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Abstract: This study examines the relationship between tourism expansion and economic
performance in Turkey over the period of 1963-2006. Empirical analysis carried out
employing the VAR procedure indicates the presence of one cointegrating vector among real
output, real tourism receipts and real effective exchange rate and tourism has a long-run
effect on output. In addition, test results show the presence of one-directional causality
indicating that tourism and exchange rate causes output.
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INTRODUCTION

Today, the importance of tourism as a major source of income is recognised by all countries in
the world. According to the World Tourism Organisation (WTQ) 806.8 million people traveled to a
foreign country in 2005 spending more 682.7 billion dollars, making tourism the world’s number one
export earner, ahead of automotive products, chemical, petroleumn and food. Despite downside risk
facing global tourism last 4 years, in particular terrorism, Irag-USA conflict, rising oil prices, Thailand
and Maldives tsunami in 2004, 842 billion people traveled around the world and spent approximately
715 billion dollars in 2006.

In parallel, countries engaged in fierce competition to increase their shares in the world tourism
since the tourism industry generates substantial economic benefits to host countries. Especially for
developing countries facing foreign exchange constraint, promoting tourism became a primary policy
goal because tourism carnmings contributes significantly to the economic performance of the host
country by removing the balance of payments deficits, which in turn increases the availability of those
imported inputs that have no domestic substitutes and are crucial for production (Nishimizu and
Robinson, 1986; Balagner and Cantavella-Jorda, 2002). Other tourism-generated benefits involve
increasing employment, additional source of income for households and governments (Oh, 2005,
Henry and Deane, 1997, Szivas and Riley, 1999; Durbarry, 2002; Khan ez af., 1990).

Over the years, Twrkey has emerged as a popular tourist destination for many Europeans, often
competing with Greece, Ttaly and Spain. According to travel agencies, 31 of the 100 best hotels of the
world are located in Turkey. In the year 2005, Turkey hosted 21 billion tourists and earned 18.2 billion
dollars in total and around 680 dollar per tourist. The latest figures indicate that the tourism is the most
dynamic and fastest growing sector in Twkey (Tosun, 2001; Tosun ef af., 2003). It is also the second
most important source of foreign currency earmngs. Tourist arrivals and tourism receipts has been
rapidly increased since 1970. While the share of tourism receipts in GDP was ouly 0.5% in 1970, it
rapidly increased to 1.5% in 1980, 2.8% in 1990 and reached to 4.6% of the GDP in 2006.

Although the tourism sector has grown rapidly in Turkey, researchers have paid little attention
to the empirical analysis of the contribution of the tourism sector to the Turkish economy. Kasman
and Kasman’s (2004) and Giindiiz and Hatemi’s (2005) studies are some of those that paid attention
to the issue of the relation between economic growth and tourism, in which the authors found that the
TLG (tourism-led growth) hypothesis was valid for Turkey. The aim of this study is to make
empirical analysis of the role of tourism on the level of output in Turkey and make inferences
about policy makers.
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TOURISM EXPANSION AND ECONOMIC PERFORMANCE

In contrast to the empirical literature on the export-led growth hypothesis which investigates the
relationship between traded-goods and economic growth (Paul and Chowdury, 1995; Moosa, 1999;
Fountes, 2000; Balaguer and Cantavella-JTorda, 2001), the studies that investigate the causal
relationship between non-traded goods, such as tourism and economic growth are limited in mumber
and provide mixed results. Empirical studies undertaken by Balaguer and Cantavella-Jorda (2002) and
Dristakis (2004) for two important tourism destination countries, Spain and Greece respectively,
provides a support for the tourism-led growth hypothesis, which considers tourism as being a major
determinant of long-run economic growth. Balaguer and Cantavella-Jorda (2002), in their study for
Spain, tested the tourism-led growth hypothesis and the direction of causality over the period 1975
to 1997. Estimation results indicate that tourism-led growth hypothesis holds for Spain and the
direction of causality goes through tourism to long-run economic growth.

In a similar study, Dristakis (2004) investigated the effect of tourism on the long-nin economic
growth for Greece over the period of 1960-2000. The results of the study shows that GDP, real
effective exchange rates and international tourism earnings variables are cointegrated but there exists
bi-directional causality between economic growth and tourism and between economic growth and real
exchange rate. Drstakis (2004) concludes that both tourism-led growth and growth-led tourism
hypotheses hold in the case of Greece.

However, Oh (2005) argued that whether tourism-led growth hypothesis holds for a country is
closely related to the extent that tourism accounts for a significant part of its GDP. The author tested
this argument making use of South Korean data over the period from 1975 to 2001. Empirical results
of the study indicate no long-run relationship between economic growth and tourism. In addition, the
author provides evidence on economic growth caused tourism rather than the other way around.

