the political conditions of selected countries; Argentina, Dominican 
Republic, Ecuador, Indonesia, Pakistan, Russia and Venezuela, for the period after their economies defaulted. It 
was the data availability that led us to the selection of these countries. For this purpose, we examine the political 
changes, particularly the change of liberal democracy in these countries, which defaulted in the period of 1990 – 
2016, using datasets from the World Bank Indicators and V-Dem. The essential argument is whether sovereign 
default or debt crisis directly generates political conditions towards an authoritarian regime in all economies that 
are defaulted or not. In other words could debt crisis or defaults trigger major changes in liberal democracy in 
these societies?

We find evidence that there were no significant changes in Argentina, after its both first and second defaults, and 
in Indonesia after its second and third defaults. Dominican Republic and Indonesia experienced a slight increase 
only after their first defaults; Ecuador and Pakistan had a weak decrease in their liberal democracy; and both Russia 
and Venezuela experienced continuous decrease in their liberal democracy after their defaults.

The remainder of this paper is organized as follows. section 2 presents the literature review. section 3 describes 
the data set. section 4 investigates and analyses the overview and assessment of the selected countries that are 
presented. section 5 concludes.

2. Literature Review

The relationship between either debt crisis or defaults and political conditions has always drawn a notable attention 
from both by political science and economics literature. However, we only reviewed the modern economics literature, 
particularly based on the significant debt crisis in the early 1980s that substantially affected the world economy.

To begin with, we should refer to the previous centuries experiences. Lindert and Morton (1989) presented the 
sovereign debts historically and start by presenting the lending wave of the 1820’s as first, which ended with most 
Latin American governments defaulting to some degree. Then around 1850s Latin American and the Eastern 
Mediterranean countries (Turkey, Greece, and transiently Egypt) fell into defaults. By the end of the 1880s a 
smaller lending wave came, which seriously hit Argentina and a little less Colombia. The 1910s introduced 
wholesale defaults in the Mexican Revolution, the Russian Revolution, and half of the Ottoman Empire. Then 
the greatest wave came in the 1930s, in which essentially all of Latin America, most of Eastern Europe, Turkey 
and Chine defaulted (Lindert and Morton, 1989). sachs (1989) cited that the National Bureau of Economic 
Research (NBER) historical records show that moratoriums played an important role in the resolution of earlier 
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crises. The writer points out that the debt crisis of the 1930s was managed with a one-sided debt rescheduling in 
most Latin American countries.

When we come to 1980s, World Economic and social survey 2017 asserted that the sovereign debt crises of 
1980s were set off by the call of Fed in October 1979 to raise interest rates steeply. It had a direct impact on debt 
service since much of the external debt in developing countries had been contracted at floating interest rates. A 
sharp drop in non-oil commodity prices compounded the difficulties. Arezki and Brückner (2010) examined the 
way commodity exporting countries react to international price booms and come to the conclusion that there is 
a significant difference in the way different political regimes managed the situation.

sachs (1989) denoted the genesis of 1980s debt crisis as a combination of policy actions in the borrower states, 
macroeconomic shocks in the world economy, and a noteworthy spurt of uncontrolled bank credits between 
1979 and 1981. The global economy was set on lower growth, higher interest rates, declining terms of trade for 
commodity exporters and protectionism. Most of the developing countries followed the same vicious pattern 
of policy actions. They were dealing with chronically large fiscal deficits, balance-of-payments difficulties, and 
overvalued exchange rates. Under restrictive monetary policies, they targeted to cut down inflation, which resulted 
in both high nominal and real interest rates. These ill-judged domestic policies, when combined together with 
external problems, created an overreliance on borrowing from international banks. For developing countries, this 
meant higher costs of borrowing and reduced demand for their exports (sachs, 1989).

In August 1982, Mexico announced that it would not be able to continue debt service as scheduled unless it 
received help through new loans or rescheduling. After Mexico’s default, a decade-long process started. While 
circumstances varied from region to region and from country to country, in general, large current account 
deficits made it impossible to continue the service of debt. Most of the Latin American countries, many African 
countries and some countries in Asia suffered from debt overhang until the early 1990s. Ocampo (2013) argued 
that the sovereign debt crisis of the 1980s as the most traumatic incident in Latin America’s economic history, 
having been responsible for the region’s “lost decade” of development. It took even more time for sub-sahara to 
recover. According to Ocampo, the end of the debt crisis came, in practical terms, when debt relief was agreed 
and international investors returned to the region.

The history of sovereign states borrowing money and the financial crisis related to it, has been a long one. Tomz 
and Wright (2012) described sovereign debt as one of the first financial assets ever to be traded and indicate that 
it continues to be a significant part of global financial assets. Borenzstein and Panizza (2008) underlined that 
unlike private debt, sovereign immunity protects the debtors and loosens the rights of creditors. In the case of a 
private firm, creditors have well-defined legal rights that secure them. so if the firm goes bankrupt, and is unable 
to pay its total debt, creditors may claim rights on the company’s assets. But under the act of sovereign immunity, 
it becomes almost impossible to enforce a debt and governments are usually limited to suit against defaulters. But 
the literature supports that sovereign debt markets still prevail because costs of sovereign default cause a motivation 
for the borrowers to repay their debts.

In describing state defaults Tomz and Wright (2012) made a comparison between the narrow and broad version 
of definitions. In the narrow definition, a violation of the terms of a debt contract such as a failure to meet a 
principal or interest payment on the due date identifies a sovereign default. (s&P Global Ratings, 2016). In the 
broader version of standard and Poor’s, Beers and Chambers (2006) included the offer of a “voluntary” revision 



24

THE POLITICAL CONSEQUENCES OF DEBT CRISIS AND SOVEREIGN DEFAULTS

Aylin Altınay Cingöz , Barış Kablamacı

of contract with less favorable terms than the original issue and this definition is in line with the concept used 
by other credit rating agencies.

There is a broad consensus on what the costs of default are, but most of the sovereign debt literature is based on 
the economic costs of sovereign defaults. To name some; reputational costs, view on sanctions (or default and its 
impact on international trade) and the economic costs on the domestic banking system make up the economic 
side of the problem (Borensztein and Panizza, 2008). Although these views have a well-identified theoretical and 
historical background, the political reflections of state defaults have been examined much less.

There is also a line of literature that focuses on quantitative models of sovereign default. Following the seminal 
work of Eaton and Gersovitz (1981), Novelli (2015) cited the names of Aguiar and Gopinath (2006) and Arellano 
(2008) and based his study on the theoretical attitude of Battaglini and Coate (2007, 2008) and the political 
economy background of Tirole (2012). Novelli’s (2015) work is important since it suggests four stylized facts that 
stimulate the sovereign default model to spread out to political economy.

Jeffrey Frieden’s prominent book emphasizes how economic policies change the national development patterns. 
The idea that every nation has its own growth path or the emphasis on the national characteristics of the sovereign 
states also carries the argument of political economy: It is the political institutions that matter in the economic 
development. Frieden’s asserted “government actions are the response of policymakers to sociopolitical pressures 
brought to bear upon them by interest groups” (Frieden, 1991). He argued that why and how individuals and 
interest groups reciprocally influence each other in the politic field, which brings him to explain and break up the 
core of democracy and authoritarianism.

This brings us to the notion of democracy. Defining the determinants of democracy has been an issue of scholars 
in many fields; historians like Huntington or political scientists like Lipset and Rustow. Both theoreticians and 
practitioners have subscribed Lipset’s modernization theory that as a country becomes more prosperous greater 
democratization will follow automatically very much. Major studies on democracy revised Lipset’s modernization 
theory that focuses on developing countries of the 1980s and 1990s. Therefore it is clear that the relationship 
between economic crisis and democracy also covers a vast amount of area that interests both economists and political 
scientists. Examining through related literature shows different starting points of causality between these terms. 
Acemoglu et al. (2008) presented a similar but different line of relationship between income and democracy, and 
define this “statistical association” as the momentous milestone of modernization theory (Acemoglu et al. 2008). 
Combes and Ouedraogo (2014) cited from Huntington’s “third wave” democratization and state that poverty 
hinders democratic development significantly. Therefore what hinders economic development also hinders the 
future of democracy (Combes and Ouedraogo, 2014). However, Acemoglu et al. (2008) indicated the shortcomings 
of modernization theory and conclude that countries, which grow faster, do not show any greater tendency to 
become democratic or to consolidate the democracy that already exists.

A more backdated study by Haggard and Kaufman (1997) showed the economic crisis of Latin American and 
Asian countries and their consequences on democratic transitions also from the political economy perspective. 
Within this framework, they give two defining characteristics of the economic crisis of the 1970s and 1980s. 
The first one is the aggregate economic setback, seen by the declining growth and accelerating inflation levels. 
They also highlighted the fact that all groups are affected differently from the crisis, one group may gain while 
the others lose. The other characteristic was that crises of the 1970s and 1980s could not fix themselves. And 
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because these countries were performing poorly, the bargaining power of authoritarian incumbents was decreasing 
and the strength of oppositions was enhancing. This leads them to the conclusion that economic crisis enabled 
democratization in these countries (Haggard and Kaufman, 1997).

