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Abstract: Serving the global marketplace brings many risksht firm that they may not
have on the domestic side. Apart from financingdér finance mechanisms assist exporters
and importers to mitigate or reduce their riskoamsged with doing business internationally.
The present paper sheds lights on the structure essatlation of payment methods in
international trade as well as their changing casitom due to 2008-2009 global financial
crisis using a unique bilateral trade finance datan Turkey with 206 countries over the
period 2002-2012 at the 2-digit level of ISIC Remis 3. Three key results emerge. First,
Turkey's exports are mainly financed via open aotomethod while the majority of its
imports were executed via cash-in advance methedor&l, the shares of inter-firm trade
finance (open account and cash-in advance) in JigKereign trade dramatically increased
over the period 2002-2012, while the shares ofitbermediate trade finance (cash against
documents and letter of credit) decreased subatigntiinally, the evidence show that both
exporters and importers started to use cash-innegvimethod, the safest method of payment,
more intensively than other methods shortly after global recession in 2008. Overall, the
patterns presented in this paper highlight the that Turkish traders are not able to set
payment terms that are highly favorable to themeseland bear all risks associated with
international trade transactions.
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1.Introduction

As a result of trade liberalization measures andkatseconomic reforms in the mid-
1980s, Turkey's economy grew significantly over piest three decadese of the best-
performing emerging economies in the world (Grod 8elguki, 2013). From 2002 to 2008,
in particular, Turkey's economy grew by an averaf)®.91% per year. The same period
witnessed substantial increase in trade as wetlv@&mn 2002 and 2008, total merchandise
trade volumes rose by 24.5% annually-well above wwmld average. Many factors
contribute to economic growth, and although sonutofa are more important than others,
there is an extensive body of theoretical and angdiresearch concluded that trade has been
major factor responsible for economic growth in @leping and transition economies,
including Turkey. The steady growth of internatibtieade has also enabled Turkey to
become fully integrated into the global economyr(@ski and Ng, 2006).

After a period of steady growth from 2002 to 2008rkish economy contracted by
4.82% in 2009 as a result of the global financrédis that started in the United States in the
late 2008 and quickly spread to Europe and othen@uies around the worfdTriggered by
a collapse of import demand in major developed tre@siand the meltdown in trade credit,
trade flows of Turkey fell dramatically by 27.2%20093

However, Turkish economy recovered fairly rapidtgn the recent financial crisis
thanks to the strong domestic demand (Kalkan ande@iglu, 2010). After a sharp
contraction in 2009, the economy rebounded quigkibh an annual average growth rate of
6.7% over the period 2010-2012, well above theqoigs average rate of 5.9% (2002-2008).

On the other hand, Turkish trade flows, particylaekports, recovered slowly from the

! Annual growth rates of Gross Domestic Product (EBRd merchandise trade flows are derived from the
World Bank's World Development Indicators datab@¥®l): http://data.worldbank.org/indicator.

2 Malueche (2009a) suggest that the impact of thdirde has been relatively severe in countries iticig
Turkey, that are integrated and dependent on tndgithedeveloped countries.

% Malueche (2009a) find that value of letters ofdiréssued by the Turkish banking sector declingd26%
between September and December 2008 while expeditsrprovided by the Turkish banking sector deszda
by 13% during the same period.



adverse effects of the financial crisis and acldeaegrowth rate below its pre-crisis average
(17.4%) in the next three years. Despite the gragast-crisis recovery, it is striking that
Turkish trade flows are still below potential mgndiue to the sluggish demand in the
traditional markets, particularly in Eurdhas well as the increase in the cost of tradentiea
(Acar, 2009 and Malueche, 2009a).

Trade finance is a critical component of the glab@anomy. More than 90% of cross
border transactions are facilitated by some forrrawde finance, including every kind of loan,
insurance policy or guarantee, especially shomtéAuboin, 2007). Trade finance is
essential to keep international trade running shigpas was clearly demonstrated when the
global credit crunch magnified the slowdown in estpdollowing the financial crisis in 2008-
2009° In the wake of the global financial crisis, maegearchers have drawn attention to the
structure and recent evolution of the global trdéi@nce market, and the link between
financial conditions and international trade esakciduring the 2008-2009 financial crisis
(including, but not limited to Malouche, 2009a; Asmison et al., 2011; Mora and Powers,
2011; Amiti and Weinstein, 2011; Chor and Manov@l2 Manova, 2013; Felbermayr and
Yalcin, 2013; and Love, 2013).

Trade finance is broadly defined as the methodsirstduments designed to support
exporters and importers throughout the trade cy®lenichini, 2009). Firms serving the
international market may use a wide array of tridance instruments depending on the
degree of trust between the trading partners. Tioadilly, commercial banks, private
insurers, export credit agencies, multilateral dgwment banks, suppliers and buyers provide
trade finance. Trade finance generally involvesrtstesm financing to facilitate export and

import transactions. Typical trade-related finanoethods and instruments available include

* Tiirkcan (2014).

®> However, as pointed by Love (2013), this estimass based on a questionable data, especially fwaek-I
surveys.

® The number of SWIFT (Society for Worldwide IntenkaFinancial Telecommunication) messages dropped
from 46 million 2008 to 42 million in 2009 as wortdade has been fell in volume terms by around 12%,
according to the World Trade Organization (WTO)GlR010).
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working capital credit, pre-export finance, lettef credit, supplier credit, buyer credit,
countertrade, factoring and forfeiting, advancenpagt guarantees, hedging, export credit
insurance and export credit guarantees, &egardless of the term involved, trade finance
performs four basic functions in facilitating imetional transactions: financing, risk
mitigation, payment facilitation, and the provisiohinformation about the status of payments
or shipment (ITC, 2009).

Trade finance mechanisms provide the necessaryatad liquidity to exporters
before sending shipment (pre-shipment financing) after the shipment (post-shipment
financing). The pre-shipment financing is desigmedupport pre-export activities (such as
wages, the purchase of inventory, raw materialfy@ermanufacture of a product) and while
the post-shipment financing is designed to suppast-export activities (such as collection of
the international receivables generated from opecount transaction).Trade finance
mechanisms also provide the capital to buyers qgroiters to finance their imports of
commodities, capital goods and manufactured goods.

Apart from financing, trade finance mechanismssas®lp exporters and importers to
mitigate or reduce their risks associated with dgobusiness internationally. Serving the
global marketplace brings many risks to the firattthey may not have on the domestic side.
The risks associated with international transastiare exchange rate fluctuations, conflict
and political unrests, default risk or payment geiak, asymmetric information risk, supply

chain risk, financial intermediary risk, liquiditisk, among others (Love, 2013).

’ For detailed lists of all available trade finamsethods and instruments, see Chauffour and Fa20R9j.
8 In addition to the aforementioned activities, exps carry out numerous export activities whefirsghcross

international borders, which in turn force firmsseek external funds. These activities includeniegrabout the
profitability of new export markets, making marlggtecific investments in capacity, product custotiira and
regulatory compliance, setting up and maintainimgign distribution networks. Moreover, exportezad to be
more reliant onexternal financing than domestic producers becaisadditional variable costs, such as
transportation costs, duties, and insurance (Csindesl Nicola, 2012).
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Finally, trade finance offers a range of paymentima@isms that enable exporters to
obtain secure and timely payment from importerslevenabling the importers to obtain the
shipment of goods as stated in the contract. Sgateng paid in full and on time for the
exporter and receiving the goods as stated fomtiperter is the most important point in any
form of trade, an acceptable method of payment nbastagreed between exporter and
importer to minimize the default and non-deliveisks. Generally, there are four common
methods of payment for international transactioogen account (OA), cash-in advance
(CIA), letter of credit (L/C) and cash against domnts (CAD). As discussed in more detail
below, each of the four payment methods have @éifferisk levels and provides a different
level of protection to exporters and importers. Egample, CIA is considered to the most
secure and the least risky method of internatitnaaling from the exporter’s point of view as
the exporters receive the payment before the dgliveor importers, however, CIA is the
most risky payment system. In contrast, OA is tlesthattractive to the importer because in
an OA sale, the shipment takes place before thmealyis due. Between these two extremes,
banks offer L/C or CAD to prevent the risk of ddfaand non-delivery between the exporter
and importer, provided that all terms and condgias specified in the L/C or CAD have been
fully met (Love, 2013).

Although trade finance performs a wide range otfioms in facilitating international
transactions, this paper primarily focuses on tlhgnpent aspect of trade finance, with
particular emphasis on the evaluations of paymieoice during the global financial crisis. As
emphasized by Auboin and Engemann (2013), the foouthe payment contract choice in
international trade is a novel approach to undedste the structure and functioning of the
trade finance market because that understandindhelpnpolicy-makers to take appropriate
policy actions and measures in a timely fashiomibgate the impact of the financial crisis

on the trade finance markets.



While the literature convincingly points out thepartance of the essential linkages
between trade finance and trade flows, the reseamdie choice of the payment method in
trade flows, especially based on actual countrglldvade finance data, remains limited.
Previous analyses are either based on firm-leweal @aich as Hoefele et al., 2013, Antras and
Foley, 2013) or bank-level data (Asmundson et28l11 and BIS, 2014) or both (Malouche,
2009b). The firm-level data and bank-level datajnigacollected through firm-level and
bank-level surveys, provide extremely valuable nimfation for understanding the structure
and functioning of the trade finance market arodind world. However, these surveys,
particularly bank-level surveys, should be treateth great caution due to the insufficient
coverage of inter-firm transactions and lack offammity in coverage across different surveys
(Love, 2013). Moreover, these surveys do not pmwdtailed information on the usage of
different types of payment methods on a bilaterakify which in turn hampers the
investigation of the structure and evaluation afl& financing by trading partners. Very few
countries (e.g. Turkey, Brazil, India, Italy andri€a) provide sufficient country-level trade
finance data on a bilateral basis covering the wladonomy (inter-firm transactions plus
intermediated trade finance) (Malouche, 2009b ai®] B014).

Turkey, especially considering the post-2000 perigdparticularly useful starting
point for our investigation. First, Turkey is orfeetfew countries publishing detailed actual
trade data on payment methods in trade transactioaking it easier to analyze the use of
financing terms in Turkey’s trade across incomeaugs) regions and industry groups. Second,
Turkey’s foreign trade, in respect of both expa@itsl imports, has grown remarkably from
2002 to 2012 and notable changes in the strucfuegpmrts have been observed (See Figure
1). With respect to the extensive margin, the Etggddynamics Database of the World Bank

shows that the number of exporting firms increasech 30,000 to 48,000 and the number of



exporters per export destination increased from 800000 between 2002 and 2F10he
number of export markets with an export volume dveillion USD increased from 5 in 2000
to more than 30 in 2018 In addition to all these points, share of top ldrkets in Turkey’s
total exports decreased from 62% in 2000 to 48%20t40. Overall, Turkey is a suitable
country for the analysis on types of trade finanoeonly because of the disaggregated data
on types of trade finance but also because ofrtheease in its ties with global production
networks and the pattern of diversification indigorts over the period of our sample.

Hence, given the growing role of trade financingtriade flows and a lack of good
quantitative evidendd this paper aims to fill this gap in the literauny investigating the
structure and evaluation of trade financing aciroseme groups, regions as well as industry
groups using a unique bilateral trade finance ffat@ Turkey with 206 countries over the
period 2002-2012 at the 2-digit level of ISIC Remis 3. Further, for the purposes of this
paper, the present paper attempts to documenttogges in shares of methods of payments
due to the 2008-2009 crisis.

The rest of the paper is organized as followsti&e@ starts out by briefly defining
and classifying trade finance instruments or methaded in international transactions.
Section 3 reviews the theoretical and empiricallkvelated to trade finance, followed by a
structural description of the dataset employecha dnalysis (Section 4). Section 5 presents

key findings and trends on the usage of differgpes$ of payment methods in Turkey across

° For instance, Aldan and Culha (2013) and Tiirkc2014) provided evidence that Turkey has succegsfull
diversified its exports by products and destinatitarkets during recent years.

2 These are approximate numbers.

Y Turkey’s spectacular export performance over thary is mainly driven by the increasing participatbf
Turkish companies into the global value chainsdeent years (Kaminski and Ng, 2006; Saygili andgBay
2011; and Gros and Selcguki, 2013).