Kim et al. (2006) enquire whether Oh (2005)'s argument can be generalized making use of
Taiwan's data, which is very similar to South Korean data in terms of the share of tourism in GDP for
the period 1956-2002. The authors examined the long-run relationship between economic growth and
tourism and tested the direction of causality among these variables. The results indicate that there is
a long-run equilibrium relationship between economic growth and tourism and a bi-directional causality
between the two factors. In other words, in Taiwan's case, tourism and economic development
reinforce each other.

Taken together, the empirical evidence suggests that tourism has a long-run impact on economic
growth for those countries in where the share of tourism in GDP is relatively higher, indicating that
tourism affects long-run growth after some threshold level. In this respect, we expect that tourism
expansion contributes economic growth significantly in Turkey since the tourism sector is the most
dynamic and fastest growing sector and tourism accounts for a significant amount of GDP in Turkey.

RESULTS AND DISCUSSION

Variables subject to empirical analysis in this study determined based on the previous empirical
work on the relationship between economic growth and tourism. The data is annual data on real Gross
Domestic Product (GDP), Real Effective Exchange Rate (REER) and real total tourism receipts (TY)
covering the period 1963-2006. All data has been taken from the Central Bank of the Republic of
Twkey (CBRT) electronic data delivery system and Turkish Statistical Institute (TSI) (Table 1). Real
tourism figures are obtained by deflating nominal tourism receipts by Consumer Price Index (CPI). All
variables used in the empirical analysis are transformed variables by the use of natural logarithms.
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Table 1: Definitions of variables

Variables Definitions Source
LGDP Natural logarithm of real gross domestic product of Turkey CBRT
LTY Natural logarithm of real total tourism income of Turkey TSI

LREER* Natural logarithm of real effective exchange rate of Turkey CBRT

*#: Increases in LREER show the revaluation of the domestic cumrency because exchange rate is defined as foreign currency
per unit of domestic currency

Table 2: Augmented Dickey-Fuller and Phillips-Perron statistics for unit root tests

With intercept With intercept and trend
Variables LGDP LTY LREER LGDP LTY LREFR
ADF* -1.851{0) -1.732 (0) -1.655(0) -1.7820(0) 1.680(0) -L156(0)
PP 24647 L3 -L671(D) -1.485(2) -1.680(0) -L182(1)
Variables ALGDP ALTY ALREER ALGDP ALTY ALREER
ADF* -5.554(0) -5.215(1) -6.443(0) -5.859(0) -5.430(1) -6.616(0)
PP -5.056(5) -5.398(2) -6.444(2) -5.047(10) -5.601(5) -6.801(5)

The selection of lag lengths for the ADF tests and the truncation lags for the PP test is determined based on the Schwartz
Information Criterion (SIC) and the Newey-West bandwidth criterion, respectively, *: Indicates that the null hypothesis
is rejected at the 5% level

Recent research on time series analysis shows that many macroeconomic time series contain unit
roots and non-stationary regressors may invalidate most of the standard empirical results (Engle and
Granger, 1987; Enders, 1995). Therefore, it is important to determine the stochastic properties of the
series (whether a particular series is stationary at levels or difference stationary) before undertaking
a modelling exercise in order to avoid spurious results. Such an analysis was undertaken for each of the
variables of interest considered at levels using the Augmented Dickey-Fuller (ADF). The ADF
statistics were calculated for the LGDP, LTY and LREER series including intercept and trend in the
underlying Dickev-Fuller regressions. Considering the fact that in the presence of a structural break
in a stationary series ADF test may reject the null of a unit root process where as in fact it is
stationary, we also tested the level of integration of series using the Phillips-Perron (PP) test. In both
cases, the selection of the number of lags is carried out using the Akaike Information Criteria (AIC).
The results of the ADF and PP tests computed over the sample period for the levels and first
differences of variables are shown in Table 2.

Inspection of the results table shows that the null hypothesis of unit root cannot be rejected in
levels of variables but it is rejected in their first differences indicating that the variables considered are
integrated of the same order 1, I(1).

Having established that our variables are integrated of the same order 1, we proceed with the
multivariate Vector Autoregression (VAR) approach developed by Johansen (1988) and Johansen and
Juselius (1990) to examine whether there is a long-run relationship among LGDP, LTY and LREER
series. The VAR methodology is a better approach to investigate the long-run relationship because it
approximates well the unknown model of the true economic structure by taking the dynamic
interactions into account among the variables in the system. The selection of the optimum lag length
in the underlying Vector Autoregression (VAR) model is carried out using the Schwarz’s Information
Criterion (SIC), Akaike Information Criterion (AIC) and Harman-Quinn (HQ) criteria. The SIC, AIC
and HQ criterions yicld a VAR (1).