Acemoglu and Robinson (2001) led the drive for providing the theoretical motive behind the forces that lead 
to polity transitions and conclude that political transitions result from the conflict among a rich elite and the 
citizens made up of poor. Therefore, both authoritarian coups and democratic revolutions are more likely to 
occur in times of economic (or political) crisis. Acemoglu and Robinson (2006) added if international trade and 
financial integration are hindered democracy cannot be solidified. Their argument is based on a framework in 
which nondemocratic countries are labor abundant, political conflict is between a rich capital owning elite and 
the poor labor owning citizens, and inequality is sufficiently high that the elite use repression to stay in power 
(Acemoglu and Robinson, 2006). If this country suddenly faces a halt of international capital and defaults in its 
external debt, the disruption of trade and lack of foreign credit will carry the country to economic isolation. By 
the convention of trade theory, this will make the relatively abundant factor owner of workers to gain less, and 
the relatively scarce factor owner of capitalists to gain more. This in turn, changes the income inequality in favor 
of capitalists. However, as inequality gets even higher, democracy might threaten or frighten the ruling elite more, 
since they will face highly adverse policies, such as punitive rates of redistribution if they democratize. Thus the 
rich elite may be more willing to use power, either to keep the nature of an existing autocratic regime or to restrict 
the power of the poor within a democracy. Hence, when an economic crisis ends with a sovereign default, the 
setting becomes ready for deterioration in the level of democracy (Acemoglu and Robinson, 2006).

Adam and Karanatsis (2018) argued some of the related literature that follows the framework of Acemoglu and 
Robinson (2001, 2006) but underlines that the empirical results do not necessarily follow the theoretical predictions. 
They state that a large part of the literature shows a higher probability of coups as a result of economic shocks. 
In addition, Adam and Karanatsis (2018) suggested that a significant number of contributions fail to find any 
effect. Their own findings conclude that sovereign defaults are interrelated with autocratic regime switches. Their 
paper draws upon a sample of 105 sovereign states and shows that a sovereign default causes a considerable fall 
in the level of democracy.

3. Data 

Political changes take some time if there is a stable economic circumstance. However, a profound economic crisis 
could cause significant political democratic changes according to Lipset (1993). Although every country has its own 
economic, political and social characteristics, some of them react to an economic crisis, in the same way, others 
do not. Hence, data we used in our study gives an opportunity to present a broad perspective on each country’s 
political environments, individually. Our definition of developing countries depends on the UNCTAD’s country 
group classification in January 2018 (UNCTAD, 2018). According to liberal democracy and external debt data 
from V-Dem and World Bank Indicators, respectively, one could see that liberal democracy in Russia, Ecuador, 
and Uruguay fell down significantly after a default in their economy. Default dates are obtained from s&P Ratings 
Report (2017) and are presented in Table 1 and showed as a black straight line in the following figures. 
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Average wage increases observed in the Table 3 increase and decrease with different effects in different countries 
within the EU. For example, in the transition from 2017 to 2018, while wages in Belgium, Portugal, England, the 
Netherlands, Greece and Italy had a significant decrease, sharp wage increases in the transition countries, particularly 
Bulgaria attract attention. Nevertheless, although the wage decreases in the EU main states are important, when 
compared with the current transition countries, it is observed that the wages relatively preserve their high level. 
This fact can be accepted as an indicator of the fact that there is an increase with respect to the use of qualified 
workforce (demand) in the EU transition countries.

Table 4: Average wages in the ICT sector in the entire European Union (by age and other qualifications), 2018

Source: https://alldigitalweek.eu/ict-jobs/
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As another element that proves our thesis in the study, when considered specific to the information sector, wages 
in all transition countries are at the bottom ranks as of 2018, as can be seen in the Table 4. As can be understood, 
workers and directors (as of ages and qualifications) in the information sector that do the same job in the EU 
transition countries work for far lower wages compared to the other EU states and this provides an important 
insight regarding the factor mobility in the information sector.

Graph 6: Percentage of increase of the average wages in the information (IT) sector in Slovakia by value sectors, 2018

Source:https://www.pwc.com/sk/en/tlacove-spravy/2015-10-21-remuneration-study-paywell-2015.html

As can be understood from the Graph 6, IT sector showed the highest increase in the wage increases on sectoral 
basis in slovakia. When considered with respect to the wage increases in the pharmaceuticals, banking and industrial 
sector activities, the wage increases in these sectors increased at a lower rate than the wages of employees in the 
information sector. 
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Graph 6: Comparison of the average real wage and labor productivity indexes between 1999 and 2015 in the developed countries

Source: ILO Global wage report, 2016-17

Conclusion:

It is observed that the EU transition economies became an important part of the information sector that expanded 
after 2000’s. The elements that draw attention in that expansion can be stated to support the main hypothesis 
of the study. First of all, the qualified labor structure in these countries which can be considered to be of minor 
importance (unimportant) in the trade, but to be important with respect to their share in the Information 
Technologies attracts attention. In the study, we analyzed the economic logic of this information integration that is 
summarized as the importance of being unimportant and that developed in line with the elasticity of substitution. 
Here, an analysis of the shift of the wage costs to the transition countries where qualified labor is abundant, in 
cases where it is not possible to reduce the labor’s share in the information sector, was made. When the structure 
of the ICT index is analyzed, it is striking that the success and EU harmonization process in the country groups 
that we addressed with respect to the importance of information consumption and proliferation of software. In 
addition to these, it is emphasized with the reference to the studies that the information sector has a significant 
share in the general growth increase in those countries. Therefore, we have established that in the EU objectives, 
which we attach value not only due to the Marshall’s Third Law, but also with respect to the concept of importance 
of being unimportant, transition economies have an important position in developing the digital structure, with 
their young and highly qualified labor structure. 
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When considered in terms of the general trend, the difference between the labor productivity index and wage 
index was getting higher in 2000’s. Despite the fact that the growth in the labor productivity was 20% from 1999 
to 2015 in the developed sector, the age increase in the same years approached to the level of 10%. In addition, 
this explains how the capital in the developed countries tends towards the low wages in the developing countries 
which cause the increase in the relatively high wages in the developed countries to be lower than the increase in the 
labor productivity, as we had already addressed. In the future, a convergence between the developed countries and 
developing countries in certain sectors with respect to wages can be expected, as in the example of the information 
sector. Marshall’s Third Law also anticipated that the labor demand would increase in places where elasticity of 
substitution is high, that is the developed countries. With respect to our subject, elasticity of substitution can 
be increased in the information sector, with the evidences we addressed, as in the example of the EU transition 
countries. That is to say that the factor elasticity of substitution is low in the ICT sector in the developed EU states, 
according to the Marshall’s Third Law. When considered with respect to the information sector, it is understood 
that in the developed EU countries, the labor’s share of high wage quality due to the nature of the information 
sector could not be decreased, and capital cannot be substituted instead of that. Employment of the qualified labor 
in the EU transition countries for relatively low wages increases the elasticity of substitution there and therefore, 
creates investment and employment opportunities for the information sector. Marshall’s Third Law is in accordance 
with the concept of “importance of being unimportant”, which indicates that the countries with a small share in 
the commerce and investment would be advantageous, when they orient their commerce and investments over 
their costs of the countries with large shares. We believe that the expansion of EU into east and Central Europe 
in 2000’s with regard to accepting new members is in accordance with the thesis of our study. Nevertheless, it is 
noteworthy that the increases in the wages and salaries that show the prices of the qualified labor working in the 
ICT sector within the EU transition countries are higher than the central EU average. This fact indicates that the 
elasticity of substitution in the sector is continuing. 

Lastly, inference of the study is that in the countries where educated and qualified workforce is abundant and 
accumulation of capital is relatively low, information sector has the opportunity of development with regard to the 
fields of software or programming. This fact reveals a structure that supports the information sector and creates 
demand for the qualified workforce in the countries, in terms of both EU Economy and Global Economy .
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2008-2018 EVALUATION OF MACROECONOMIC 
PERFORMANCE OF TURKIsH ECONOMY
Cansel Oskay1

Abstract

Turkey is significantly affected by the global crisis that erupted in 2008 like many countries. Macroeconomic 
performance was severely weakened during the crisis period. Macroeconomic performance was positively affected by 
the expansionary policies implemented in the period following the crisis. However, after a while, it was again disturbed 
and fluctuated. For this purpose, the study is designed to evaluate the macroeconomic performance of the economy 
of Turkey. It covers the period from 2008 until today. In order to measure the macroeconomic performance of the 
economy, six main indicators were selected: inflation rate, unemployment rate, growth rate, long-term interest rate, 
current account deficit and budget deficit. Using these indicators, Discontent Index, Misery Index and Macroeconomic 
Performance Indices were calculated. After the global crisis, identified as the most vulnerable countries in the world, 
Brazil, Indonesia, India, South Africa, and Turkey’s macroeconomic performance was also compared. 

As a result, no matter which index it is, it appears that Turkey’s economic performance is weak. Being placed near the 
top in terms of vulnerability in Fragile Five, Turkey comes in last in terms of macroeconomic performance. Turkey 
during 2008-2018, has an economic outlook that can not lower inflation, growing unemployment and borrows at a 
high cost with an increasing current account deficit. In recent years, the Turkish economy is advancing rapidly towards 
recession. The onset of stagnation with high inflation will lead to the problem of stagflation in the economy. In order 
to strengthen the macroeconomic performance of Turkey, primarily by reducing dependence on foreign sources, reforms 
generating solution to the structural problems are needed to put into practice.