12 Notable exceptions are Acar (2009), Malouche (2)0Ralkan (2010), Demir and Javorcik (2014) andride
(2014), which provide brief information about trafieancing in Turkey by types of paymentBompared to
these papers, the present paper provide a morgedetiscription on the usage of different typegpayment
methods in Turkey across income groups, regionwedk as industry groups. The present paper, urlie
papers just cited, also provides additional evideme the use of financing terms in Turkey’s traééoke and
after the financial crisis.



income groups, regions as well as product groupgkev@ection 6 evaluates the impact of the
2008-2009 financial crisis on trade finance usagéurkey. A final section gives concluding
remarks as well as policy recommendations
2. Trade Finance Methods and Instruments: An Ovenaw

Trade finance is broadly defined as the methodsirstduments designed to support
exporters and importers throughout the trade cgilenichini, 2009):* Firms serving the
international market use a wide array of traderfat@gamethods and instruments and selecting
the appropriate method and instrument depends @mdlgree of trust between the exporter
and importer and the degree to which one or bottigsadependent on bank financing.
Traditionally, commercial banks, private insureesxport credit agencies, multilateral
development banks, suppliers and buyers providgetfanance. In addition, trade finance
generally involves short-term financing to faci@aexport and import transactions. Typical
trade-related finance methods and instrumentsaailincludes working capital credit, pre-
export finance, letter of credit, supplier credmjyer credit, countertrade, factoring and
forfeiting, advance payment guarantees, hedgingprexcredit insurance and export credit
guarantees, etc. As stated above, trade finanderper four basic functions in facilitating
international transactions: financing, risk mitigat payment facilitation, and the provision of
information about the status of payments or shigm&ach of these functions is fulfilled by
various trade finance methods and instrumentsered@lone and/or in combination with other
instruments. These methods and instruments camooged into two broad categories: inter-
firm trade finance and intermediated trade finaft€hauffour and Farole, 2009 and Love,

2013).

3 The narrow definition of trade finance, on the estthand, involves the funding of international #ad
transactions through financial intermediaries (igjien and Vlachos, 2009).
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Inter-firm trade finance, commonly known as tradedd, is the finance provided to
importer from exporter to buy goods now and pagrlatypically 30 to 90 day¥.In addition,
this can provide the finance to exporters to endien to produce or purchase the material
and labor necessary to fulfill export orders arsballlow them to finance their extensions of
credit to foreign buyers. With this type of tradeahcing arrangements, there would be no
need for financial intermediates in the processeriirm trade finance is generally less
expensive and more flexible than the intermediatade finance but it is considered to be
least secure and most risky method of trade fimanfor both exporters and importers.

Inter-firm trade finance can be conducted eithearr©A basis or on a CIA basisin
an OA transaction, the most widely used trade fteamethod in international trade, goods
are shipped and delivered with the necessary dotisnm®efore payment is due, which is
usually in 30, 60 or 90 days. Offering OA termspisetxporters to gain competitiveness in the
global market and establish and maintain strong@-lenm trade relationship. In addition,
comparing to other payment methods, the OA metrodelatively cheaper since the
transaction between seller and buyer is carriedwotitout commercial bank involvement.
While OA payment method is the most secure for ithporter, it poses some risks and
challenges to the exporter. First, this paymenthogbtorings substantial default risk for the
exporter because it is often difficult and expeadiw pursue and prove a claim against the
importer in the event of nepayment. Hence, exporters may employ other tradante
techniques, such as, export credit insurance, expedit guarantees, etc. to mitigate the risk
of non-payment. Second, exporter may seek workimgital financing solutions such as
working capital credit or pre-export finance thatuld smooth out the payments and make

cash available for other uses until payment isivede However, these risk mitigation

% Inter-firm trade finance is the primary tool otémational trade finance. Around 60% of globab&avas
facilitated by inter-firm credit finance (See BI&)14).

> For more detailed information on the methods ofrpant in international trade see ITC (2009) and ITA
(2012).
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measures and financial solutions may generateiaddittrade costs, which in turn potentially
undermine the low-cost advantage of the OA metlAsda result, given these risks and costs,
an OA method should be preferred by firms thatiarglobal production networks, and/or
have a very stable trade relationships and/ ooimtries that have a transparent and reliable
legal framework for debt collection (BIS, 2014).

In a CIA transaction, the exporter ships out thedgoto the importer after receiving
the payment from the importer, usually via chetie (east attractive option for the exporter),
bank draft, credit card, or wire transfer (suchSd8IFT). The CIA payment method is the
safest and most attractive payment method for #tporéer. First, this payment method
eliminates the risk of non-payment by the import&scond, it provides working capital to
the exporters to enable them to purchase raw mattesind other inputs to fulfill specific
export orders. While this payment method providesugty to the exporter and improves the
exporter’'s working capital position, it is not angpetitive option for the exporter since the
importer may purchase products from another supplleo offers more attractive payment
terms. A CIA method is typically used by an expovten the importer’'s creditworthiness is
doubtful, unsatisfactory or unverifiable, or theponting country does not have a transparent
and reliable legal framework for debt collectionlAGmay also be appropriate when the
ordered goods are manufactured and delivered iordance with a particular importer’s
specifications, as such custom made products cdnen@turned or sold to another importer.

Exporters and importers also use intermediatecetfmdnce to facilitate the trade of
goods™® While a commercial bank is a typical financial emhediary in facilitating
international trade, this type of trade financeamagements also involves other financial
institutions such as private insurers, export d¢redjencies and multilateral development

banks (Chauffour and Farole, 2009). There are t@ancon methods of intermediated trade

16 BIS (2014) reports that around one third of glalbarchandise trade in 2011 benefits from some &frizhnk-
intermediated trade finance.
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finance instruments available to firms engagedhiarnational trade: letter of credit (L/C) and
cash against documents (CAD) (Love, 20413).

L/C is one of the most widely us&d versatile and secure method of payment for
goods in international transactions. An L/C israaficial instrument issued by a bank at the
request of its customer (the Importer) that paymethimade to the exporter, provided that all
shipping documents stated in the L/C are submtitteithe issuing bank (importer’s bank) by
the confirming bank (exporter’s bank) and the teand conditions set out in the L/C are
fully met. Other than CIA payment, an L/C, also eoamly referred to as a Documentary
Credit, provides the highest level of security xp@&ter, because the issuing bank promises to
make payment, mainly via the SWIFT network, to &xporter against the presentation of
shipping documents specified in the L/C. With ai€ Lthe exporter thus relies upon the
creditworthiness of the issuing bank, not thathaf importer. Exporter can further reduce the
issuing bank's commercial credit risk or the imjpgrtcountry’s economic and political risks
by requesting a confirmation of L/C by a second kb&confirming bank), usually the
exporter's own bank’ On the other hand, L/C has several disadvantimethe exporter.
The major disadvantage of this method for the edgpas that some importers, especially in
poorer countries where the banking system is netldped yet, may not able to apply for an
L/C, which in turn hinders entry into these mark&scond, preparing documents for L/C is
costly. In addition, goods shipped without propealghering to the strict documentation
requirements specified in the L/C can often resulignificant delays in receiving payment

and costly banking and freight fees.

" Intermediated trade finance also includes othearftial instruments such as export credit insusrasel
credit guarantees.

'® Some estimates report that about 15% of globaktia@®011 is facilitated by the/C (BIS, 2014).

¥ There are several different types of letters eflitravailable to the exporters and importers, dejvey on the
circumstances of each international transactionluding: revocable L/C, irrevocable L/C, confirmédC,

unconfirmed L/C, sight L/C, time L/C, deferred pagmh L/C, revolving L/C, red clause L/C, transfemblC,

back-to back L/C, standby L/C, and etc. This fldkippin accommodating virtually any need of thedmational
traders makes letters of credit as one of the mmaians of financing international tradé C, 2009)
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The letter of credit also provides security for thgorter since the payment will be
made by the issuing bank upon receipt of the doatsneonfirming shipment of the goods as
agreed. This method also enables the importer gotiage more favorable trade terms (such
as longer credit terms, or a reduction in pricesh the exporter. An L/C, however, does not
offer protection to the importer against the reteipdamaged, defective, inferior quality, or
lesser quantity of goods from the exporter sineeissuing bank checks the documents only,
not the quality or conditions of the goods. In diddi, L/C is relatively expensive method for
the importers because they bear most of the cestd) as the issuing bank opening and
payment fees. Moreover, it is more difficult fomfis, especially SMEs in emerging markets,
to obtain an L/C from banks in times of crisis, @fhcan cause expensive delays for importers
(Malouche, 2009 and BIS, 2014). Thus, an L/C i@ommended only for use if both parties
have new or less established relationships, artté®@rimporter’'s credit status is doubtful,
unsatisfactory, and/or the importing country hassléransparent and less reliable legal
systems, but the creditworthiness of the issuingkhba high in international markets (BIS,
2014).

While an L/C is secure method of payment for gaadsaternational transactions, it is
the most expensive form of payment. A simple anelapler alternative to the L/C is CAD,
where the exporter presents the shipping docuntentss bank (remitting bank), which in
turn sends them to the importer’s bank (collecbagk), along with instructions for payment.
Payments are received from the importer and redhitbethe exporter through the banks in
exchange for those documents (ITA, 2012). The payncan be made using sight draft
(documents against payment), which requires theortep to pay the face amount of the
draf® (also called a bill of exchange) at sight or tidraft (documents against acceptance),

which requires the importer to pay on a specifigtire date. A CAD offers some protection

20 A bill of exchange or a draft is defined as a teritorder addressed by the exporter to the imparsing the
importer to pay a certain amount of money on aifipdadate.
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to the exporter since the collecting bank will turin over the related shipping documents to
the importer until the payment (sight draft) or gutance (time draft). With a sight draft, the
collecting bank releases the documents to the itaponly on payment for the goods, thereby
removes the risk of non-payment faced by the eepdHOn the contrary, with a time draft,
the collecting bank releases the documents tortip®iter on acceptance of time draft. This
arrangement therefore poses the greater risk ofpagment for the exporter since the
importer will gain physical custody of the goodsdamay not pay at due date. While the
banks deal with documents in a documentary traimsgdhey are not responsible for their
validity and accuracy. So CAD, especially in theecaf term draft, provides less security for
the exporter than L/C (ITA, 2012 and Love, 2013ADBCcan offer some advantages as well as
possible disadvantages to the importer too. WitA®, the importer is not legally obliged to
pay for goods prior to shipment, thereby reducihg tisk of error and non-delivery.
Moreover, CAD is relatively simple, inexpensive ajquick payment procedure as compared
to L/C. However, the importer, especially in theseaf sight draft, faces the risk that the
exporter has shipped inferior quality goods anddesser quantity of goods, leading the
importer to lengthy legal proceedings to get retumom the exporter. In summary, this
payment method is riskier for the exporter thantf@ importer. Hence, CAD should be used
when both parties have a well-established tradatiogiship; the importing country is
politically and economically stable and has a wieN«eloped legal system; and when L/C
becomes difficult and very expensive to obtain (E1814).

Overall, each of the four payment methods desdrdimve has its peculiar advantages
and disadvantages for the trading partners. In tredgm payment terms, both importer and
exporter should carefully identify the costs, ohtigns as well as the risks associated with the

particular transaction in order to ensure an effitiexchange of goods. Table 1 presents a

2L with a sight draft, the exporter still faces akrihat the importer might reject documents if theomy
documentation is supplied, or documentation coirigierrors.
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brief definition of each of the four payment methpdeviews their applicability on trade,
briefly evaluates the extent of risk associatedhweach method for both exporter and
importer, and discuss some of the pros and coempfoying each method. In addition, Table
1 also ranks each of the four payment methodsderang order of risk to the exporter. For
instance, from the perspective of the exporter, @Ahe least risky method of payment,
followed by L/C, CAD and OA in that order. From tperspective of importer, OA is the
most secure method of payment, while CIA is consddo be the most risky method of

payment.
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Table 1: Methods of Payment in International Transa&tions and the Risk for Traders

Method of Definition Applicability Risk Pros Cons

Payment

Cash-in Payment prior Recommended Exporter is *Payment *May lose

advance to the transfer ~ for use in high- exposed to before shipment customers to
of ownership of risk trade virtually no risk  *Eliminates risk competitors

Letter of credit

Cash against
documents

Open account

the goods

A commitment
by a bank on
the behalf of the
importer that
payment will be
made to the
beneficiary
(exporter)
provided that
the terms and
conditions
stated in the
L/C have been
met

Exporter
entrusts the
collection of
payment to the
exporter’'s bank,
which sends
documents to
the importer’'s
bank, along
with
instructions for
payment.