The inspection of Table 3 indicates that the null hypothesis of no cointegration (r = ) among
the variables is rejected in favour of the general alternative r = 1 since the trace statistic is 30.06, which
is above the 95% critical value of 29.80. In addition, the midl of r = 1 can not be rejected at a 5% level
of significance. The maximum eigenvalue tests also show that the null hypothesis of no cointegration
(r=0)is rejected at 10% and the mull of r =1 is rejected at 5% level of significance the presence of
only one cointegrating vector, r = 1. Taken the results provided by the trace and the maximmum
cigenvalue tests together, it can be concluded that there is only one cointegrating relationship among
the three variables subject to empirical analysis.
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Table 3: Johansen-Juselius maximum likelihood cointegration tests

Trace test Maximum eigenvalue test

959% critical 959% critical
Null Alternative Statistic value Null Altemative Statistic value
r=0 r«1 30.06% 29.80 r=0 r=1 20,68 21.13
r<l r«<2 .38 1549 r<l r=2 6.27 14.26
r2 r<3 3.10 3.84 r<2 r=3 3.11 3.8

Tn the determination of lag length in the VAR model, the Schwarz’s Information Criterion (SIC), Akaike Information
Criterion (ATC) and Hannan-Quinn criteria (HQ) are employed, *: indicates that the null hypothesis is rejected at 5%
significance level and **: denotes statistical significance at 10%&. r stands for the number of cointegrating vectors

Table 4: Granger causality tests, 1963-2006

Null hypothesis F-statistic Probability
LTY does not granger cause LGDP 8.46889 0.00588*
LREER does not granger cause LGDP 9.05477 0.00452%
L.GDP does not granger cause LTY 1.24731 0.27073
LGDP does not granger cause LREER 0.00465 0.94595
LREER does not granger cause LTY 0.00028 0.98684
LTY does not granger cause LREER 0.15142 0.09925

*: Indicates that the null hypothesis is rejected a the 196 level

The estimates of the long run cointegrating vector and corresponding t-values are presented
in Eq. 1. Examination of the Eq. 1 shows that the tourism receipts have a positive and statistically
significant long-run effect on output level in Turkey. Interestingly, the positive and statistically
significant coefficient on the effective exchange rate implies that the revaluation of the domestic
currency increases the level of output in the long-run.

LGDP = 1.8476 Cons+0.2942 LTY+0.2704 LREER (1)
(19.4834) (2.2145)

Although this finding seems counter-intuitive, there is well documented literature which shows
the revaluation of domestic currency has a positive impact on output level. This relationship betwesn
economic growth and real appreciation stems from a differential productivity growth between the
manufacture of traded goods and non-traded goods and services internationally and known as the
Balassa-Samuelson effect. Such anappreciation over the long term has been evident among fast growing
countries, such as Japan, Korea, Taiwan Province of China, Singapore and Hong Kong (Caramazza and
Aziz, 1998). Bahmami-Oskooee (1992), Bahmam-Oskooce and Rhee (1996), Kamin and Rogers (2000),
Faria and Leon-Ledesma (2003) and Lommatzsch and Tober (2004) provides evidence on this
hypothesis.

Considering the discussions about the direction of causality among tourism and long-run growth,
we carried out the Granger Causality test to determine the direction of causality among LGDP, LTY
and LREER variables in the case of Turkey (Table 4).

As evident from the inspection of the table, the null hypotheses that both the LTY and LREER
do not cause the LGDP are rejected at 1% level of significance implying that there is one-way causality
going through the tourism receipts and the real effective exchange rate to the level of output. In
addition, we found that the null hypothesis that LTY (LREER) does not cause LREER (LTY) could
not be rejected at 5% level of significance indicating the lack of causality among these variables. These
results imply that Turkey has exceeded the threshold level in tourism, which is measured by the share
of tourism in GDP and therefore it is expected that the contribution of tourism to the economic
performance of Turkey will be higher in the long-run.
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CONCLUSION

The main goal of this study was to assess the relationship between tourism expansion and
economic performance and to test the direction of causality among these variables using Turkish data
over the period of 1963-2006. The estimated VAR model showed that there is only one cointegrating
vector among real output, real tourism spending and real effective exchange rate and tourism has a long-
run effect on output. In addition, causality test results indicated the presence of one-directional
causality going through tourism and exchange rate to output. Obviously, these findings indicate that
the threshold level in tourism has been exceeded and the tourism industry contributes substantially to
the economic performance in Turkey. In this sense, it can be argued that the tourism receipts can be
regarded as a stable source of foreign currency in Turkey and the payoff of economic policies directed
to develop tourism will be higher in the long-run.
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