Keywords: Macroeconomic Performance, the Economy of Turkey, Fragile Five Countries, Misery Index

Introduction

The global crisis experienced in 2008-2009 negatively affected the macroeconomic performance of many developed 
and developing countries. Particularly Turkey’s growth and macroeconomic performance have weakened significantly. 
The countries, whose economy contracted with the crisis, started to implement expansionary fiscal and monetary 
policies with the purpose of growth. As a result of the expansionary policies implemented after the crisis, emerging 
market economies and developing countries were affected to a different extent (Yükseler, 2017, p.1). As a result of 
these expansionary policies applied, with a large amount of short-term foreign capital inflow, Turkey has entered a 
process of recovery. since the Federal Reserve (FED) announced that it will gradually tighten its monetary policies 
as of May 2013, fluctuations in the short-term foreign capital flow towards emerging countries have been observed. 
As a result of the Fed’s explanations for terminating the bond purchases by reducing step by step, most currencies 
depreciate in emerging market economies including Turkey. Rising current account deficit, rising inflation, falling 

1 Mersin University, Faculty of Economic and Administrative Sciences, E-mail: canselseymen@hotmail.com
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growth rate, political problems increased uncertainty and risks. Therefore, it increased the fragility of the Turkish 
economy. As its external financing needs increasing, its fragility is increased and macroeconomic performance 
of Turkey gradually weakened. It is among the five most fragile countries in the world. Countries most affected 
by the Fed’s monetary tightening policy are Brazil, India, Indonesia, south Africa and Turkey. Whose currencies 
are most affected by external shocks these countries were referred to as Fragile Five by the Us-based investment 
bank Morgan stanley in August 2013(Bayat, Kayhan and Taşar, 2018, pp. 203-204). Today, with its ongoing 
macroeconomic performance problems, Turkey is among the first places in fragile economies. 

For this purpose, the study is designed to evaluate the macroeconomic performance of the economy of Turkey. 
The study covers a period of ten years from the global crisis that affected almost all countries, albeit in different 
dimensions. When evaluating Turkey’s macroeconomic performance, the Index of Economic Discontent, Misery 
Index and the Macroeconomic Performance Index (MPI) have been utilized. 

Macroeconomic performance of the Turkish economy with a total of six main indicators that make up the index 
are primarily evaluated in this study. These indicators are defined as; inflation rate, unemployment rate, long-term 
government bond interest rate, GDP growth rate, the ratio of the current account balance to GDP and ratio 
of central government budget balance to GDP. Then the macroeconomic performance of the Turkish economy, 
compared with Fragile Five consisting of Brazil, India, Indonesia and south Africa. Index indicators used in the 
study are provided from a single source instead of local resources in order to avoid differences in definition and 
scope. Extracted from International Monetary Fund (IMF), World Economic Outlook Database, April 2018. 
India’s unemployment rates were obtained from Tradingeconomics. Interest rates for long-term bonds were taken 
from Investing. Inflation rates are taken as the year-end percentage value of budget balance/GDP rates were also 
taken as year-end percentage values. The long-term interest rate is based on 10-year government bond interest 
rates. Due to the transition of Turkey to 10-year government bond issuance in 2010, the 5-year government bond 
interest rate for 2008 and 2009 was based. 

1. Turkey after the Global Crisis According to the Basic Macroeconomic Indicators

The 2008-2009 global crisis period has been quite troublesome for Turkey; particularly the growth rate has decreased 
along with all macroeconomic indicators. Turkey is affected by the crisis like other countries and could not reach 
the targeted numbers. Turkish economy contracted by 4.7% in 2009 due to the global crisis. 2010 and 2011 was 
the period of recovery after the crisis. Growth rate increased to 8.5% and 11.1%, respectively. In 2012, it decreased 
to 4.8% due to the measures are taken to balance domestic and foreign demand. In 2013, it was again increased 
to 8.5% with the increase in domestic demand (Table 1). Although some decrease was observed in the following 
years, an average growth rate of more than 5% was realized during the period. Despite the growth, especially in 
the period of 2010-2015, the average inflation rate and unemployment rate have also increased. In this period, a 
growth that cannot create employment is noteworthy (sungur, 2015, p. 248). 

The Turkish economy grew by 3.2% particularly in 2016, increased by 7% in 2017, showing more than doubled. 
The effect of credit guarantee funds and other incentives on the increase of the growth rate was great (Yükseler, 
2018a, p.2). It is estimated that the growth rate will decline in 2018. 

As can be seen in Table 1, the unemployment rate, which rose up to 13.1% in 2009 due to the impact of the 
crisis, showed a slight decline in the following years. Although it decreased to 9% in 2013, it increased to 11% in 
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2017. The unemployment rate, which was realized at an average of 10% in the period, has a tendency to increase 
especially in recent years. 

The inflation rate, which was realized as 10.1% in 2008, was 6.5% - 6.4% in 2009-2010. In 2011, it was 10.4% 
which is well above the target of 5.5%. It has continued to be above the inflation target of 5% as of 2012. The 
inflation rate, which was 8.5% in 2016, increased to 11.9% in 2017. 

Table 1: 2008-2018 Turkish Economy with Basic Macroeconomic Indicators

Inflation 
Rate%

Unemployment 
Rate%

Long-Term 
Bonds 

Interest 
Rate%

Real GDP 
Growth 
Rate%

Budget 
Balance /
GDP%

Current Balance/
GDP %

2008 10,1 10 17,5 0,8 -1,8 -5,2

2009 6,5 13,1 10,7 -4,7 -5,3 -1,8

2010 6,4 11,1 8,6 8,5 -3,5 -5,8

2011 10,4 9,1 10,0 11,1 -1,3 -8,9

2012 6,2 8,4 6,6 4,8 -1,9 -5,5

2013 7,4 9,0 10,3 8,5 -1 -6,7

2014 8,2 9,9 8,1 5,2 -1 -4,7

2015 8,8 10,3 10,5 6,1 -1,1 -3,7

2016 8,5 10,9 11,1 3,2 -1,1 -3,8

2017 11,9 11,0 11,4 7 -1,5 -5,5

2018* 10,9 10,7 17,0 4,4 -0,9 -5,4

Source: IMF, World Economic Outlook Database, April 2018, www.imf.org; www.investing.com/rates-bonds  
*: Forecast

The increase in the rate of 3.4% was mainly due to the increase in exchange rates and food prices. The rise of 
inflation cannot get under control. 

In the global crisis period, due to the implementation of expansionary fiscal policy and the contraction in the 
global economy, the budget deficit also increased. In the following years, the budget deficit started to decline 
and showed a very positive trend (Yükseler, 2017, p. 7). In 2009, while the deficit was 5.3%, the budget deficit 
gradually decreased in the following years. In 2013 and beyond, an average deficit of 1% was observed. However, 
in 2017, it was relaunched. This increase was mainly due to the significant increase in non-interest expenditures 
such as current transfers and goods-service procurement expenditures (Yükseler, 2018a, p. 4). 

Turkey is one of the countries with the most negative performance in terms of current account deficit. The current 
account deficit, which fluctuated continuously in the mentioned period, reached its peak in 2011 with a rate of 
8.9%. With the rapid decline in the growth rate in 2012, the rate regressed to 5.5%. In 2015-2016, it could be 
controlled by decreasing to 3.7% -3.8%. In this development, the contribution of measures aimed at the slowing 
down of the growth rate, the decrease in crude oil prices and the decrease of dependence on external sources have 
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been important (Yükseler, 2018b, p. 7). However, as seen in Table 1, it increased from 3.8% to 5.5% in 2017. The 
rapid increase in non-monetary gold imports and the deterioration in foreign trade balance are important in this rise. 

In addition, we can see the course of long-term government bond interest rates throughout the period in Table 1 
from Investing. Turkey began issuing the 10-year government bonds in 2010. For this reason, 5-year government 
bond interest rates were taken for 2008 and 2009 and 10-year government bond interest rates were taken for other 
years. When we examine long-term government bond interest rates of Turkey, we see that the state’s borrowing 
costs are high. It has especially been in an increasing trend since 2015. This rate is expected to increase significantly 
in 2018. On average, it was over 10% during the period.

Despite the important increase in growth rate in 2017, inflation rate, unemployment rate, current account deficit, 
budget deficit and state borrowing cost increased. In 2018, the situation is not seen bright. According to the latest 
data of september 2018, the inflation rate increased to 17.9%. Unemployment rate to 10.2%, growth rate to 
5.2%, the current account deficit to 5.5%, the budget deficit to 1.5% and the 10-year government bond interest 
rate is increased to 18,12% (Tradingeconomics, 2018b).

According to the New Economy Plan (YEP) announced at the end of september, the end of 2018 inflation rate 
will be 20.8% and in 2019, it will be 15.9%. The growth rate declining to 3.8% in 2018 is expected to decline 
further and become 2.3% in 2019. The unemployment rate is projected at 11.3% in 2018 and 12.1% in 2019. 
The current account deficit also projected to decrease and occur at 4.7% in 2018, 3.3% in 2019. The budget 
deficit, which is expected to increase to 1.9% in 2018, is expected to realize as 1.8% 2019 (T. C. Treasury and 
Ministry of Finance, 2018). 

2. Macroeconomic Performance of the Turkish Economy after the Global Crisis 

To examine a country’s macroeconomic performance and even to compare countries, many basic indicators 
are used. The most important ones of these are the inflation rate and unemployment rate (Yıldırım, Karaman 
and Taşdemir, 2016, p. 21). Analysis of Basic indicators alone is not enough to understand the economic and 
social prosperity of countries. For this reason, more extensive and multi-component indices are preferred more. 
Macroeconomic performance indices are including some basic macroeconomic indicators to accounts in certain 
amounts and performance measurement of countries based on these basic indicators (Benlialper, Cömert and 
Düzçay, 2015, p. 13). 