The goods are
shipped and
delivered before
payment is due,
which is
typically in 30,
60 or 90 days

relationships or
export markets,
and appropriate
for small export
transactions

Recommended
for use in
higher-risk
situations or
new or less-
established
trade
relationships
when the
exporter is
satisfied with
the
creditworthiness
of the
importer’'s bank
Recommended
for use in
established
trade
relationships, in
stable export
markets and for
transactions
involving ocean
shipments

Recommended
for use in (a)
low-risk trading
relationships or
markets and (b)
in competitive
markets to win
customers with
the use of one
or more
appropriate
trade finance
techniques.

as the burden of
risk is placed
almost
completely on
the importer

Risk is spread
between
exporter and
importer,
provided that all
terms and
conditions
specified in the
L/C are adhered
to

Riskier for the
exporter,
though CAD
terms are more
convenient and
cheaper than an
L/C to the
importer

Substantial risk
to the exporter
because the
buyer could
default on
payment
obligation after
shipment of the
goods

of non-payment

*Payment made
after shipment
*A variety of
payment,
financing and
risk mitigation
options
available

*Bank
assistance in
obtaining
payment

*The process is
simple, fast and
less costly than
L/C

*Boost
competitiveness
in the global
market

*Help establish
and maintain a
successful trade
relationship

over payment
terms

*No additional
earnings
through
financing
operations
*Labor
intensive
process
*Relatively
expensive
method in terms
of transaction
costs

*Banks’ role is
limited and they
do not
guarantee
payment
*Banks do not
verify the
accuracy of the
documents

*Significant
exposure to the
risk of non-
payment
*Additional
costs associated
with risk
mitigation
measures

Source ITA, 2012
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Banks also offer a set of financial products thaarice the working capital needs of
exporters and importers in their production andraijpens that are directly related to a
specific trade transaction (exports and import$lesSE instruments usually have short-term
maturities (on average 3.5 months), but some oitlage characterized by longer-term
maturities, especially for capital goods. Exampdédrade finance instruments that banks
offer in support of working capital needs of expost and importers include pre-export
finance, supplier credit, buyer credit, countergrathctoring, forfeiting, import and export
loans, supply chain finance and structured tragnite (Chauffour and Farole, 2009 and BIS,
2014).

Beside commercial banks, private insurance firmg amblic export credit agencies
(ECASs) also play major role in facilitating intetremnal trade with insurance (typically for
short-term financing) and credit guarantees (typidar export credit of two years or longer)
in order to mitigate the risks faced by exporteymng to expand into emerging and frontier
markets (BIS, 2014). Export credit insurance prigteexporters from a range of risks
including non-payment, political risk (such as wawil unrest or a payment moratorium
imposed by a government), exchange rate fluctusiti@ic. Export credit insurance is
generally used in conjunction with OA terms (tyflicdéor shorter-term financing) because it
enables exporters to offer competitive OA termaiporters while also minimizing the risk
of non-payment (Love, 2013). Export credit insuescare usually offered by private
insurance firms, but they are often provided by EG#hen the private market is unable to

provide adequate insurance for all risks associatithl exports’? Offered generally by a

*2 For instance, Turk Eximbank, the official state estcredit agency, supports Turkish exporters, ramors,
investors through a variety of credit, insurancegd guarantee programs. The bank provides insurande
guarantees to Turkish commercial banks in ordezrnimourage them to finance export transactions lohble
sales made on deferred payment terms. Besidestexqgalit insurance and guarantees, the bank, unfitst
other ECAs, also engages in direct lending ac#igitto support exporters, export-oriented manufacsur
overseas investors and companies engaged in foceigancy earning services with short-, medium- komg-
term cash and non-cash credit programs. Moreoxenrereceivables are discounted in order to irsesxport
volume and to ease access into new and target matk@ugh the promotion of sales on deferred payme
conditions. Finally, the bank has placed speciglartance on helping SMESs to sustain their sharémditional
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country’s export promotion agerfGyexport credit guarantee, on the other hand, ssyded
to protect banks or financial institutions agaitisé risks of non-payment for loans or
advances granted to exporters or importers. Thecgg@uarantor) will only be liable only if
the principal debtor whose obligations have bearajteed has failed to perform its primary
obligations (Love, 2013). By using export creditagantees, ECAs help companies,
particularly small and medium-sized enterprises ESMthat generally experience greater
difficulties than larger businesses in accessimgrice because of a combination of their
higher credit risk profile and their insufficienkgort track records, to get access to new
markets abroad (Chauffour and Farole, 2009).
3. A Review of the Theoretical and Empirical Literdgure on Trade Finance

The 2008-2009 financial crisis prompted a renewddrést among economists to
examine the links between financial conditions &tade flows. Many of these studies in this
area have largely focused on the role of tradenfigan the 2008-2009 great trade collafse.
Many studies suggested that contraction in tragEnfte was not main driver behind the 2008-
2009 trade collapse; rather, the collapse of aggeedemand and the decline in commodity
prices were the leading causes of the sharp deiclitade (See Bricongne et al., 2012 and
Behrens et al., 2013). In contrast, a number afief) including Amiti and Weinstein (2011)
and Chor and Manova (2012), found that trade firazanstraints played a contributing role
in the collapse of trade. Despite the lack of emidd consensus on the role of the trade
finance on trade collapse, there is a little dabbt trade finance plays a significant role in
facilitation of global commerce.

Unfortunately, these studies, with few exceptiamsglect one of the most important

aspects of the trade finance, namely the paymentram choice of firms and their

markets as well as entering into new markets. Badlit@nal information regarding the financial sees and
products provided by Tirk Eximbank: http://www.eXxiamk.gov.tr.

% A standby L/C that private banks offer is very imto aguarantee and is employed in similar situations.

24 See, for example, lacovone and Zavacka (2009)chewko et al. (2010), Amiti and Weinstein (2011),
Pravisini et al. (2011), Chor and Manova (2012)c@&ngne et al. (2012), Behrens et al. (2013) and @913).
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implications for trade. Attempts to understand ¢heice between different payment methods
may provide useful information to policymakers anmrhulating effective and timely measures
in times of crisis. Emphasized by Auboin and Engam@013) and Love (2013), the scarcity
of reliable and comprehensive database was the meagson for the shortage of theory based-
empirical research on the choice of trade finane¢hods. A notable exception is Schmidt-
Eisenlohr (2013) who derives a theoretical modelddress the trade-off firms have between
three different payment forms (open account, CIA &/C) in international trade and the
cross country differences in their use. In the nhofiens conducting trade internationally
face two important problems: one is the financimgbpem that stems from the time gap
between the delivery and payment, the other iscttramitment problem that arises when
firms are unable to make the required payment bvety and enforcemenf contracts is
imperfect. Under OA, the export financing has topbevided in the exporting country while
the contract enforcement takes place in the impgrtountry. Under CIA method, financing,
however, is made in the importing country wherdees énforcement of contract should be
carried out in the exporting country. The commitinproblems are solved when the L/C
method is chosen, but the burden of financing @eatsn and additional bank fees has to be
shared by both exporters and importers. Firms shthdrefore consider both differences in
financing costs and enforcement across countriemwhoosing a payment type. The model
predicts that the firm in the country with the lowisancing costs and the weaker contract
enforcement should finance the trade transactioorder to minimize the interest costs and
the commitment problem resulting from the failwk exporter or importer to meet their
contractual obligations-including delivery and panh Therefore, transaction should take
place more frequently on OA terms when the contemforcement in importing country is
strong and the cost of financing trade in the etipgrcountry is relatively cheap. In contrast,
CIA method should be preferred if the financingtsas the exporting country are high and if

the enforcement in the importing country is weakhé¥ both firms locate in countries with
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weak contract enforcement, trade transaction nedzetmade on L/C terms. Using data on
bilateral trade flows of 150 countries over thei@é&rl980-2004, Schmidt-Eisenlohr (2013)
indirectly tests the predictions of the paymenttrast choice model by aggregate gravity
regressions and found evidence that, as predidiedncial conditions and contract
environments both in exporting and importing coymnmatter for trade. In particular, the
empirical results show that countries with higheafcial costs trade less with each other and
the size of this effect increases as the geograptistance between trading partners, a proxy
for time to trade, increase.

Hoefele et al. (2013) takes a further step andctlyréest the predictions of the model
utilizing the World Bank Enterprise Survey data fioms from 54 developing countries over
the period between 2006 and 2009. Consistent with model developed in Schmidt-
Eisenlohr (2013), Hoefele et al. (2013) find thatter enforcement and higher financing costs
in the exporting country increases the use of glerely payment (CIA). Their empirical
results also show that the payment contract chacéndustries that produce complex
products tend to be influenced more by legal comat while less complex industries is more
influenced by financing costs.

The main problem of the aforementioned surveyh& it does not break down the
information on OA sales into domestic and intewnadi, even if it documents the share of
exports in total sales. Antras and Foley (2013) avke to overcome this problem using
detailed transaction-level data from a single lakd® exporter that exports frozen and
refrigerated food products, mainly poultry. The adabntain information on the financing
terms used for each transaction between the USrtexpend its customers located in more
than 140 countries from 1996 to 2009. With the itedaactual data on financing terms,
Antras and Foley (2013) investigate the effect ofhtact enforcement on the method of
payment offered to importers, and find that expootsmporters located in countries with

weak contracenforcement and more distant from exporter's cquistimore likely to occur
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on CIA terms or L/C terms. Their results furtheggest that the use of post shipment method
(OA) increases as the relationship between trapartners develops.

In additionto theaforementioned studies, some studies have expla#alt with only
one method of payment in great detail, namely 19€2(Glady and Potin, 2011; Ahn, 2011,
2013; Olsen, 2013; and Niepmann and Schmidt-Eisen913). Glady and Potin (2011), for
instance, presents a theoretical model to exanfieeetfects of commercial default risk
arising from adverse selection and two-sided mbaalard on the choice of traders between
different payment methods (CIA, OA and L/C). Thedwbopredicts that a payment with bank
intermediation (i.e. a L/C) shall be chosen byedkporter when commercial default risk in the
trading economies is high and the fees chargechéybanks for their L/C services are low
because bank intermediation enables traders tgatetiadverse selection and moral hazard
problems. Using the data on the exchange of L/Gx ¢hhe SWIFT financial messaging
network in 2006 between 122 countries, the autfias as predicted, that the use of L/C
increases as the commercial default risk increaBhs. results also show that exports to
countries with more developed financial sectorsmaoee likely to occur on L/C terms, in line
with the model’s predictions.

Ahn (2011) presents a model that explains widegprese of L/C as a payment
method for international transactions. In particulae argues that risks involved in an
international trade finance loan are larger thama ilomestic trade finance loan because the
banks have a more extensive set of information aetter capacity for evaluating
creditworthiness of domestic firms than foreigmi& This in turn makes the screening of
foreign firms less accurate and more costly thamekiic firms, which in turn motivates the
use of L/C for international transactions. The miadso indicates that during recessions the
ambiguity regarding international trade financenlemmuch higher than during booms, which
increases the relative risk of international tratisas compared to domestic transactions. The

increased uncertainty will hence raise the costgaafe financing and the price of exported
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goods relative to domestic goods. As a resultbdel predicts that the international trade is
expected to decline more sharply than domesticetrdigring recessions. Therefore, Ahn
(2011) concludes that the widespread use of L/Gnternational transactions tend to amplify
the negative effects of financial crisis on inte¢io@al trade. Using a detailed dataset on L/C
transactions in Colombia during the 2008-2009 dldio@ancial crisis, Ahn (2013) confirms
that adverse bank liquidity shocks led to a drad#icline in imports via L/C in Colombia.