In the 1970s, when unemployment and inflation rates increased in the United states, Economic Discontent Index 
(Original Misery Index) was developed by Arthur Okun being the most important one of these indices. This 
index is one of the most commonly used methods to measure the macroeconomic performance of economies 
and life satisfaction of the society (Cohen, Ferretti and McIntosh, 2014, p. 2). The index, which is calculated by 
adding the unemployment rate and inflation rate, gives both variables fixed and equal weight, assuming that both 
of them are equally important from the economic point of view. Looking quite simple, this index is based on 
the assumption that the rising unemployment rate and high inflation causes economic and social costs (Hanke, 
2018). Being the basic macro indicators that are monitored carefully by society, unemployment rate and inflation 
rate changing over time reflect changes in countries’ economic performance (Pogoy and Plaisent, 2016, p. 31). 
The rise of one of these indicators affects national welfare negatively. Therefore, Economic Discontent Index can 
be thought as the opposite of economic welfare. 
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Playing a fundamental role in determining the national welfare, the most important indicator is the growth rate of 
real gross domestic product (GDP) (Cohen, Ferretti and McIntosh, 2014, pp. 2-6). In 1996, Robert Barro found 
it insufficient to take into account the changes in the unemployment rate and inflation rate, which constitute the 
discontent index. In addition to these, he found it necessary to take into account the changes in real GDP growth 
rate and long-term interest rates. A.Okun and R.Barro’s misery index indicators: 

A. Okun’s Economic Displeasure Index = A + B

R. Barro’s Misery Index = (A + B + C)-D

A. Inflation rate: Annual percentage change in the consumer price designed for international price comparisons 
is taken into account. 

B. Unemployment rate: Taken as the annual percentage of the workforce. 

C. Long-term government bonds interest rate: Taken as the ten-year government bonds interest rate. 

D. Real GDP growth rate: Annual percentage change value taken (Lechman, 2009, pp. 2-3).

Changes in the indicators of misery index set the value of the index. In most of the country experiencing periods 
of crises, the value of misery index rises, macroeconomic performance deteriorates, when they achieve stability, 
the index recovers. As the value of the index increases, it is stated that the unrest in the society or the pessimism 
in the economy has increased (Yıldırım, Karaman and Taşdemir, 2016, p. 21). According to R. Barro’s misery 
index, if real GDP growth rate is below the average and the unemployment rate and long-term interest rate are 
both rising, inflation rate rises will increase dissatisfaction. When inflation, unemployment and interest rates are on 
the rise and growth rate is negative, meaning the economy is shrinking, misery index rises. The rising of the value 
of index shows that macroeconomic performance is decreasing and there is deterioration in the economy (Özcan 
and Açıkalın, 2015, p. 160). If the real growth rate is positive, this rate needs to be subtracted; if the growth rate 
is negative, it needs to be added to the total. The reason for this is that negative growth increases misery while 
economic growth reduces misery (Eğilmez, 2018). 

In economic terms, the increase in inflation, coupled with high unemployment, causes a contraction in the 
economy and consumer spending. The rise in consumer prices, reducing the purchasing power of nominal income, 
can result in a welfare loss. As the inflation increases, the cost of living increases and as unemployment increases, 
more and more people exceed the poverty threshold. The increase in inflation, causing interest rates to increase, 
negatively affects the real sector investment decisions and declining investments can cause unemployment. This 
situation causes a decline in household income and the loss of welfare (Akpınar, Taşçı and Özsan, 2013, p. 61). 
In addition to the loss of real production, unemployment is a phenomenon that causes unequal distribution of 
income and reduces tax revenue. The increase in long-term government bonds interest rates means increasing the 
cost of public borrowings and the value of the index increases. The higher interest rate contributes to the misery 
and weakens the macroeconomic performance. Being the most basic indicator, growth rate to be high is important 
in decreasing the index value and thus is important in strengthening macroeconomic performance (Lechman, 
2009, p. 3). The index, which shows the change in the economic indicators, is also effective on social parameters. 
Improvements of the economic discontent index have a positive influence on levels of happiness and hope of the 
society (Çondur, 2016, p.1317). 
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In addition to Economic Discontent Index and Misery Index, Macroeconomic Performance Index (MPI) is used 
in the study. MPI is composed of five main indicators consisting of the growth rate of real GDP, annual percentage 
change rate of CPI, unemployment rate annual percentage change, the ratio of the balance of current account 
deficit to GDP, and the ratio of Central Government budget balance to GDP ratio. MPI value of it was obtained 
by a simple method. The index is formulated by adding 100 to these five main indicators, expressed as percentage 
change ratio or percentages. The growth rate of these indicators is subjected to positive processing. The other 
four indicators are subjected to negative processing. The increase in the growth rate positively affects the index. 
Inflation rate and the increase in unemployment rate affect the index negatively. The positive balance of the current 
account balance, i.e. the surplus of the index, affects the index positively and the deficit has a negative effect on 
the index. The positive balance of the budget effects index positively and the deficit of the budget balance effects 
index negatively. The changes in the five indicators in the index are weighted differently. Growth rate is 30%, 
inflation rate is 20%, unemployment rate is 20%, current account balance / GDP is 15%, budget balance / GDP 
ratio is 15%. The fact that the MPI is below 100 or declines compared to the previous year shows the negative 
development of the economy. The index value of over 100 shows that macroeconomic performance strengthened 
and the economic situation improved (Yükseler, 2017, pp. 9-10). MPI indicators:

MPI=100-(A. %30-B. %20-C. %20-D. %15-E. %15)

A. Real GDP growth rate: Annual percentage change value taken 

B. Inflation rate: Annual percentage change in the consumer price designed for international price comparisons 
is taken into account. 

C.Unemployment rate: Taken as an annual percentage of the workforce. 

D.Current account balance / GDP rate: Annual percentage change value taken

E.Budget balance / GDP rate: Annual percentage change value taken

Table 2, shows the macroeconomic performance values of the Turkish economy, measured with the help of the 
Index of Economic Discontent, Misery Index and Macroeconomic Performance Index (MPI). Looking at the Index 
of Economic discontent resulting from the sum of inflation and unemployment rates, while the macroeconomic 
performance of Turkish economy was bad during the 2008-2009 period, it improved depending on the fall in 
the inflation rate in 2010. However, in 2011, due to the severe increase in inflation rate, it deteriorated again. In 
2012, both the inflation rate and the unemployment rate have fallen and the best macroeconomic performance 
realized. However, in the years that followed, the situation is reversed and the increase in unemployment rate and 
inflation rate affected macroeconomic performance negatively. 

When we examine   R. Barro’s the Misery Index values, macroeconomic performance development of the Turkish 
economy it is not much different. During 2008-2009, the global crisis period, it has the highest index value. High 
inflation and unemployment, as well as the Government’s borrowing costs to be fairly high, have been effective 
in Turkish economy showing very bad macroeconomic performance during this period. At the same time, despite 
the negative situation in these three basic indicators, the low growth rate is another important factor. In 2010, the 
decrease in the borrowing cost of the state and the increase in the growth rate decreased the index value. However, 
the improvement in 2010 was not sustainable. In 2011, despite the high growth rate and the falling unemployment 
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rate, the index deteriorated due to the high borrowing costs and the high inflation rate. Although the rate of 
growth has decreased in 2012 compared to the previous year, the decrease in the inflation rate, unemployment 
rate and the state’s borrowing cost had a positive impact on the macroeconomic index, However, we can see that 
the index value has been continuously increasing since 2013. It is expected to rise even more in 2018. Despite the 
growth in the economy, continuous deterioration in the other three main indicators leads to the constant negative 
macroeconomic performance of the economy of Turkey. 

When we examine the results of the Macroeconomic Performance Index in Table 2, the results are not much 
different from other indices. MPI index values   were below 100 in the period of 2008-2018. The year that economic 
performance was the worst was the year 2009 when MPI was the lowest with 93.6. In 2010, MPI increased 
significantly with a value of 97, demonstrating a positive performance. In 2011, an increase of the inflation rate 
and the current account deficit caused index rate to decrease to 95.4. In 2012, it increased back to 97 but decreased 
to 96 in 2013. Although there was an increase in MPI in 2014 and 2015, it decreased in 2016 and 2017. The 
macroeconomic performance is expected to weaken further in 2018 and 2019. 

Table 2: 2008-2018 Macroeconomic Performance of the Turkish Economy 

A. Okun’s Economic 
Discontent Index

 R. Barron’s the Misery 
Index

Macroeconomic 
Performance Index

2008 20,1 36,8 96,1

2009 19,6 32 93,6

2010 17,5 17,6 97,0

2011 19,5 18,4 95,4

2012 14,6 16,4 97,0

2013 16,4 18,2 96,0

2014 18,1 21 97,1

2015 19,1 24,5 97,2

2016 19,4 27,3 96,3

2017 22,9 27,3 96,5

2018* 21,6 34,2 96,1

Source: IMF, World Economic Outlook Database, April 2018, www.imf.org; https://tr.tradingeconomics.com/india/unemployment-rate; www.
investing.com/rates-bonds data prepared by us. 
*: Forecast

3. Comparison of Macroeconomic Performances of the Fragile Five Countries 

The six basic indicators that we have mentioned before have been used in the measurement of the macroeconomic 
performance of the fragile five countries since the global crisis. Index indicators used in the study are provided 
from a single source instead of local resources in order to avoid differences in definition and scope. Retrieved from 
International Monetary Fund (IMF), World Economic Outlook Database, April 2018. India’s unemployment rates 
were obtained from Tradingeconomics. Interest rates for long-term bonds were taken from Investing. Inflation 
rates are taken as a year-end percentage value of consumer price index. Unemployment rates, growth rates, current 



124

2008-2018 EVALUATION OF MACROECONOMIC PERFORMANCE OF TURKISH ECONOMY

Cansel Oskay

balance /GDP and budget balance/GDP rates were also taken as year-end percentage values. The long-term interest 
rate is based on 10-year government bond interest rates. Due to the transition of Turkey to 10-year government 
bond issuance in 2010, the 5-year government bond interest rate for 2008 and 2009 was based. 