Olsen (2013) develops a theoretical model to amalflze effects of repeated
interaction on the choice of methods of paymentsslrow that repeated interaction between
trading partners may be sufficient to ensure effititrade when international contract
enforcement is weak. During times of crisis, howettee repeated interaction can no longer
provide an efficient mechanism for ensuring trattevé between trading partners. Olsen
(2013) suggests that the use of a L/C, particulamljually confirmed L/C, offered by banks
should be used to overcome weak international aoh&nforcement during the crisis. He
argues that the risk of non-payment is smallehadase of mutually confirmed L/C since it
partially transforms international obligations irdomestic obligations, which are more easily
enforced. Another piece of evidence is found bypRiann and Schmidt-Eisenlohr (2013)
who extend the payment contract choice model deeeldoy Schmidt-Eisenlohr (2013) to
make use of very unique data on the trade finalaams of US banks to investigate the use of
L/C in international trade from over the period I911. They found that the use of L/C
increases when the default risk increases and wieefinancial costs (global interest rates)
decline®

Recently, several authors have explicitly focusedh@ use of inter-firm credit finance

(trade credit) in international trade, (see Engemetnal., 2011; Eck et al., 2012; Eck, 2012;

% Contraryto the assumption madeé Schmidt-Eisenlohr’'s (2013), the L/C fee in Niepmn and Schmidt-
Eisenlohr (2013) is no longer assumed to be fikeavhich a higher probability of default drive upetcosts for
L/C services.
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Mateut, 2012; and Mateut and Zanchettin, 2623jor instance, Eck et al. (2012) develop a
model to examine the effect of trade credit (infibren of CIA payments and supplier credit),
on international trade. They argue that firms capeeence much greater uncertainty in
international transactions than in domestic tratisas dueto asymmetry of information and
trade credit provides a quality signal that low#rs uncertainty inherent in international
trade, thereby expanding trade. In particular, Echl. (2012) argue that trade credit granted
as supplier credit (OA) by the exporter serves ag@al of the exporter's quality type to the
bank and the importer while trade credit grantedC& payment provides a signal of the
importer quality to the bank and the exporter. A®sult, financially constrained firms that
are not able to carry out the international tratisas with pure bank credit financing tend to
trade higher volumes with CIA financing and supptieedit. The empirical findings confirm
the hypothesis that availability of trade credistBrs export and import volumes, using the
data on the shares of CIA and OA payments in tdéds from Business Environment and
Enterprise Performance Survey (BEEPS) for 1,1961@arfirms in 2004. In a companion
paper, applying a signaling game developed in Hckl.e(2012), Engemann et al. (2011)
examine whether trade credit is a substitute andZomplement to the bank credit. They
argue that trade credit is usually more costly thank intermediated finance, but, firms,
particularly financially constrained firms, tend use more trade credit because they are not
able to obtain a bank credit and thus have tomeye on trade credit. They found evidence to
support the substitution argument using the datmn fthe ifo Business Tendency Survey for
3,974 German manufacturing firms from 1994 to 280Bor financially constrained firms,

the results, however, point to a complementaryticelahip between the two. Using a

% |nter-firm credit finance in international transaos can be conducted either on an OA basis oa @A
basis. Both methods can be also used for domesatisdctions. Therexists an extensive literatuon trade
creditthat explains the existence and the use of tragiéitsrin domestic transactions (see for exampleglemn
al.1993; Biais and Gollier, 1997; Burkart and Ejen, 2004; and Cunat, 2007). Excellent surveythigf
literature can be found in Klapper et al. (2012) &ove (2013).

%" The substitution relationship between bank creditl trade credit has been also obtained by Bastds a
Pindado (2013) for a sample of 147 firms from Atiyean Brazil, and Turkey from 1999 to 2003.
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theoretical model developed in Eck et al. (2012)k E2012) first explores how the CIA
financing is affected by the recent financial @ir a sample of European and Central Asian
firms and then investigates the impact of CIA ficag on exporting during a financial crisis.
Eck (2012) found evidence suggesting that firmsifigantly increase their use of CIA
financing during the crisis. Further, the resultglicate that the CIA financing promotes
exporting during the crisis.

Mateut (2012) empirically investigates the deteranits of prepayments by firms in
both domestic and international transactions byleynpg detailed French firm-level data for
the period 1997-2007. The study shows how def&ktincreases the use of prepayments in
both domestic and international transactions. htiqdar, the results suggest that buyers will
avoid prepayments until they trust their suppliensl new customers are required to make
larger prepayments to the supplier before shipm&he findings further suggest that
exporters are more likely to demand prepayments tiwa-exporters and the prepayments is
most commonly used in differentiated manufacturamgl in construction industries than in
the standardized manufacturing industries. In doWeup paper, Mateut and Zanchettin
(2013) examines whether advance payments and ca&dd are substitutes or complements.
Utilizing the same dataset of Mateut (2012), theyvjale evidence of substitute relationship
between advance payments and credit sales butréhasonship is reversed for small
producers of differentiated goods and exportetsooiogenous goods.

In addition to the aforementioned payment meth{@ds\, OA, L/C and CAD),
exporters may also purchase the export credit amagr or obtain credit guarantees in order to
reduce or eliminate the default risk. Several sisidtxamine the relationship between trade
and export credit insurance or export credit guaer{Egger and Url, 2006; Moser et al.,
2008; Felbermayr and Yalcin, 2013; Badinger and B@l13; Van der Veer, 2014; Auboin
and Engemann, 2014). Using industry-level data ostan export and export guarantees

from 1996 to 2002, Egger and Url (2006) find a pesiimpact of public credit guarantees on
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trade in the long-run. A similar result was alsdanted by Moser et al. (2008) in the study of
the effects of public guarantees on exports utifjzcountry-level data on German public
guarantees for the period 1991-2003, a compelluggification for ECAs intervention.
Similarly, Auboin and Engemann (2014) find a sigrahtly positive impact of insured trade
credit, as a proxy for trade credits, on trade gigjnarterly country-level data of export credit
insurers from the Berne Union for the period of 200 2011. The empirical findings further
point out that this effect does not vary betweendhsis and non-crisis periods. Utilizing the
same dataset from the Berne Union from 1992 to 20@6é der Veer (2014) focuses on the
role of private credit insurance on exports. Thedgtconsistently finds a positive and
statistically significant effect of private creditsurance on exports. Moreover, it finds that, on
average, every euro of privately insured exportegges more than one euro in total exports,
implying that the impact of private trade credisunance on exports is bigger than the value
of exports insured. Felbermayr and Yalcin (2013oahssess the effect of export credit
guarantees on exports using data on export craghtragtees issued by the German
government, the so-called Hermes guarantees, dwerperiod 2000-09. They find that
guarantees have had a positive impact on sectgpalres and this impact was the largest
during the recent financial crisis, particularly & peak in 2008. This speaks to the
effectiveness of export credit guarantees in teainseducing adverse effects of financial
market frictions on sectoral exports, particulanysectors that are more reliant on external
finance. Finally, they provide only weak evidenbattguarantees are more important when
the quality of legal institutions in the destinatioountry is quite poor. Likewise, Badinger
and Url (2013) first examine the determinants ofi& export guarantee usage, and their
relative impact on (extra-firm) exports using dé&ta 178 Austrian exporting firms for the
year 2008. They find that the reliance on expoeditrguarantees is more likely among
domestically owned large firms that have higheensity of research and development and

higher exposure to the risk. In sum, much of theiepnal work suggest that export credit
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insurance and export credit guarantees have afiseymti positive effect on trade and can be
effective in alleviating the adverse effects official crisis on trade.
4. Data

TURKSTAT's database on methods of payments in Blrkiade, which contains the
most detailed bilateral data in terms of trade roe instruments for over 270 countries
(including the free-trade zones) classified acecaydio the International Standard Industrial
Classification of All Economic Activities (ISIC, Resion 3) at the 2-digit level, was used to
evaluate the changing patterns of trade financeunkey over the period of 2002-2012. Data
availability in TURKSTAT's database spans from 2@602013. Beside free trade zones, we
exclude some countries from our analysis, often tduthe absence of trade or changes in
political boundaries. Thus, bilateral trade finamtz#a from Turkey with 206 countries over
the period 2002-2012 at the 2-digit level of ISI€vigion 3 was used.

In addition, we classified countries into 4 grougpresenting low income, lower
middle income, upper middle income and high incagraups. Classification of countries is
from the World Bank, on the basis of 2009 grossonat income (GNI) per capifd
Countries are further divided into 6 regions basedthe World Trade Organization’s
analytical regions (for a list of countries andoimhation about regional and income group
classifications, see Table AP).

This unique database documents total amount oé twathg a specific payment value
in value (in thousands of US dollars at the curpamdes) and in quantities (where quantities
are reported in different units of measure, suckilagrams, meters, liters, square meters, and
such like) at the 2-digit level of ISIC Revision Bable A2 provides information about the
structural characteristics of trade finance dataval as classification of each group from

2002 to 2012 on a yearly basis. Many different sypé payment methods exist in the

% Detailed information can be found at the World Bamwebsite:http://data.worldbank.org
% Detailed information can be found at the Worldder@®rganization’s websitéttp://www.wto.org.
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database and the types vary greatly from year &o. ya order to make a consistent analysis
from year-to-year, types of payment methods areiggd into five main categories: open
account (OA), cash-in advance (CIA), cash againsuhents (CAD), letter of credit (L/C)
and other, as shown in Table A2.

In carrying out the study we restrict ourselveddous on manufacturing industries
belonging to ISIC divisions 15-37, but excludingyeling (ISIC 37). Furthermore, in order to
examine the usage of payment methods across igdgistups listed in Table A3, we have
classified the manufacturing industries into foategories according to their technological
intensity: low-technology (LT), medium-low-techngp (MLT), medium-high-technology
(MHT) and high-technology (HT), based on OECD’s Amalogy classification of
manufacturing industries.

5. Patterns of Payment Methods in Turkish Foreign Tade
5. 1 Payment Methods in Turkish Exports

Table 1 documents the average use of each paynethodiOA, CIA, CAD and L/C-
between 2002 and 2012. Despite being highly risky éxporters, 58% of Turkish
manufactured exports was executed by OA transactjioner-firm trade finance¥ At the
same time, the use of CIA method, represent a rsuddller share (6%). This finding is in
line with the prediction of Schmidt-Eisenlohr’'s () model that exports to importers located
in countries with strong contraenforcement is more likely to occur on OA termsiegi the
fact that Turkey’s exports are still heavily contated on European markets where contracts
are more effectively enforced by courts, as congpéwelurkey (Demir and Javorcik, 2014).
As shown in Table 1, the average share of CAD-bagedrts is nearly 19% and L/C is about

15%, suggesting that the intermediated trade fieaaepresents a relatively small fraction of

% The calculated shares are very similar to thoperted in Malouche (2009b), in which the averagerstof
cash against goods, cash on delivery (OA) in mantufad exports is around 60% over the period betwee
January 2008 and December 2009. The same pattdimdafgs also emerged in Demir (2014) and Demal an
Javorcik (2014), in which the share of Turkish exp@n OA terms (CAD is classified as OA) is aroBtito
over the period 2004-2011.
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all export arrangements in Turkey. This result & surprising due to the fact that the
intermediated trade finance are generally expensmethod in terms of transaction and
financial costs, making inter-firm trade finance mnaattractive option compared to the
intermediated trade finance (Love, 2013).

Figure 3a presentghe evolutionof the shares of each payment method fra@92 to
2012. The share of exports financed through OA gehas risen 10% over the period,
reducing the role of intermediated trade financéisTwas largely due to the intense
competition in traditional export markets fuelleg the recent financial crisis, as Turkish
exporters have no choice but to offer more competi®A terms. On the other hand, Figure
2a and 3a show that the use of CIA method draniigticereased in the last decade. In terms
of its share in all methods of payments, CIA methmileased almost fourfold, as indicated in
Table 2. As is evident in Figure 2a, in 2012, mibr@n 20 billion dollars of Turkish exports
were executed via CIA compared to 500 million dsllen 2002. The change in the share of
CIA sales appears more remarkable when compardtet@0% increase in the share of OA
sales for the same time period, as Table 2 shoWs. girowing share of CIA method in
Turkish exports is likely due to the re-orientationTurkey’s exports towards faster growing
non-traditionalmarkets (such as the Middle East and Africa) whbeefinancial system is
under-developed and contract enforcement is weakk¢an, 2014).

While the shares of inter-firm trade finance in Kish exports increased significantly
over the period, the shares of the intermediatetfanance dropped considerably. Figure 3a
points out that the share of Turkish exports firmhthrough CAD decreased from 24% in
2002 to 15% in 2012, whereas the share of L/C drddpom 17% to 14%. These findings
reflect with the fact that increased financial spsind tightened credit conditions induced
Turkish exporters rely increasingly on inter-firnade finance over time (Malueche, 2009a).