In Table 3, the performance of Turkey, Brazil, India, Indonesia, south Africa was compared based on 6 key 
indicators. According to Table 3, the best performance in the unemployment rate belongs to India. It maintained 
the first place in the unemployment rate during 2008-2018. India is followed by Indonesia. According to Table 
4 showing Turkey’s ranking among fragile five countries with the highest performance based on key indicators, 
Turkey is ranked as number 4 according to the unemployment rate. 

Table 3: Fragile Five Countries with the Highest Performance in Basic Macroeconomic Indicators

Inflation 
Rate% 

Unemployment 
Rate%

Long-Term 
Bonds 

Interest 
Rate%

Real GDP 
Growth 
Rate %

Current Balance/
GDP%

Budget Balance/
GDP

2008 Brazil India India Indonesia Indonesia Indonesia

2009 Indonesia India India India Indonesia Indonesia

2010 south Africa India Indonesia India Indonesia Indonesia

2011 Indonesia India Indonesia Turkey Indonesia Indonesia

2012 Indonesia India Indonesia Indonesia Indonesia  Indonesia and 
Turkey

2013 south Africa India south Africa Turkey India Turkey

2014 south Africa 
and India

India south 
Africa and 
Indonesia

India India Turkey

2015 Indonesia India India India India Turkey

2016 Indonesia India India India India Turkey

2017 Brazil India Indonesia Turkey Brazil Turkey

2018* Indonesia India Indonesia India Brazil Turkey

Source: IMF, World Economic Outlook Database, April 2018, www.imf. org; https://tr.tradingeconomics.com/india/unemployment-rate; www.
investing.com/rates-bonds data prepared by us. 
*: Forecast

Indonesia is at the top with the best performance in inflation. In 2008, 2012 and 2013, while Turkey was ranked 
3rd; in 2009, 2010, 2014 and 2015 ranked 4th; it is ranked 5th with the worst performance since 2016. Indonesia 
has the best performance in terms of 10-year government bond interest rate. India is ranked 2nd. Being ranked 
5th in the 2008-2009 period, Turkey took 4th place except for the year 2012. 

According to the growth rate indicator, India has the best performance. Turkey was ranked number 1 by showing 
the best performance in 2011, 2013 and 2017. Indonesia has taken first place in terms of the current balance 
for the first five years. In 2013-2016, India took the first place. However, Brazil showed the best performance 
in 2017. Turkey is the country with the worst performance during the period. The highest performance in the 
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budget balance indicator is showed by Indonesia in the early years. However, since 2012, Turkey has risen to rank 
1. Indicators that Turkey has the best performance at have been the growth rate and budget balance in 2017. The 
indicators with the lowest performance are the inflation rate, which it was ranked 5th and the current account 
balance. It was also the fourth one according to the long-term interest rate (see Table 3 and Table 4).

Table 4: Place of Turkey among the Fragile Five Countries with the Highest Performance in Macro Indicators

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018*

Inflation Rate% 3 4 4 5 3 3 4 4 5 5 5

Unemployment 
Rate%

4 4 4 4 4 4 4 4 3 3 3

Long-Term Bonds 
Interest Rate%

5 5 4 4 3 4 4 4 4 4 5

Real GDP Growth 
Rate%

5 5 2 1 3 1 2 2 2 1 3

Current Balance/
GDP%

4 3 5 5 5 5 4 4 5 5 5

Budget Balance/
GDP%

3 3 3 2 1 1 1 1 1 1 1

Source: IMF, World Economic Outlook Database, April 2018, www.imf. org; https://tr.tradingeconomics.com/india/unemployment-rate; www.
investing.com/rates -bonds data prepared by us. 
*: Forecast

The misery index values of R. Barro and A. Okun were calculated separately and given as a graphic. Graphic 1 
shows the values   of the fragile five countries with the indicators of A.Okun’s Economic Disorder Index (A + B). 
When we examine the graphic, the country of which index value decrease most during the crisis in India, thus, 
its macroeconomic performance strengthen severely. The index, which was 14.3 in 2009, was realized as 8.2 in 
2017. In this success of India, it is lowering the double-digit rate of inflation in a controlled way was effective. 
The other country that significant improvement was observed in the value of the poorness index was Indonesia. In 
2008, when the crisis was experienced, the index, which was 19.5, was continuously decreasing and was realized 
as 9 at the end of 2017. Although the decline in the index value of Indonesia was affected by the decrease in the 
unemployment rate, the control of the inflation was much more effective. The third country is Brazil. Turkey and 
south Africa come after Brazil. Although Brazil and Turkey’s misery index value decline after the global crisis, it 
has been passed on to an upward trend since 2013. Brazil, after reaching its highest level with an index value of 
19   in 2015, started to decline to 15.7. Even though the double-digit unemployment rate continued to increase 
after 2015, the country’s economic performance improved in recent years due to the significant decrease in the 
inflation rate. In Turkey, index value has been increasing in recent years due to the upward trend of both the 
inflation rate and the unemployment rate. There is little change in the index value of south Africa. south Africa’s 
macroeconomic performance has not improved since 2008, despite the decline in the inflation rate. The reason 
for this is the unemployment rate, which is high and has a continuous upward trend. 
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Graphic 2, shows R. Barro’s misery index values for 2008-2018. During the global crisis, macroeconomic performance 
deteriorated in most of the countries, but recovery was observed in the following years. According to the misery 
index, the country that is in the best position in terms of macroeconomic performance in India. Indonesia and 
Brazil follow India. Turkey ranks fourth. south Africa is the country with the worst case. When analyzed by years, 
there is no improvement in the macroeconomic performance of south Africa. 

While the misery index in 2008 Turkey was realized as 36.8, it realized as 17.6 in 2010. since 2013, it has 
increased continuously and realized as 27.3 in 2017. In 2018, it is estimated that it will increase by 34.2. Turkey 
is the country with the highest growth rate among the fragile five countries, especially in recent years. However, 
there is a growth with an average unemployment rate of 10%, which cannot create employment. Especially since 
2013, Turkey’s macroeconomic performance has been weakening. This was due to the deterioration of other 
poverty index indicators except for the growth rate. Among the fragile five countries, the highest unemployment 
rate was in south Africa and Turkey has the highest inflation rate and 10-year government bond interest rates. 
As the inflation rate rises, the long-term interest rate rises. Especially the recent rise in the exchange rate causes 
the depreciation of the Turkish lira and a further rise in inflation. since the first time the classification of fragile 
five has been mentioned in 2013, the fragility of India and Indonesia has decreased significantly. Brazil, Turkey 
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and south Africa have become more fragile increasingly under the influence of being largely currency-dependent, 
having weak currencies, domestic political unrest and/or the fight against corruption (Kular, 2016). 

steve Hanke (2018) compared the poverty index value of 216 countries in total inflation and unemployment 
rates. According to this report, south Africa ranks fifth among countries with the highest misery index value. In 
addition, it is predicted that it will be in second place in 2019 with over 25% unemployment rate. Also, the report 
includes estimates for 2018 of other countries among the fragile five. Of these countries Turkey ranks 19, Brazil 
ranks 35, Indonesia ranks 71, while India ranks 88 (Hanke, 2018). As we have seen in this study, the ranking of 
fragile five countries in terms of macroeconomic performance is the same. 

Graphic 3 is prepared with macroeconomic performance index values   of Fragile Five countries. The index values   
of the five countries are below 100 from the time of global crisis. Within the 10-year period examined, Indonesia, 
having an average MPI value of 98.8 percent and India, having an average MPI value of 98 percent, take place 
near the top. In some years, India may seem to be performing better, but Indonesia performs better than India. 
These countries are followed by Brazil which comes 3rd with an average MPI value of 96,4. With the average 
MPI value of 96.2 during the period, Turkey ranks 4th in these five countries. Turkey had the worst MPI value 
in 2009. It was 3% below the period average. It showed a fluctuating course in the following years. south Africa 
has the lowest value with an average of 93.1. MPI value increased only during 2010 during the period. In 2010, 
it was about 1.5% above the average of the period. 

Conclusion

six main indicators were used in order to measure the macroeconomic performance of Turkish economy in the 
post-crisis period: inflation rate, unemployment rate, growth rate, long-term interest rate, current account deficit, 
and budget deficit. With these indicators, Economic Discontent Index, Poverty Index and Macroeconomic 
Performance Indices of Turkey in 2008-2018 were calculated. At the same time, Turkey is compared with the 
macroeconomic performances of Fragile Five countries consisting of India, south Africa, Brazil and Indonesia. 

With the global crisis, the macroeconomic performance of the fragile five countries has deteriorated but they 
have improved gradually in the following years. Especially in August 2013, India and Indonesia have entered 
into a significant recovery process by separating themselves positively from all countries in terms of indicators. In 
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recent years, India and Indonesia have the best misery indicators with over 5% growth rate, low-interest rate, low 
unemployment rate and low inflation rate. With the positive developments in their macroeconomic performance, 
the fragility of these two countries decreased significantly. According to the three indices, these countries have 
the best position in terms of macroeconomic performance considering 2017 data and 2018 forecasts. The Indian 
economy shows high macroeconomic performance with an excellent rapid growth thanks to the economic reform 
policies implemented. India and Indonesia are followed by Brazil and Turkey. Despite the high unemployment rate, 
Brazil’s macroeconomic performance has improved in recent years due to the inflation being kept under control. 
south Africa has the most negative macroeconomic performance. 

According to each of the three indices, Turkey is the country with the most increased fragility. During the period 
examined, the country’s macroeconomic performance was severely deteriorated. Turkey, having a significantly 
contracted economy due to the global crisis in 2008, has recovered from 2010. However, its structure continued 
to be fragile and open to external shocks. Turkey has a current account deficit of over 5%, while in other countries 
the current account deficit is less than 3%. Turkey seems to grow with an increasing current account deficit, 
cannot lower inflation rate and unemployment and borrow at a high cost in this period. The Turkish economy 
is moving rapidly towards recession. With high inflation and the economic recession, it will be inevitable for the 
economy of Turkey to experience stagflation. According to the New Economy Plan, the macroeconomic indicators, 
which started to deteriorate in 2017, will continue to deteriorate in 2018 and 2019 will be severely difficult. IMF 
forecasts are also in this direction. 

Turkey should seriously implement corrective reforms to solve structural problems and strengthen its macroeconomic 
performance. Coordination between economic policies and public borrowing policies is also important. Chronic 
high unemployment problem should be solved by generating industrial and technological investments that create 
employment and a sustainable growth rate should be the aim. On the other hand, reducing the current account 
deficit by reducing dependence on foreign sources and controlling inflation is another target. Thus, it will be possible 
to achieve better macroeconomic performance by reducing the cost of borrowing. The better macroeconomic 
performance will also increase social welfare. 
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8
ENHANCED KEYNEsIAN ECONOMICs FOR 
OVERCOMING FINANCIAL CRIsEs1

M. Mustafa Erdoğdu2

Abstract

After the demise of the adjustable exchange rate pegs of Bretton Woods in the early 1970s, a profound change has 
taken place in the global economy. The central and shaping feature of this transformation seems to be the abolition 
of capital controls and the increasing deregulation of financial markets. The consequence of this transformation is 
that there is currently no automatic stabilizer that works in the international financial architecture. In the new 
era, capital movements increased dramatically, resulting in high volatility in currency transactions. This has led to a 
growing number of financial crises, especially in developing countries. Since crises often occur without warning signs, 
it is crucial to have mechanisms and provisions in place to avoid sudden and significant capital outflows. This article 
contains five automatic stabilizers, one of which is original to overcome financial crises.

Keywords: Financial Crises, Automatic Stabilizers, Employer of Last Resort, Capital Controls, Currency Transactions 
Taxes, Keynesian Economics

1. Introduction

The high volatility of the currency markets has been a growing problem for the global financial system since the end 
of the Bretton Woods system in the early 1970s. After the dissolution of the monetary system, established opinion 
took the view that the best formula was the unrestricted free market, a limited role of the state, and integration 
into the world economy. This formula has come to be known as the “Washington Consensus”, through which 
many economies abolished virtually all restrictions on cross-border capital flows. As a result, the global economy 
has entered a period characterized by financial globalization, a process that is expected to increase profitability 
and accelerate economic progress. In contrast to the generally positive expectations, however, the result has been 
increasingly frequent and serious financial crises.3 As Dulien et al. (2010: 5) underlines the point, the crunch of the 
mater is that “financial globalization, can make developing countries more vulnerable and thus impede growth.” 

The risk of a financial crisis in a country depends to a large extent on the maturity structure of foreign loans 
received, as the potential outflow of short-term capital inflows entails a serious exchange rate risk.4 While such 
financial crises are the result of many other factors, short-term excessive flows can be considered as the main 
causal factor leading to a dramatic increase in the incidence of financial crises and nearby crises. Eichengreen et 

1 A short version of this paper with a different title presented at the 8th International Conference of Political Economy on 10 Years 
After the Great Recession: Orthodox versus Heterodox Economics, 6-9 September, Panteion University, Athens.

2 Marmara University, Istanbul, Turkey, mustafaerdogdu@marmara.edu.tr
3 Racickas and Vasiliauskaite (2012) have identified 394 financial crises that occurred worldwide during the period of 1970-2007. 

The most common type was a currency crisis.
4 According to Martinez (2016: 35), domestic credit to the private sector, as a percent of GDP, is the most widespread and significant 

indicator in forecasting banking crises.
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al. (2017, February 24) indicate that flows associated with foreign direct investment (FDI) are less volatile, while 
flows brokered by banks fluctuate most. Other portfolio flows are somewhere in between: within this intermediate 
category, debt flows are generally considered more volatile than equity-based ones. Apparently, if a country has a 
short-term credit structure, the risk of a financial crisis is high.

If expectations worsen due to some negative political and economic developments, short-term funds may suddenly 
leave the country in huge amounts. It is important to note that negative development in the host country is not 
necessary for short-term funds to leave the country. The emergence of higher earning opportunities in any part 
of the world, or even just a change of perception in that direction, can trigger an outflow. such a situation may 
negatively affect investment, consumption and savings decisions in the country where instability is experienced 
and may result in an economic crisis if it deepens. Moreover, more importantly for this paper, crises have gained 
the ability to become contagious with the integration of the financial markets on a world scale.

The last decade was marked by a series of broad-based economic crises and negative shocks, starting with the 
global financial crisis of 2008-2009, followed by the European sovereign debt crisis of 2010-2012 and the global 
realignment of commodities from 2014-2016 (UN, 2018: vii). Nowadays, we started to hear from some of the 
IMF economists, which long supported financial liberalization, “emerging markets may benefit from more proactive 
management of capital flows, and thus avoid crises when the flows recede” (Ghosh et al., 2017, May 12). While 
there are valuable lessons to be learned in crisis management, as Claessen and Kose (2013) point out, countries 
are still far from applying the “best” practices to tackle the financial crisis.5 

The Keynesian economics has very effective tools for overcoming crises and Keynes is one of the first persons, 
who revealed that there is a strong relationship between employment and aggregate demand. Keynes’s realization 
that every unemployed individual leads to a reduction in aggregate demand is critical to solving economic crises. 
Keynes would have been follow this lead further and focus on employment policy both to overcome economic 
crises and to reduce social and economic costs to the lowest possible levels. However, Keynes did this only partly 
and left the employment issue almost solely to the market.6 The main aim of this study is to fill this gap so to 
strengthen the ability of Keynesian economics to fight effectively with economic crises. 

The current global economic conditions and the associated problems are undoubtedly very different from the 1930s. 
To provide satisfactory solutions to current problems, Keynesian theory requires a top-to-bottom rejuvenation and 
reinforcement with some improvements. In contrast to Keynes, this study centred on preserving and even increasing 
employment in tackling financial and economic crises. In the choice of tools, instead of the classic Keynesian 
open budget applications, preference is given to anti-cyclical policies, which should be activated automatically. In 
dealing with a crisis, priority is given to removing the elements that feed the crisis cycle and, in particular, to stop 
the rise in unemployment by supporting employment. In order to reduce crisis risk, or to ensure that the crisis is 
prevented, a total of five automatic stabilizers are proposed, one of which is original. The original proposal is to 

5 The East Asian Crisis provided several cases in this respect. Jomo (2004: 32) observed that “the key factors that contributed to 
economic recovery in the region were … counter-cyclical economic strategies, including the willingness to run the fiscal deficits 
frowned upon by financial markets.” Shin (2004) and Erdoğdu (2004) document how IMF policies were counterproductive for 
the recovery of the South Korean economy. Shin puts it bluntly that “the Korean economy recovered mainly thanks to typically 
Keynesian policies rather than due to the IMF programme” (Shin, 2004: 254).

6 Keynesian theorists saw wages and employment slow to respond to the needs of the market and they recommended governmental 
intervention to stay on track (Investopedia, 2018). Obviously, however, this was not like establishing automatic stabilizers to 
preserve employment as this paper suggests. 
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create a mechanism to automatically reduce the tax burden and other costs on employers when a certain threshold 
is reached. second, the state should be the ultimate employer. The third is the introduction of a capital control 
at the entrance. The fourth is the introduction of a two-tier currency transaction tax. The last is the introduction 
of capital control for outflows. 

In order to effectively combat a crisis, it is necessary to know how the mechanisms that feed crisis formation work 
and how these mechanisms are triggered. In this respect, it will be discussed below briefly the basic mechanisms of 
crises. Next, the answer to the question of how Keynesian economics can be developed to overcome the economic 
crises will be sought and in this context, some anti-crisis automatic stabilizers will be proposed.

2. Basic Mechanisms of Finacial Crises

In situations where there is a crisis of confidence, the market mechanism may be disrupted, sometimes even 
completely locked.7 The first thing that happens during financial and economic crises is the collapse of trust, 
which is very similar to a crystal vase. To witness the loss of bankruptcy and extinction of a giant organization that 
cannot be imagined starts to disorient and shake the beliefs of people. In such a situation, most people begin to 
question whether the things they previously trusted are actually safe enough. Even if it is possible to restore trust, 
it is as difficult as restoring a crystal vase.