The shift away from the intermediated trade finaiscalso due to the recent global recession,
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which has led to the intensified competition in estpnarkets, placing importers in a stronger
negotiating position over payment teris.

Payment Methods in Turkish Exports by Income Levels

We turn next to the comparison of payment methodglifferent income groups. As
shown in Table 1, the share of OA method was oleseas the highest in high income
countries (60%), while it was lowest when tradinighiow income countries (46985.0n the
other hand, the evidence suggests that the shatdfofmethod was the highest for low
income countries (9%) whereas it was the loweshigh income countries (5%), suggesting
that Turkish exporters prefer safer methods of gaynwhen trading with risky countries.
Furthermore, the highest share of usage of L/C se&n for low income countries (28%)
while the lowest share was recorded for high incamentries (13%), mainly because of the
perceived risk in the target country. As seen ibl@d, the shares of CAD method tend to be
higher for upper income countries (20%) and higtome countries (19%). It seems that
when the risk to the exporter of non-payment isiced, Turkish companies tend to rely more
on less costly methods, namely CAD. These pattguggest that Turkish companies tend to
pay more attention to the quality of contract ecéonent when dealing with low income
countries whereas to the financial costs whentigadiith high income countries.

Next to be analyzed is the evaluation of share ethads of payments in exports by
income level. The statistics shown in Table 2 aigdife 4 reveals that the share of OA-based
exports destined to lower middle income countriesvgsignificantly at almost 33% over the
period-from 43% in 2002 to 57% in 2012. The coroegpng share for high income countries
also increased substantially from 53% to 64% otier dample period, with an increase of

22%. By contrast, the share of OA-based exportBradetconsiderably from 48% to 39% for

31 BIS (2014) documents that the share of L/C in ®lrkotal exports has dropped from around 26% ©811®
15% in 2012 and suggest that the expanding netafddng-term trade relationships reduces the needl/C in
Turkey over time.

%2 | ove (2013) also found that OA terms are mostrofised when trading partners are located in highrire
countries.
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low income countries, with an decline of 20%, whikeshare have fell by 8%, from 48% to
44% over the period. The increase in the use ofb@ged exports is attributed to several
factors, including the increased competition in tiget markets (especially in high income
countries) and the improved trade relations witntoes (particularly with lower middle
income and high income countries).

On the other hand, the statistics in Table 2 pantgshat the change in the use of CIA
method stands out as the largest change in therpait trade finance in terms of income
level comparisons of all payment methods. The tesllow that the share of CIA method has
grown significantly for all income groupsnce 2002, but the increase is the most pronounced
for upper middle income countries (323%), followsdhigh income countries (300%), lower
middle income countries (167%) and low income coeast(154%). This pattern again
underlines the fact that the recent growth in thage of CIA-based exports across all income
groups is mainly due to the rising cost of finahamrermediation, the lack of financing for
importers (particularly in developing countries)daa substantial rise in the perceived risk of
trade since the global financial crisis in 2008eThasults further imply that the redirection of
Turkish exports towards more dynamic emerging ntarke which the quality of legal
institutions is weak has resulted in an increagbenuse of CIA method in total manufactured
exports.

Moreover, as evident from Table 2 and Figure 4,ithermediated trade finance is
losing ground to inter-firm trade finance in fatating export transactions in Turkey across all
income groups over time, with the exception of lamcome countries for the CAD
transactions. In particular, Figure 4 shows tha ldrgest decline in the shares of CAD
payment methods were recorded for high income cat46% decrease from 2002. Other
income groups that experienced very large declinethe share of CAD transactions are
lower middle income countries (40%) and upper neddcome groups (14%). Similarly, all

three income groups, with the exception of low meocountries, experienced a significant
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decline in the shares of L/C transactions in totahufactured exports over the sample period,
but the decline is far more pronounced among uppéddle income (44%) and lower middle
income countries (42%), as shown in Table 2. Thsilte at the income level once again
confirm that fear of default, tightening credit diions and raising costs of financial
intermediation is causing Turkish exporters to skvito less-expensive payment methods,
which are generally less complicated and involves ldocumentation requirements than
intermediated trade finance. The results furtheggsst that establishing or strengthening
trade relationships with foreign firms (especially lower income and upper income
countries) also have reduced the use of the baekmediated trade finance as a share of
exports over time.

Payment Methods in Turkish Exports by Destinatiegiés

Table 1 documents that OA is the most common fimghmethod across all regions
with the exception of Asia which has on average 3§%otal manufacturing exports were
executed by the method of LA .For the EU-zone countries as well as other deeelop
countries, open account terms overwhelmingly doteitiae transactions. Table 1 shows that
on average 65% of total exports to Europe and 49%otal exports to America occurred
under open account terms between 2002 and ¥0Ife open account terms are also most
often used while trading with CIS countries (73)thAugh it is not clear why Turkish
exporters relied to a larger extent on open acceounte dealing with CIS countries, one
possible explanation is that these countries hasakwanking systems and low levels of
intermediation. CIA method was mostly preferred wheding with Asian (9%), Middle

Eastern (8.51%) and CIS (8.38%) countries, whicleassistent with Love (2013) which

3 This finding is also observed in BIS (2014), whitow that the Asi®@acific regionrelies most heavily on
L/C. The literature has identified several factacsountable for the higher usage of intermediatadkt finance
(L/C): longer distances between trading partneeswiy formed trade relationships, weak enforcemeint o
international contracts and under-developed banlkiegiors (Glady and Potin, 2011). In addition testh
factors, in the context of Asia historical preferes, legal frameworks, regulatory differences adl wae
relatively cheap L/C fees are proposed (BIS, 2014).

3 The similar patterns were also noted in Love (3013
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suggests that the CIA term are mostly used wtleaatirtg with partners located in low-income
countries. Looking across different regions, the of cash against documents transactions
seemed to be relatively more important among Africauntries (21) and Middle Eastern
countries (19), presumably reflecting greater némdreducing the risk of counterparty
defaults. Likewise, L/C account for relatively larghares of exports destined to Asia (36%),
Africa (32%) and Middle East (32%). In additionttee aforementioned factors, the distance
appears to have significant effect on the choicénaincing terms when traders take part in
long-distance trade (Demir, 2014). This is also in lvth the prediction of Antras and Foley
(2013) which predicts that CIA terms and L/C terans preferred to the post-shipment terms
(OA) when there is more distance between partners.

Table 2 and Figure 6 show the increasing importasfceter-firm trade finance in
Turkish exports from 2002 to 2012. The shares of I&e increased considerably for all
regions, except for Middle East, while the shafe€lé& methods rose substantially across all
regions, for the period 2002 to 2012. Perhapsnthst striking point in Table 3 is the large
increase in CIA transactions for Middle Easternrtaas since 2002. Turkish exporters
preferred this method mostly because of the log®mniidence to the contract enforcement in
these countries as this period coincides with jealitinstability in the region. On the other
hand, the increasing importance of OA transactfon#sian region is closely linked with the
greater participation of Turkish exporters in tHebgl value chains, which often involve
repeated transactions and long term relationshigisvden traders, consistent with the
hypothesis of Cunat (2007) that repeated transactigll increase the amount of credit that
suppliers are willing to provide. By contrast, thleares of cash against documents and L/C
have declined noticeably across all regions overgdame period, suggesting that Turkish
exporters generally prefer inter-firm trade finamtgtruments rather than relatively expensive

bank intermediated trade finance instruments tarermompetitive internationally.
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Payment Methods in Turkish Exports by Industry ®sou

We also reported the average share of each tradmce method for different
technology intensity of the industries in Tableg=br each industry group, the most common
form of trade finance in exports is OA transactior®owever, it seems that high-tech
industries represent the largest share in tern@3foterms (76%) among all industry groups.
It is clear that importers in countries where tleendnd for high-tech products are relatively
strong and the legal systems are well establiskedrglly have better negotiating power over
payment terms, which in turn increase the sha®Afn high-tech exports destined to those
markets. At the same time, high-tech industries)(28present the smallest share in terms of
CIA transactions. This evidence seems to be camdistith the explanation suggested by
Menichini (2009) for the role of traded goods cleteastics on the payment choice: firms
producing vertically differentiated high quality @pis may offer more open account (inter-
firm trade credit) to their trading partners thammé producing standardized godgs.
Menichini (2009) argues that the risk that foremryers default on their financial obligations
will be quite low in the case of differentiated ggobecause of the long-term business
relationships or a difficulty in replacing the slipp

In addition, Table 1 reveals that the share of Galbwer in the high-tech products
exports (4%) compared to all other industry grouggiorts, indicating that exporters are less
concerned about credit risk when exporting highttpooducts since buyer opportunism is
less severe for firms in industries selling diffegrated goods (See Menichini, 2009). In
contrast, the industry data suggests that medismtdchnology and medium-high technology
industries rely more heavily on L/C than other isitlies, implying that firms exporting these
products are less willing to offer trade creditcginthese products are mostly sold in

developing countries where the quality of contrtiorcement is weak. As seen in Table 4,

% For additional discussion and empirical evidennette inter-firm credit relationship, see Ng et (d999),
Cunat (2007), Giannetti et al. (2011) and Love @01
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the non-traditional markets, particularly Asian,ridéan and Middle Eastern countries, have
become increasingly important markets for mediuraliguTurkish products in recent years.
Overall, the results show that the characteristit®exported goods play a direct role in
favoring inter-firm trade finance in Turkey.

The changes in the shares of methods of paymentsxports by technological
intensity are shown in Table 2 and Figure 8. Duitime period of interest, the share of OA
has substantially increased for all industry grobpisthe increase was even more pronounced
for high-tech industries (34%). The share of ClAngactions also increased to an even
greater extent than that of OA transactions sir@@22In contrast, the results at the industry
level further show that both the shares of CAD bf@ transactions have declined uniformly
across all industry groups over the period, but deeline was more severe for high-tech
industries. This finding is consistent with the fshirom intermediated trade finance
instruments to inter-firm trade finance instrumantacilitating exports.

5.2 Payment Methods in Turkish Imports

We next examine average share of methods of pagmeriturkish imports between
2002 and 2012 in Table 1. As opposed to exporesmhjority of import transactions take
place under CIA terms (49%), which can be consaiéne most risky term for the importers.
It is followed by OA (23%), L/C (11%) and CAD(11%])he results suggest that Turkish
importers have low bargaining power against foreigppliers. This is because of their higher
default risk due to the difficulties of enforcingrdracts in Turkey compared to firms located
in advanced countries with well established legateans. As a consequence, CIA payment
method is the most preferred financing method irkibh imports. This finding is in line with
the findings of Antras and Foley (2013) that exp@tdemand CIA payment from their high
default risk importers. In addition, it is also @ent from Table 1 that the share of inter-firm
trade finance (OA plus CIA) in imports (72%) is rhutarger than in exports (63%),

indicating that Turkish importers relied more oterfirm trade finance compared to exports.
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The relatively smaller share of the intermediatedrice in imports can be explained mainly
by the lack of strong banking sectors in Turkeyahhaffects the cost and availability of bank
intermediated trade finance. This forces Turkishponters to use the riskiest methods of
payment in financing imports, namely CIA method.

Despite being highly risky for importer, the shafeCIA methods has increased even
more over the years, making Turkish importers eweme vulnerable to payment risks: the
share of CIA payment reached 55% in 2012, up fr@% 3n 2002, as seen in Figure 3.
Meanwhile, the share of OA in imports has decliskghtly from 23.8% in 2002 to 23% in
2012. This is in contrast with the previous literat which finds increasing share of OA in
international trade (See ICC, 2009). The shift frow transactions to CIA terms shows that
the level of perceived risk of defaults rose sudiglém global markets after the 2008-2009
financial crisis but recedes only gradually aftez trisis, which still forces importers to look
for more security in the transaction. Table 2 alscuments a declining trend for both CAD
and L/C over the time where the decline is morenpumced in the case of CAD. As seen in
Table 2, the share of CAD declined by nearly 45%ilevthe share of L/C fell by just below
7% during the 2002-2012 period, reducing the rdlbamk intermediated finance in imports.
This finding suggests that inter-firm trade finanespecially CIA term, is relatively more
prevalent in countries with weaker contractual ecément, less financial development and
higher political risk (See BIS, 2014; Love, 2013).