Crises can deepen as a result of negative cycles that feed themselves. As Türkan (2006: 99) points out, there is a 
close relationship between the sensitivity to trust and confidence in the economy and transaction costs. Because 
the transaction costs level determines the need for trust. In a situation where transaction costs are zero, the need 
for trust is low. The decision-makers are required to make decisions after they compare the transaction costs and 
the cost of trust. Most people prefer to act based on trust to avoid high transaction costs. But when the balloons 
in the financial system explode, it is inevitable to emerge a confidence crisis. This crisis of confidence will block 
the credit channels of the financial system. Because, as a result of uncertainty and insecurity, individuals prefer to 
hold cash rather than hold a debt. This situation is defined by Keynes as “Liquidity Trap”. In this case, although 
central banks provide liquidity, funds are kept for speculative purposes and do not return to the system.

In every crisis, the confidence fades. The same occurred in the formation of the Great Recession in 2008. The 
problems that started to emerge in relation to loans in the Us mortgage market were not considered important 
in the beginning. However, everything changed when it turned into a crisis of confidence. That was not only 
limited to lowering the volume of loans provided by banks but also caused a serious contraction in the demand 
for goods and services as a result of the negative expectations.

An economic crisis feeds on the deterioration of expectations for the future. In the crisis conditions where uncertainty, 
insecurity and expectation of facing losses are increasing, both supply and demand shrink. However, demand 
shrinkage is more severe than supply shrinkage. As a natural consequence of the decline in demand, companies 
are more likely to fail to fulfil their obligations, which increases the risks of lending institutions and credit-selling 
businesses. In an economy where demand shrinks, credit facilities follows the suit and credit costs rise. Under 
such conditions, weaker enterprises find it hard to survive and job cuts increase. The increase in unemployment 
further intensifies the contraction in demand.

7 For example, in order for an exchange between the parties to occur, either there should be a currency that they can agree to or 
another value-measuring unit that can replace money. Otherwise, an exchange can hardly occur.



134

ENHANCED KEYNESIAN ECONOMICS FOR OVERCOMING FINANCIAL CRISES

M. Mustafa Erdoğdu

As is known, economic demand depends on purchasing power. However, demand is closely related to also many 
other factors, such as how the income distribution is, current risks and expectations for the future. In this study, 
I will first deal with what determines the level of demand during the crisis. It can be said that the basic needs are 
the most important elements of demand during the crisis. It is not humanly acceptable to abandon starving people 
to the mercy of the markets. Moreover, when such people would be left to the mercy of the market mechanism, 
it is not uncommon for people to commit crimes to survive. The looting in Argentina8 following the economic 
crisis in 2001 is an example of such a situation.

Income and wealth determine the purchasing power of individuals. However, when the issue is the aggregate 
demand in an economy experiencing a crisis, the income distribution is of greater importance. Because low-
income people has the highest propensity to consume in a society. Low-income individuals are unlikely to reduce 
their expenditures since overwhelming share of their expenditures are basic needs. High-income individuals, on 
the other hand, have a low expenditure share of basic needs in normal times. This makes it possible for them to 
reduce their expenses drasticaly during economic crises to take advantage of profit opportunities. 

The rapid reduction of spending in an economy means that the demand for goods or services of many enterprises 
will become insufficient. This leaves at least two serious problems with commercial enterprises whose main objective 
is to make a profit. One is the reduction of the opportunities for profitable work by maintaining the employment 
levels of enterprises when demand shrinks. However, the issue that is more important in terms of enterprises is 
the difficulty in the collection of instalment sales. This situation naturally has a contracting effect on the business 
volumes of enterprises.

From an employer’s perspective laying off some of the employees can be a rational decision since that would 
positively affect the profitability. However, if the number of lay offs exceeds a certain threshold, a negative cycle 
in the economy may become unavoidable. Because, as Keynesian economic theory puts it, every individual who is 
unemployed means a further contraction of the total demand. The new contraction in demand leads to new layoffs, 
and new layoffs lead to new demand contraction, and thus to a self-feeding and deepening vicious cycle. As can 
be seen from the micro perspective, a rational choice of policy can mean an irrational policy choice, which, from 
a macro point of view, will affect a large part of the society. The results of this phenomenon are very important for 
economic theory. Because, as is known, one of the most fundamental assumptions of classical economic theory is 
that the whole society will benefit if individuals pursue their own interests.9 However, the vicious circle caused by 
the intensified lay off in times of economic crisis reveals that there are cases where the opposite is true.

The next section will briefly discuss the critical elements of Keynesian economics, which I consider to have the 
most appropriate means to effectively combat economic crises.

3. Best Tools to Enhance Keynesian Economics for Overcoming Financial Crises 

In the second half of the 1970s, the supply-side approach to economics, which is based on the assumption that 
economic problems can be solved the best by market mechanism and the state’s intervention in the economy 
could only worsen the situation, emerged as if the best solution to the stagflation that started after the oil crises. 

8 See, for instance, Gago (2015).
9 Adam Smith in his book The Wealth of Nations says that “It is not from the benevolence of the butcher, the brewer, or the baker, that 

we expect our dinner, but from their regard to their own interest (2003: 23-24).
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supply-side economics proposed monetary policy as the main tool for influencing economic events. since the 
late 1970s, an effective monetary policy has been implemented in many countries, mainly in the Us and Great 
Britain, limiting aggregate demand. However, these policies have been ineffective in preventing the increase in 
unemployment, which is of greater social importance. This, however, did not prevent fashionable opinion to 
prefer monetary policy as the main tool for influencing economic events. In the meantime, the Phillips Curve, 
based on the idea that full employment and price stability are not compatible, and that a choice should be made 
between unemployment and inflation, has rapidly become the dominant view despite the fact that it is not based 
on scientific evidence.10 

As Kaboub (2007: 3) pointed out, the main proposition of economics today is that governments must not increase 
their spending even in times of high unemployment, and they must not interfere with the labor market except 
making it more flexible. Macroeconomic priority is given to the fight against inflation. The fact is there is no 
guarantee that demand-restrictive policies will lead to a continuous and non-inflationary growth in the long run. 

Keynes is one of the first economists, who revealed that there is a strong relationship between employment and 
aggregate demand. Keynes would have follow this lead and focus on employment policy to overcome the crises. 
However, Keynes did this only partly and left the solution of unemployment to the market. One of the aim of this 
study is to fill this gap so to strengthen ability of Keynesian economics to fight effectively with economic crises.

In times of crisis, where pessimism is prevalent, a strong stimulus is needed to initiate virtuous cycles. The state 
may provide the necessary finance to stimulate the economy. As Keynes points out, at the point where individuals 
cut their demands, the state can increase public spending by means of open budget policy, thus revitalizing the 
economy and reducing unemployment. (Keynes, 1973 [1936]: 129). It should be noted that there are a number 
of stimulants that can feed the positive cycle. If the overall severity of these stimulants exceeds the overall severity 
of the stimulants that cause the vicious circle, the severity of the current crisis will diminish and the economy will 
gain momentum. It is obvious that it will be difficult to keep the social and economic costs of the crisis at low 
levels if the necessary steps are delayed. Therefore, it is extremely important for governments to start taking the 
necessary steps without any delay.

10 For instance, see Niskanen (2002) and Reichel (2004).
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Graph 1. Th e Ways to Overcome Financial Crises

3. 1. Avoiding Macroeconomic Imbalances 

A crisis can only come to the fore if there is a situation that might go wrong. Therefore, it is very important 
that macroeconomic fundementals will be sound to avoid a crisis. In other words, macroeconomic imbalances 
that could lead to the crisis remain at manageable levels. For example, the key variables like the external debt 
level and the current account deficit, which have high potential to lead to the crises should be closely monitored 
and ensured that they do not exceed certain thresholds. Of course, the best is to solve the structural problems 
altogether.

It is obvious that the policies which will serve to maintain or even increase employment would be much more 
effective than to transfer purchasing power to consumers. In order to create more jobs at a lower cost, it is appropriate 
to increase employment in labor-intensive areas. However, it should not be forgotten that the investments to be 
made to permanently reduce unemployment in an economy should serve to solve the structural problems of the 
economy. In this respect, to create new employment in renewable energy production and energy saving areas 
would be wise. such a policy not only would create new employment areas but also reduce dependence on fossil 
fuels, which would tend to reduce current account deficit.
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In order to overcome a crisis effectively, it is necessary to establish strong anti-cycle automatic stabilizing mechanisms 
that will be activated without delay. The main aim of such anti-cyclical automatic stabilizing mechanisms should be 
to increase demand when it is less than satisfactory. such a policy would reduce the severity of demand contraction.

3. 2. Managing Expectations

It is natural for all crises to carry some new and surprising elements and to some extent cause panic. It must be 
known that the severity of a crisis does not depend solely on the extent of the problem that led to the crisis. There 
are a number of other factors that determine how severe the crisis will be. We can list these elements as follows:

1. Whether or not there is an authority that can control the crisis and be trusted to resolve it,

2. The existence of institutions, mechanisms and knowledge that can solve the crisis,

3. If the necessary steps for resolving the crisis are implemented in a timely manner,

4. Whether there are sufficient resources to solve the crisis,

5. Whether there are elements that can turn expectations into positive.

As it can be seen, three of these five elements relate to the existence of a leader and a cadre capable of managing the 
crisis and gaining the trust of the people. Therefore, the presence of a leader and the staff, who will demonstrate 
the will to put in place the anti-cycle policies that can reverse the cycles that create crises, is of critical importance 
in order to manage the expectations positively.

3. 3. Managing Capital Flows

In line with the recommendations made by the IMF and the World Bank, many countries have removed their 
capital controls one after the other. With the abolition of capital controls, finance capital gained a great fluidity 
and a punishment capacity. Therefore, the way in which economic decisions will affect capital movements has 
become an increasingly critical issue. As a very important consequence of this situation, governments tend to meet 
the demands of finance capital at the expense of neglecting the problems of ordinary people and the real economy.

Attractive interest rates and various arbitrage earning opportunities stimulate short-term capital flows in an open 
economy. When capital inflows reach high levels, overvaluation of the local currency occurs against the other 
countries’ currencies. Particular attention should be paid to the fact that overvaluation of the local currencies 
has nothing to do with the changes in the economic fundamentals, and that this appraisal is merely due to the 
functioning dynamics of the market mechanism. It is clear that the export of a country will be affected negatively 
with the overvaluation of the local currency. This would mean the current account balance will gradually deteriorate 
and the financial fragility will increase.

With the increase in the risk premium of a country whose financial fragility is increasing, it is expected that the 
interest rate to be applied to the new foreign debts will increase. In a country whose financial fragility is increasing, 
it is also expected that the central bank should raise the benchmark interest rate with the concern that sudden 
and high level of capital outflows may occur. In this way, the capital entering the country for arbitrage gains may 
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be discouraged from going back, and even new capital inflows can be attracted, and therefore capital inflows may 
increase. The increase in capital inflows to a country whose financial fragility is increasing may seem paradoxical. 
But in today’s world, where capital flows freely except for a few countries, it is a very common situation. Nowadays, 
capital inflows to countries with financial fragility tend to increase rapidly until they stop and return. since there 
is a powerful international institution such as the IMF, which almost guarantees that there will not be any control 
mechanisms against capital outflows, it is easy to understand why this paradox is formed.

It should be noted that the emergence of such a paradoxical situation does not stem from the tendency of individuals 
who operate in financial markets to behave irrationally. On the contrary, this paradoxical situation stems from the 
fact that these individuals know their interests very well and tend to act rationally. I would argue that the main 
reason why financial crises occur so often is very much related to the fact that the state, which can provide the 
necessary coordination for the individual behaviour to be rationally oriented, got fired by the decision makers, 
who adhered to Washington Consensus.

The indicators that stand out in determining the risk of financial crises are the maturity and composition of the 
capital entering into an economy.11 Therefore, the best strategy appears to reduce the share of short-term capital 
movements and increase the long-term capital. In this context, Chomthongdi (2001), Epstein et al. (2008) and 
Ocampo and Palma (2008) emphasize the importance of capital control implementation. 

Another way to reduce the risk of a crisis is to tax the foreign exchange transactions. This proposal was first made 
by Keynes; however, the main comprehensive proposal was raised by James Tobin in the 1970s. It should not be 
expected that this suggestion of a low-level tax on currency transactions would be as effective as capital control to 
reduce the risk of crisis. However, it can be said that the Tobin tax, which was made in two-tiers by spahn, can 
be effective even against serious speculative attacks. 

As it is noted by the Independent social scientists, it would be also useful to implement a tax on stock transactions, 
as well as currency transaction (BsB, 2009: 189). Implementation of such taxes would not only reduce the volatility 
in those transactions but also provide additional resources for anti-cycle public spending that would reduce the 
impact of demand contraction associated with the crisis.

3. 3. 1. Implementation of Chilean-Type Capital Controls

Probably the most important technique that can reduce the damage caused by speculative capital flows is capital 
controls. Capital controls would reduce the excessive exchange rate volatility caused by short-term capital flows 
and limit the loss of foreign reserves. It can be applied to increase the cost of a transaction by tax or other means, 
to impose quantitative restrictions and to directly prohibit the international trade of some assets (Neely, 1999). 
According to the former chief economist of the IMF Fisher (2001), even though its effectiveness in the long-term 
is disputable, controlling capital inflows may allow a country to pursue an independent monetary policy. 

Capital controls can be implemented both at the entrance and exit. The most appropriate way to reduce the risk 
of a crisis is to implement capital control like Chile at the entrance. The best time to implement Chilean-type 
capital controls is prior to a crisis. such controls are selective and lead to a reduction in short-term capital without 

11 For instance, see Dulien et al. (2010), Racickas and Vasiliauskaite (2012), and Eichengreen et al. (2017).
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deterring long-term capital. Chile conducted controls on capital inflows until May 1998 and it is generally accepted 
that these practices resulted in positive results. 

After 1990, Chile began implementing differentiated controls on capital inflows for the long and short term. 
The most effective element of the capital controls applied in Chile was the compulsory deposit application whose 
duration is determined as at least one year. Initially, 20% of short- and medium-term external loans were subject to 
compulsory deposit (reserve), and domestic and foreign credit transactions up to one year were subject to a 1.2% 
annual stamp duty (Agosin & Ffrench-Davis, 1998). This practice tightened after May 1992 and the mandatory 
reserve rate has been increased to 30% and expanded to include all international financial transactions except for 
commercial loans (Garber & Taylor, 1995). 

In addition, the tax was applied at a level that doubled the amount normally received from short-term capital 
inflows. since the mandatory reserve application deprived the investors of the alternative interest income that 
they could obtain and the applied tax increased the costs, the capital controls applied in Chile were effective in 
deterring short-term capital inflows and changing the composition of the flows. As the decrease in short-term 
inflows could be compensated by long-term capital inflows, there was no decrease in total capital inflows. The 
decrease in the ratio of short-term capital in total capital inflows has reduced financial crisis risk (Epstein et al., 
2008). As a result of the capital management techniques implemented in the Mexican crisis in 1994, Chile’s 
current account deficit was lower than in other Latin American countries, and Chile was not affected much by 
the Asian crisis (Chomthongdi, 2001).

3. 3. 2. Implementation of A Two-Tier Currency Transaction Tax 

After the collapse of the Bretton Woods system, capital flows began to gain a great deal of speed and this increased 
volatility in the financial markets. seeing this as a source of problem Nobel laureate James Tobin, proposed a currency 
transaction tax, which is later called after his name. According to his proposal, which aims to spread some sand 
on the highly lubricated financial wheels, each country must levy a tax between 0.1% and 0.5% on every private 
currency transactions (spot, forward, etc.) within its borders. since such cost of short-term capital flows increased 
much more than the long-term ones, Tobin suggested that such a tax would lead to a reduction in short-term 
flows and that would increase financial stability (Tobin, 1978). Whether this expectation will be realized depends 
to a large extent on the price elasticity of currency transactions. If the price elasticity of currency transactions is 
high, this tax may limit foreign exchange transactions. Rather than eliminating the destruction of a crisis, Tobin 
tax has a protective nature to ensure that it is more resistant to such a crisis (Erdoğdu & Balseven, 2006: 111).12

According to the critics, such a tax may further increase the financial volatility by reducing the speculation that 
they assume lies at the source of stability. However, the relationship between liquidity and stability has not been 
proven to date. Indeed, the fact that the foreign exchange transaction volume decreased by approximately 20% 
following the use of the Euro in the EU supports the opinion that this claim is invalid. The findings of Westerhoff 
(2003, 2004), which developed a model of two independent markets, provide very robust evidence that a currency 
transaction tax would reduce financial volatility. According to the results of this model, speculation and volatility 

12 China’s central bank announced in March 2016 the introduction of a “Tobin” tax on currency transactions to combat currency 
speculation. The rate of the tax kept at zero while the central bank refines the rules (Bretton Woods Project, 2016).
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in a currency transaction tax market are decreasing; in the market where tax is not applied, volatility is increasing. 
If the same amount of tax is imposed on transactions, both markets are stabilizing.

As Tobin (1978) highlights, a currency transaction tax may help to avoid the crisis by reducing financial volatility 
in normal times, but should not be expected to be effective in case of large speculation in exchange rates. The 
solution to these problems came from spahn, who was asked to carry out a study to prove that the Tobin tax 
would not give the expected result. spahn’s proposal consists of an incremental tax rate (exchange surcharge) 
that will be automatically activated at speculative transaction times with a tax rate of ten thousandths (0.001%) 
applicable to all transactions in the foreign exchange market and that can function as a cycle breaker (spahn, 
1995, 2002). such a two-tier tax is intended not to allow the speculative attacks against the national currency in 
the event of a financial crisis.

A spahn-type two-tier tax is functional in providing macroeconomic stability while eliminating the main objections 
to the applicability of the Tobin Tax. First of all, it is not necessary for other countries to participate in the 
implementation of a two-tier transaction tax. The likelihood of such a tax being effective at the national level 
seems high. Moreover, since the tax rate proposed by spahn is very low in normal situations, it is clear that the 
impact on liquidity and resource allocation in the market will be very low. The first step will reduce short-term 
transactions and contribute to exchange rate stabilty. However, the main stabilizing factor of this tax will be the 
second step of the tax, which will take place in times of crisis.

Graph 2. A Two-Tier Currency Transaction Tax 

Source: Spahn (1995: 26).

As it is seen in Graph 2, in order for a foreign currency transaction tax to be applied in a dual structure, a range 
or, in other words, a fluctuation band should be defined in which exchange rates can fluctuate freely without 
being activated. Normal transactions will not be affected by this tax, as there will not be a high rate of incremental 
tax applied to transactions in the defined crawling exchange-rate band. Transactions that cause exchange rates to 
surpass the surge band will trigger an incremental tax. since speculation usually finds its expression in abnormal 
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