Payment Methods in Turkish Imports by Income Levels

Looking at the average shares of methods of patgredrthe income level reported in
Table 1, we observe that OA method is less predewben Turkish firms import from
countries which has an income level lower than &@yrkOA terms represents only 10% of
Turkish imports originated from low income counsri@hereas it represented a 25% share of
Turkish imports from high income countries. In terof CIA payment transactions, there is

again a systematic difference across income graimgsshare of CIA terms is consistently
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higher for upper income (56%) and high income coest(49%) compared to low income
(40%) and lower middle income countries (39%). Bwdence thus suggest that Turkish
importers have a better bargaining power when tigay payment terms with firms located
in developing countries. In contrast, Turkish intpes have weak negotiating power over
payment terms when dealing with firms located imaadted countries, forcing them to accept
the risky method of payment, i.e. CIA payment terfibe results are in line with the
theoretical predictions developed in Schmidt-Eisbn(2013) and Antras and Foley (2013).

When looking at the average shares of intermediadet® finance in Turkey’'s imports
in Table 1, we observe that the shares of CAD al@@ldre consistently higher for low and
lower middle income countries. The shares of CAD BiC terms, however, are considerably
lower when Turkish importers trade with advancedntoes. The shares of CAD and L/C is
smallest in high income group (10% and 9%) andestrgn low income group (23% and
23%, respectively). This pattern underlines thé Tackish importers rely mostly on banks to
facilitate imports from less-developed countriesduse both CAD and L/C terms protects
them by ensuring that goods have been shippedrasdg

When comparing 2012 to 2002 in Table 2 and Figyrhe shares of OA transactions
declined in all but one income group. The largesilide in shares of OA transactiongre
registered for the low income group, down from 4i@92002 to 7% in 2012. The exception in
this category is the high income group, where aveha slight increase from 24% to 26%. On
the other hand, Table 2 and Figure 5 point outremeasing share of CIA transactions in
imports across all regions over the period. Theease in the share of CIA transactions was
the largest in low income countries (from 14% i®2Q@o 47% in 2012). In the meantime, the
share of CAD has declined uniformly across all meogroups. However, when looking at the
shares of L/C, we observe that the share of L/Cita®ased substantially for low income
and lower income groups while it declined margwdtr upper middle and high income

groups over the same period. These patterns shatwl thikish firms prefer CIA transactions
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or L/C in importing when dealing with trading paeta located in less-developed countries.
This outcome is quite plausible because a sigmfigaortion of the increase in Turkish
imports in recent years originated from developogntries where the suppliers do not have
an established relationship with Turkish buyerse($able 4). As stated above, both CIA and
L/C terms are typically used in newly formed tradkationships.

Payment Methods in Turkish Imports by DestinatieqiBns

Table 1 displays the average usage of payment wetho Turkish imports by
destination region. As expected, the large fractbimports originated from non-traditional
markets is financed through the method of OA winiports from traditional markets are
mainly financed through CIA method. In particul#rg highest share of OA in imports is
observed for Africa (49%). Other source destinaiamth relatively higher shares of OA are
the CIS (35%) and the Middle East (30%). By cortiree CIA terms has been extensively
used when Turkish importers deal with trading pandrfrom Europe (53%), Asia (53%) and
America (45%). This finding also supports the poeg finding that Turkish companies have
low bargaining power in dealing with the sellemsnfradvanced countries.

The results in Table 1 further show that the MidHkest (12.40%) has the highest
share of CAD in imports, but there are other regiaith rather high shares of CAD, such as
America (12.05%) and Asia (11.86%). In additionwas found that the CIS (19%) has the
highest share of L/C in imports, followed by Afri¢i8%) and Asia (16%). From figures in
Table 2, we conclude that Turkish companies areenwancerned with the risk of non-
delivery than with the cost of the intermediatextier finance when they import products from
the sellers located in developing countries and lalsated at a long distance.

Table 2 and Figure 7 present the evolution of triwance patterns in imports by
region. As evident from Table 2, there is a sigaifit change in the composition of payment
methods of imports across all regions. In the corext period, the share of OA terms in

Turkish imports has declined significantly acrofisregions, with the exception of Middle
35



East and CIS. In contrast, there is a significantaase in CIA transactions in imports across
all regions over the sample period. At the sameetithere is a significant decline in the
popularity of CAD across all regions. In additisharp declines in the share of L/C were
registered across all regions, except Asia and Th& pattern again underlines the fact that
there is significant move towards the CIA methadsmports over the period. The regional
results suggest that importers in Turkey still sufirom the financial constraints (the high
cost and lack of finance to support import) causgdhe financial crisis of 2008-2009. The
results further indicate that foreign exporters enddecome more risk averse when dealing
with Turkish importers in recent years, especialhyce the 2008-2009 global financial crisis.

Payment Methods in Turkish Imports by Industry Gsou

We next provide the average shares of payment methy industry groups in Table
1. It is evident that the CIA terms are the moshiwn forms of international trade payment
in imports across all industry groups, but theiatige importance has increased towards
high-tech products. The intensive use of CIA termsnports of high-tech products is quite
plausible because higlach products are mainly imported from firms in adeed countries,
which has generally more bargaining power relatveghe firms located in Turkey. These
patterns reveal that the exporter’s trust in Turkmaporters is quite low, probably because of
highly uncertain environment and weak contract exd@ment in Turkey, making CIA
payment use a more attractive choice for the egprOn the other hand, the average share
of CAD and L/C in high-tech product imports is guibw compared to other industry groups,
suggesting that Turkish importers have difficultgtting export financing from financial
institutions. The finding thus supports the hypsthethat inter-firm trade financing is
especially relevant in importing countries withead financial development.

In a next step, we document changes in shares thioahe of payments in imports by
industry groups. As seen in Table 2, the share I1&f @ayments rises across all industry

groups, but more so for high-tech (61%) and mednigh-tech (56%) industries, reflecting
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that the perceived trust between the exportersnlsjndiom advanced nations) and Turkish
importers has been in steady decline over the gehall industry groups except medium-
low-tech, the share of OA, CAD and L/C terms, hogrewhas declined over the period, but
the decline is more pronounced in the high-teclstries.

6. Changing Patterns of Payment Methods in TurkishForeign Trade during the 2008-
2009 Global Financial Crisis

The 2008-2009 global financial crisithe worst since the Great Depression-had led to
a sharp reduction in Turkish trade. As shown inl@dh Turkey’'s exports of manufactured
goods fell by 23% in 2009 to 90.3 billion US$ frdrh7.5 billion US$ in 2008. The fall in the
value of imports was even sharper. Turkey’'s impddsreased by 26% to 107.8 billion US$
in 2009 from 145.8 billion US$ in 2008. Not surjpmigly, as shown in Figure 1, overall
Turkish exports experience a sharp decline in 203 period, but recovers in 3 years
following the crisis. The international financialigts had also dramatic effects on the trade
financing in Turkey.

Table 3 documents the changes in shares of mettfgogyments due to 2008-2009
crises. While Turkey’s manufacturing exports fatstically by 23.15% during the crisis, the
share of the CIA was surprisingly increased by ato@4%3° This means that Turkish
exporters started to accept more CIA transactithres safest method of payment, during the
crisis. Perhaps, the most striking point in Tabie 8he large increase in CIA transactions for
Middle Eastern countries after the crises. Turkesiporters preferred this method mostly
because of the loss in confidence to the contraforeement in these countries as this period
coincides with political instability in the regiohis shift towards the CIA method when

trading with the Middle Eastern countries also hddrge negative impact on the volume of

% This finding is broadly consistent with the findsreported in Eck (2012) who documents a risingoirance
of CIA payment method relative to the pure banlaficing for a sample of European and Central Asiansf
during the crisis.
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trade®’ Table 5 shows that Turkey's total exports to théldWe Eastern countries was
decreased by 27.5% after the global recession. pbist can also partially explain the
deflection of trade to the African countries aftee crisis*® A similar trend emerges for the
share of the OA in Turkish exports over the sam@ogebutin a much lowerscale. The
amount of increase in the shares of OA transactiassbeen around 6% from 2008 to 2009.
These figures reflect the fact that Turkish firmidl sffer competitive OA terms in order to
gain customers and not lose any, following the bakthe financial crisis (Acar, 2009).
Another interesting fact observed from the industata is that the use of L/C in
Turkish exports decreased in the post-crises’&fanis finding is not surprising given the fact
that the L/C fees increased substantially becadséhe worldwide financial meltdown
(Asmundson, 2011). In fact, the share of the usie/©fin Turkish exports was decreased by
around 30% shortly after the global recession i6&8(Q0rable 3). A sharper decrease (48%) is
observed in L/C transactions for the exports todéeecloped countries. The largest decline in
the growth rate of exports after the global reaassvas also observed for the exports to the
developed countries (Table 5). This finding is ¢stent with the anecdotal evidence that
banks in developed countries, particularly in Eesatreated from the trade-finance market
during the crisis period (BIS, 2014). This implibsit the drastic decline in Turkish exports
in times of crisis was the result not only for lowmports from Europe, but also of the
contraction in trade financing in some developedntoes, in particular in Europe (Kalkan et
al., 2010). However, at the same time, the usag€ADD has been increased slightly by
around 5% during the crisis period, indicating ttratling partners are forced to uséess

expensive method of payments, namely CAD compdangC transactions in times of crisis.

31t is important to bear in mind that several etiegir studies including Bricongne et al. (2012) &hrens et
al. (2013) suggest that contraction in trade figam@s not main driver behind the 2008-2009 tradiause;
rather, the collapse of aggregate demand and tbiéneén commodity prices were the leading causethe
sharp decline in trade.

% Table 5 shows a large increase in the share afrexpo the African countries.

% Malouche (2009a) also found that the value of Ig§lied by the Turkish banking sector declined b§625
between September and December 2008.
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However, during the crisis period no such signiiicehange has been observed
regarding the usage of OA method in import traneast as Table 3 illustrates. The share of
OA in Turkish imports has declined by nearly 1%westn 2008 and 2009. Conversely, the
share of CIA rose by around 1% during the crisigerestingly, evidence from Table 3
suggests that the usage of intermediated tradadean imports have been more affected by
the financial crisis. The share of the CAD has gespdramatically by around 14% whereas
the share of L/C has increased by around 7% ddinegrisis era. The findings confirmed that
exporters, particularly in Europe and America, telif away from risky OA transactions
towards lower-risk bank-intermediated financing,medy L/C, because of heightened
uncertainty and increased counterparty risk dutiveycrisis period® As it pointed before,
L/C is considered the most secure method of paymhoenhe exporter but the most expensive
for the importer when compared with the cash agajosds terms. The results thus suggest
that the global financial crisis has put furtherafncial pressure on Turkish firms to fund their
import transactions. In sum, an assessment ofntipagt of 2008-2009 global financial crisis
on Turkey’s foreign trade revealed that many of Thekish exporters began relying more
heavily on inter-firm credit finance whereas impost have increased the use of bank
intermediate finance.

7. Conclusion

Trade finance is a vital element of global tradd amore than 90% of international
transactions are underpinned by some form of tfadence, mainly short-term (Auboin,
2007). Following the financial crisis in 2008-200frvey reports show that this credit has
become more expensive and the global trade expedera substantial decline in

consequencé. Consequently, many researchers made strenuoudsefto understand the

“0 This finding is line with Chauffour and Farole () who claim that trading partners have resortethore
formal, bank intermediated instruments to finanegle since the outbreak of the financial crisioider to
reduce the high probability of default in OA finamg.

“1 See IMF-BAFT (2009) and Baldwin (2009).
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structure and functioning of the trade finance ragrnd their role and impact on trade flows
in times of financial crisis. While the literatucenvincingly points out the importance of the
essential linkages between trade finance and ftilades, the research on the choice of the
payment method in trade flows and its evaluatiomsing the financial crisis period,
especially based on actual bilateral country-levatle finance data, remains limited. The
main challenge for the scholars is the availabdityeliable and comprehensive dataset on the
usage of different payment methods. Attempts toetstdnd the structure and recent
evolution of the trade finance market, and theti@mtahip between changes in trade finance
and international trade during the financial crigesiod may provide useful information to
policy makers in formulating effective and timelyasures in times of crisis (ICC, 2010). In
this regard, the present paper attempted to irgadstithe structure and evaluation of trade
financing across income groups, regions as welhdsstry groups using a unique bilateral
trade finance data from Turkey with 206 countrigsrathe period 2002-2012 at the 2-digit
level of ISIC Revision 3. Further, for the purposéghis paper, the present paper attempted
to document the changes in shares of methods ofi@atg due to the 2008-2009 crisis.

Using actual data on the method of payments irkéyis foreign trade, we first
observed that OA terms (inter-firm trade financejnthate the cross border transactions in
terms of exports. Second, OA terms were mostly usbdn trading with the EU-zone
countries as well as other more developed countiiesading with nearby countries. In
contrast, the CIA terms and L/C terms are prefetedhe OA and CAD when trading
partners are located in low-income countries otadislocations such as Asia, Africa and
Middle East. Third, OA terms account for the latgsisare of Turkish exports across all
industry groups. The industry level data also satgehat medium-low technology and
medium-high technology industries rely more heawity pre-payment terms (CIA and L/C)
than other industries, implying that firms expogtithose products are less willing to offer

trade credit since those products are mostly solieveloping countries where the quality of
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contract enforcement is weak. Fourth, the sharastef-firm trade finance (particularly CIA)
in Turkish exports dramatically increased over peeod 2002-2012, while the shares of the
intermediate trade finance (CAD and L/C) decreasgolstantially. These findings suggest
that increased financial costs and tightened creahiditions induce Turkish exporters rely
increasingly on inter-firm trade finance over tink@nally, the evidence show that Turkish
exporters started to use CIA, the safest methopayiment, more intensively than other
methods during the crisis. This finding is not sigipg given the fact that L/C fees increased
substantially because of the worldwide financialtdevn of 2008-20009.

Examining the use of financing terms in Turkeyigpbrts, we first observe that the
majority of import transactions take place undeA G¢rms, quite contrary to the results
obtained with the export data. This finding suppdite notion that Turkish importers have
low bargaining power in dealing with foreign sugp. Second, the results reveal that the
share of inter-firm trade finance (OA and CIA) mports is much larger than in exports,
indicating that Turkish importers relied to largettent on inter-firm trade finance compared
to exports. Third, the results show that the Cidnie has been extensively used when Turkish
importers deal with trading partners from high imebcountries or regions, suggesting that
Turkish companies have low bargaining power in idgalith the sellers from advanced
countries. Fourth, CIA terms are found to be thesmommmon forms of international trade
payment in imports across all industry groups, their relative importance has increased
towards high-tech products. Finally, despite bédirghly risky for importer, the share of CIA
terms has increased even more over the years, giakimkish exporters even more
vulnerable to payment risks. These patterns, taégether, suggest a shift away from bank
intermediated trade finance (CAD and L/C) in impdd inter-firm trade finance, especially
CIA. These findings show that importers in Turkéyl suffer from the financial constraints
(the high cost and lack of finance to support intpoaused by the financial crisis of 2008-

2009. Overall, the patterns presented in this phiglight the fact that Turkish traders have
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low bargaining power with their foreign partnersthre selection of payment terms. Both
exporters and importers are not able to set payrteams that are highly favorable to
themselves and bear all risks associated withnatemal trade transactions.

Though Turkey has achieved remarkable export grawdr the past decade, it is still
far from its full potential in terms of export vasiand export diversification (Turkcan, 2014).
Beside lack of new orders and/or cancelled ordemajority of firms in Turkey have cited
lack of affordable trade finance as a major obstaglexport growth and this problem was
made worse by the 2008-2009 financial crisis whiarised banks offer fewer trade credits at
higher costs (Acar, 200%lalouche, 2009a The findings from this study and some others
(Acar, 2009; Malueche, 2009a; Demir, 2014) thuartyedemonstrate the importance of a
well-functioning financial markets and financiatermediaries in Turkey, because to operate
in foreign markets, Turkish firms need better ascestrade finance. Accordingly, Turkey
should take appropriate policy actions and meastiregevelop and maintain an effective
financial system in order to broaden the rangeaufd finance instruments and risk mitigation
tools at lower costs for new and small exporters whight have the potential to develop new
export lines. Such developments would help Turkishs not only access the finance they
need to export more and diversify its exports irm&e of products and destinations, but
eliminate the risk of a trade transaction. Meanghilurkey should aim to use Turk
Eximbank, the official state export credit ageneyre effectively in order to enable Turkish
firms to penetrate in a wide range of markets. Bgp®rting Turkish exporters through a
variety of credit, insurance and guarantee progralmsk Eximbank may help companies,
particularly new and small exporters, to enter mearkets and mitigate the losses. Finally,
Turkey should establish institutional structures @nsure the efficient regulation and
enforcement of contracts between exporters and riteqsp because stricter enforcement of
contracts enhances Turkish firms’ ability to in@eatheir exports or enter markets and

improve the survival of newly established bilatd@rade relationship. Overall, a combination
42



of these policies would help Turkey to diversifg product range and geographic scope,
improve the quality of its exports, foster exporowth, stabilize its export earnings, and

thereby leading to sustainable long-run econonoevir.
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Appendix

Table Al: List of countries and geographical compasgon of each region

Africa Tunisid Saint Luci& Niu€® MaltaP
Algeria® Ugandd St. Pierre& Miqueloh No.Mariana Isd$. Netherland®
Angole® Egypf St. Vincent&Grenadinés ~ Marshall IsdS Norway’
Burundf* Tanzani& Surinamé Palalf Poland
Cameroofi Burkina Fast Trinidad and Tobadd Pakistafi Portugal
Cape Verd& Zambid Turks&Caicos Isd8. Papua N. Guinéa Romani&
Central Afr. Reg: America USAP Philippine$§ San MarinB
Chad' Antigua& Barbudd Uruguay Pitcair? Slovak Rep”
Comoro$ Argenting Venezueld Timor-Lesté Sloveni&
Congé Bahama$ Br. Virgin Isds® India? Spair?
Congo Dem. Rep. Barbado8 Asia Singapor@ Swedef
Benirf Bermud& Afghanistart Viet Nanf Switzerlan@
Equatorial Guinda Bolivia® American Samda Thailand UKP
Ethiopid* Brazil® Australid Tokela® Middle East
Eritred Belize® Bangladesh Tongd& Bahrair?
Djibouti® Canad8 Bhutarf Tuvallf Palestin®
Gaborf Cayman IsdS. Solomon Isd$. Wallis& Futungf Iran®
Gambid Chilé® BruneP Samoé Irag®
Ghané& Colombid& Myanmaf Europe IsraeP
Guined Costa Ric& Cambodi& Albanig® Jordafy
Céte d'lvoiré Cub& Sri Lank& Andorrd Kuwait®
Kenyd Dominice Chind Austrid® Lebanoff
Liberia* Dominican Republit Christmas Isds. Belgitin Omar?
Libya® Ecuadof Cook Isd$. Bosnia&Herzed: QataP
Madagascar El Salvadot Fiji© Bulgarid Saudi Arabid
Malawi® Falkland IsdS. French Polynesta Croatid Syria®
Mali® So. Geo& So. Sand. Isfls. Kiribati® Cypru® UAEP
Mauritani& Grenada Guan? Czech ReP Yemer?
Mauritius® Guatemald Hong Kong’ Denmark cIs
Moroccd Guyan& Indonesi& Estoni& Azerbaijart
Mozambiqué Haiti* JapaR Finland® Armenig
Niger* Hondura8 North Kore& Franc@ Belaru$
Nigerid® Jamaic& South Kore8 Germany Georgi&
Guinea-Bissali Mexicd® Laog GibraltaP Kazakhstah
Rwand& Montserrdt Macad Greec8 Kyrgyz Republié
Saint Helerfa Neth. Antille$ Malaysi& Greenlant Moldove?
Sao Tome &Princige Arubd Maldives Hungary Russi&
Senegdl Nicaragu& Mongolid® Iceland® Tajikistar!
SeychelleS Panama Naur Ireland® Turkmenistah
Sierra Leon® Paragua¥y/ Nepaf Italy® Ukrainé
Somalid Per§ New Caledoni& Latvia® Uzbekistaf
Zimbabwé Saint Kitts& Nevi§ Vanuat® Lithuanid®

Togd Anguilla® New Zealanl Luxembourd

Notes:The countrycomposition of regionss based on th&/orld Trade Organizationgnalyticalregions. CIS stands
for Commonwealth of Independent States. Using therld#VBank classification system, 206 countries algo
categorized into four different groups: LiI=Low Imoe (A); LMI=Lower Middle Income (B); UMI=Upper Midé
Income (C); HI=High Income (D).
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Table A2: Structure and classification of Turkey’'strade finance data by methods of payments, 2002-2D1

Methods of Payments 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Cash against Goods, Cash on Delivery vi v1 v1 v1 v1 v1 v1i v1i v1 Vvi1 V1
Advanced Payment v2 Vv2 V2 V2 Vv2 V2 V2 V2 VY2 Vv2 V2
Cash Against Documents v3 ¥v3 ¥v3 ¥v3 Vv3 Vv3 Vv3 Vv3 Vv3 Vv3 V3
By Acceptance Credit v5 v5 Vv5 v5 v5 v§h

Advanced Letter of Credit v v4 V4 Vv4 v4 v4 v4 V4

Letter of Credit Payable at a Specified Future Date v v4 v4 v4 v4 v4 v4 v4 V4 v4 V4
Without Waiver v v5 v5 v5 v5 v5 Vv5 Vv5 Vv5 Vv5 V5§
Payment Type Uncertain v5 v5 v5 v5 Vv5 Vv5 Vv5 V5§

Type of Payment with Abroad Credit(Public) v5 v5 v5 v5 V5 Vv5

Account of Barter v5 Vv5 v5 v5 Vv5 V5§

Private Barter v5 v5 v5 v5 v5 v5 Vv5 Vv5 Vv5 Vv5 V5§
Letter of Credit v v4 v4 v4 v4 V4 Vv4 V4 V4
Counter purchase v5 v5 v5 v5 Vv5 Vv5 Vv5 v5 V5§
Letter of Credit with Acceptance Credit v v5 v5 v5 v5 v5 Vv5 v5 V5§
Documents with Acceptance Credit v5 ¥v5 v5 v5 Vv5 Vv5 Vv5 Vv5 V5§
Goods with Acceptance Credit v65 v5 v5 v5 v5 v5 Vv5 V5 V5
Private Account v5 v5 v5 v5 V5 v§

Notes Many different types of payment methods exighia database and types vary greatly from yeardo. yecheck marky) means that international transactions recorded
under this type of payment are available in thatryn order to make consistent analysis from yeaear, these are grouped into five main categodpen account (1), cash-
in advance (2), cash against documents (3), letteredit (4) and other (5).

Source TURKSTAT

50



Table A3: Classification of manufacturing industries based on technology

Industries ISIC Rev. 3
High-technology industries (HT)

Aircraft and spacecraft 353
Pharmaceuticals 2423
Office, accounting and computing machinery 30
Radio, TV and communications equipment 32
Medical, precision and optical instruments 33
Medium-high-technology industries (MHT)

Electrical machinery and apparatus, n.e.c 31
Motor vehicles, trailers and semi-trailers 34
Chemicals excluding pharmaceuticals 24 excl. 2423
Railroad equipment and transport equipment, n.e.c 52+359
Machinery and equipment, n.e.c 29
Medium-low-technology industries (MLT)

Building and repairing of ships and boats 351
Rubber and plastic products 25
Coke, refined petroleum products and nuclear fuel 3 2
Other non-metallic mineral products 26

Basic metals and fabricated metal products 27-28
Low-technology industries (LT)

Manufacturing, n.e.c., Recycling 36-37
Wood, pulp, paper products, printing and publishing 20-22
Food products, beverages and tobacco 15-16
Textiles, textile products, leather and footwear -197

Source OECD: ANBERD and STAN databases, May 2003
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Figure 1 Trade in manufactured goods (in million of US dollars, 2002-2012)
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Figure 2 Trade by methods of payments (in million of US dollars, 2002-2012)
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Figure 3 Share of trade by methods of payments (in percent, 2002-2012)
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Figure 4 Share of methods of payments in exports by income level (in percent, 2002-2012)
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Figure 5 Share of methods of payments in imports by income level (in percent, 2002-2012)
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Figure 6 Share of methods of payments in exports by region (in percent, 2002-2012)
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Figure 7 Share of methods of payments in imports by region (in percent, 2002-2012)
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Figure 8 Share of methods of payments in exports by technological intensity (in percent, 2002-2012)
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Figure 9 Share of methods of payments in imports by technological intensity (in percent, 2002-2012)
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Table 1: Average usage of methods of payments inaile by income, region and industry
group, (in percent, 2002-2012)

Open account Cash in Cash against Letter of Other
Sample advance documents credit
Exp Imp Exp Imp Exp Imp Exp Imp Exp Imp
LI 4591  9.72 8.92 4037 1569 2257 2849 2299 990. 4.34
LMI 48.00 20.75 885 3870 17.32 1486 2411 22.901.72 2.78
UMI 5299 18.16 8.68  56.33 20.14 1022 16.34 13.131.85 2.16
HI 60.37 2468 483 4890 1861 10.22 1290 8.62 283. 7.58

Europe 65.36 23.01 4.23 53.49 19.88 9.94 7.04 6.853.48 6.71
America 48.98 18.50 6.05 45.11 17.01 12.05 2415 739. 3.81 14.60

Asia 35.92 15.88 8.99 53.37 15.90 11.86 36.39 15.632.81 3.26
Middle E.  39.60 30.07 8.51 36.74 18.78 12.40 31.8810.23 1.23 10.55
CIS 73.03 34.88 8.38 32.29 13.80 10.24 2.32 19.72 46 2 2.87
Africa 39.78 48.85 6.49 23.36 20.69 7.16 32.03 18.1 1.00 2.52
LT 70.31 17.15 3.65 50.33 18.52 14.20 6.72 11.76 790. 6.56
MLT 44.02 35.29 8.18 35.87 13.18 9.25 32.16 12.38 462 7.20
MHT 53.90 18.15 6.48 53.66 26.20 11.25 7.68 10.16 .755 6.79
HT 76.67 19.29 2.42 66.39 3.77 5.67 14.04 6.13 3.112.53
Overall 57.59 23.04 6.06 49.38 18.94 10.62 14.54 640 2.87 6.32

Notes Income classifications according to the World Batassification: LI=Low Income; LMI=Lower Middle
Income; UMI=Upper Middle Income; Hi=High Income &able Al). Regional classifications according to
the World Trade Organization classification (See TahlB. Industry classifications according to the OECD
technology intensity classification: LT= Low-tecktLT= Medium-low-tech; MHT= Medium-high-tech; HT=
High-tech (See Table A3).

Source TURKSTAT, author’s own calculations.
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Table 2: Changes in shares of methods of payments trade by income, region and
industry group, (in percent, 2012 vs. 2002)

Open account Cash in Cash against Letter of Other
Sample advance documents credit

Exp Imp Exp Imp Exp Imp Exp Imp Exp Imp
LI -19.60 -83.54 153.93 236.27 2859 -66.43 -2.5639.81 56.38 117.13
LMI 3342 -843 166.60 17.19 -3959 -23.67 -42.26 1.28 -28.67 -80.60
UMI -759  -26.60 322.64 3094 -13.95 -53.51 -44.10548 -70.18 -54.46
HI 21.90 6.39 299.62 4353 4572 -47.97 -39.65 .128 -56.01 -61.27
Europe 26.81 -541 12892 58.11 -47.85 -52.84 ©2.338.80 -44.34 -74.82
America 29.15 -19.88 51.90 17.05 40.80 -17.60 +47.5-29.21 178.71 18.88
Asia 113.80 -18.83 13.98  33.02 -27.75 -31.72 -44.828.05 -9.48 -88.07
Middle E.  -13.57 75.99 641.76 22.96 -10.76 -39.8758.64 -76.96 -65.25 9.62
CIS 15.74  9.80 26352 444 4471 -73.11 -4431 785. -94.12 -8.75
Africa 31.27 -1005 77.62 3533 -3563 28,69 -11.8528.41 -49.63 67.41
LT 19.83 -56.54 9225  49.75 -38.18 -4.64 -4410 41l. -17.31 -46.61
MLT 2123 91.90 1289.35 17.43 -50.79 -59.08 -48.87-2.59 -87.71 -87.04
MHT 2348 -4265 5596 55.75 -27.55 -47.68 -27.253.42 -5452 -50.35
HT 3381 -63.29 61534 6192 -81.97 -6450 -77.7750.83 6521 -54.54
Overall 1094 -3.30 374.02 4166 -38.91 -4599 084. -6.99 -60.09 -66.09

Notes Income classifications according to the World Batassification: LI=Low Income; LMI=Lower Middle
Income; UMI=Upper Middle Income; Hi=High Income &able Al). Regional classifications according to
the World Trade Organization classification (See TahlB. Industry classifications according to the OECD
technology intensity classification: LT= Low-tecktLT= Medium-low-tech; MHT= Medium-high-tech; HT=
High-tech (See Table A3).

Source TURKSTAT, author’s own calculations.
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Table 3: Changes in shares of methods of payments frade due to 2008-2009 crisis by
income, region and industry group, (in percent, 208 vs. 2008)

Open account Cashin Cash against Letter of Other
Sample advance documents credit

Exp Imp Exp Imp Exp Imp Exp Imp Exp Imp
LI 6.29  -17.67 -2258 -24.05 -3.01 -10.89 239 87.0-12.27 -8.90
LMI -11.29 467  47.88  6.02 9.12 -16.67 0.17 -0.9312.11  2.05
UMI -0.75  -6.92 -1427  3.09 8.63 -11.12  3.04 428 27.05 12.77
HI 10.62  -0.13 3520 -0.51 234  -1436 -4885 11.587.14 11.01
Europe 3.21 -6.27 2257  1.32 -405  -8.58 -33.58 476. -10.91 11.66
America 8.52 1.31 1506 -403 70.30 -21.94 -53.37152 -28.05 2291
Asia -7.86 360 -22.67 -0.08 -7.67 -486 30.92 26946.11 -16.38
Middle E.  39.01 20.72 67.94 -8.92 4172 -6.60 -46.9-22.77 -10.32 531
CIS 9.12 2519  4.88 -7.96  -36.49 -39.16 -38.11  4.2918.01 10.39
Africa -400 -18.70 33.37 4564  0.20 -9.02  -1.71 525 -2511 44.89
LT -0.82 207 1091 -241 0.04 -1242 166  13.16 .224 20.77
MLT 16.71  -1.36 7393 3.04 1799 -17.27 -3540 8.00-27.96 1151
MHT -0.12 9.25 -473  -3.54 192 -11.08 7.15 10.308.73  2.09
HT 1.81 154  13.07 0.09 1991 -1502 -7.39 -12.721.30 58.49
Overall 5.63 -0.75 2372  0.74 480 -14.36 -29.53 746. -13.38 11.54

Notes Income classifications according to the World Batassification: LI=Low Income; LMI=Lower Middle
Income; UMI=Upper Middle Income; Hi=High Income &able Al). Regional classifications according to
the World Trade Organization classification (See TahlB. Industry classifications according to the OECD
technology intensity classification: LT= Low-tecktLT= Medium-low-tech; MHT= Medium-high-tech; HT=
High-tech (See Table A3).

Source TURKSTAT, author’s own calculations.

63



Table 4: Changes in value and shares of Turkey’s &de by income, region and industry
group, (2012 vs. 2002)

Value ($ millions) Share (%)

Sample Exp Imp Exp Imp

002 2012 Change 2002 2012 Change 2002 2012 Change 2002 2012 Change

(%) (%) (%) (%)

] 178 2551 133440 86 1,472 1,603.06 057 1.84 2047 022 0.86  293.93
LMI 1,645 11,569  603.39 2,122 15432 62719 532 368. 5715 533 897 6820
uMI 3,690 40,480 996.96 4,234 36,834  769.89 11.9%9.28 14508 10.64 21.41  101.21
HI 25415 83,830  229.85 33,350 118,297 25471 82.W®.56 -26.31 8381 6876 -17.95

Europe 19,697 59,371 201.42 27,036 85,926 217.82 .6963 42.89 -32.66 67.94 49.95 -26.49
America 3,706 9,184 147.82 2,988 12,224 309.08 811.9.63 -44.63 7.51 7.11 -5.38

Asia 1,089 5,193 377.04 5,512 43,630 691.50 3.52753. 6.58 13.85 25.36 83.08
Middle E 2,905 37,295  1,183.60 938 9,852 950.63 99.326.94 186.78 2.36 5.73 143.02
CIs 2,050 14,919 627.72 2,516 16,690 563.45 6.63 .7810 62.58 6.32 9.70 53.46
Africa 1,480 12,467 742.39 803 3,713 362.29 4.79 019. 88.20 2.02 2.16 6.93
LT 14,630 42,030 187.29 6,213 22,795 266.86 47.3M.368 -35.82 1561 13.25 -15.14
MLT 6,695 51,841 674.27 9,075 54,585 501.46 21.657.43 72.98 22.81 31.73 39.12
MHT 8,003 41,438 417.81 20,224 80,558 298.33 25.88.93 15.69 50.82 46.83 -7.86
HT 1,599 3,120 95.07 4,280 14,098 229.36 5.17 2.25-56.42 10.76  8.19 -23.82
Overall 30,927 138,429 347.59 39,793 172,035 332.32

Notes Income classifications according to the World Batassification: LI=Low Income; LMI=Lower Middle
Income; UMI=Upper Middle Income; Hi=High Income &able Al). Regional classifications according to
the World Trade Organization classification (See TahlB. Industry classifications according to the OECD
technology intensity classification: LT= Low-techtLT= Medium-low-tech; MHT= Medium-high-tech; HT=
High-tech (See Table A3).

Source TURKSTAT, author’s own calculations.
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Table 5: Changes in value and shares of Turkey’s&de by income, region and industry
group, (2009 vs. 2008)

Value ($ millions)

Share (%)

Sample Exp Imp Exp Imp

P 2008 2009 Change 2008 2009 Change 2008 2009 Change 2008 2009 Change

(%) (%) (%) (%)

LI 1,432 1,421 -0.77 678 722 6.58 1.22 157 2912 460 067 44.15
LMI 9,023 8,353 -7.43 12,335 8,111 -34.24 7.68 9.25 20.46 8.46 7.52 -11.06
UM 23,145 21,100 -8.84 30,102 22,203 -26.24 19.6923.36 18.63 20.64  20.59 -0.24
HI 83,941 59,456 -29.17 102,763 76,818 -25.25 71.4165.82 -7.83 70.44  71.22 1.11
Europe 64,798 49,495 -23.62 75,508 55,815 -26.08 .135 54.79 -0.61 51.76  51.75 -0.02
America 6,255 4,567 -26.98 10,281 8,077 -21.44 5.32 5.06 -4.98 7.05 7.49 6.25
Asia 4,062 3,594 -11.53 32,189 25,188 -21.75 3.46 .983 15.13 22.07  23.35 5.84
Middle E 22,193 16,081 -27.54 4,331 3,438 -20.62 .838 17.80 5.71 2.97 3.19 7.36
cis 12,754 7,720 -39.47 20,393 13,116 -35.68 10.858.55 21.24 13.98  12.16 -13.01
Africa 7,480 8,874 18.63 3,176 2,220 -30.10 6.36 829. 54.36 2.18 2.06 -5.46
LT 33,251 28,727 -13.61 18,785 15,405 -17.99 28.2931.80 12.42 12.88  14.28 10.92
MLT 40,681 28,707 -29.43 47,148 29,240 -37.98 34.6131.78 -8.17 3232 2711 -16.12
MHT 40,901 30,589 -25.21 68,210 53,088 -22.17 34.8033.86 -2.68 46.76  49.22 5.27
HT 2,709 2,307 -14.84 11,734 10,120 -13.75 230 525 1081 8.04 9.38 16.65
Overall 117,542 90,330 -23.15 145878 107,854 26.0

Notes Income classifications according to the World Batassification: LI=Low Income; LMI=Lower Middle
Income; UMI=Upper Middle Income; Hi=High Income &able Al). Regional classifications according to
the World Trade Organization classification (See TahlB. Industry classifications according to the OECD
technology intensity classification: LT= Low-techtLT= Medium-low-tech; MHT= Medium-high-tech; HT=
High-tech (See Table A3).
Source TURKSTAT, author’s own calculations.
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