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ABSTRACT 
 

This paper identifies the risks associated with investing in the Turkish stock market. We find that Turkish 
firms are more volatile than firms in countries that have recently joined the EU (our control group) and 
that the excess volatility is significantly associated with higher financial and economic risks rather than 
fundamentals. Additionally, firms’ fundamentals are as important as country risk factors in explaining 
stock risk premiums for the control group, while the combined effect of country risk scores has a greater 
impact on risk premiums than firms’ fundamentals alone for Turkish firms. Also, while Turkish stocks are 
sensitive to all country risk factors — economic conditions, international openness, investment profile, 
conflicts, and social tensions — stocks of the control group are mostly affected by only two factors, 
namely social tensions and economic conditions. Finally, some risks have become less relevant as a result 
of the changes in legal, political, and economic policies that occurred from 1999 to 2004 (the candidacy 
period for EU membership). Overall, Turkey has been quite successful at pursuing reforms since it began 
its candidacy for the EU.  It has liberalized its political system and relaxed restrictions on freedom.  It 
has also reduced hyperinflation, strengthened its currency, lowered interest rates, and provided more 
stable growth in GDP.  However, political stability and financial and economic development appear to be 
issues for Turkey in its quest to become an EU member. 
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INTRODUCTION 
 

urkey formally applied to join the European Community (now, the European Union) on April 14, 
1987. It was officially recognized as a candidate for membership on December 10, 1999. The hope 
of joining the EU has driven major reforms in Turkey, including economic liberalization, human 

rights protection, and greater civilian oversight of the military. In 2002, the EU outlined the political and 
economic conditions that Turkey would have to satisfy before formal accession talks could begin. The 
criteria required that Turkey have a functioning market economy and stable institutions that guarantee 
democracy, the rule of law, and human rights.  
 
Since commencing its official candidacy for membership in the EU, Turkey has pursued reforms 
involving liberalizing the political system and relaxing restrictions on freedom and human rights. It has 
abolished the death penalty, adopted measures to promote independence of the judiciary, and reformed 
the prison system. In addition, Turkey has modified its penal legal environment. Military and police 
powers have been somewhat lessened and the administration of justice has been strengthened. Turkey has 
also started economic and financial reforms leading to reduced hyperinflation, a more fairly valued 
currency, lower interest rates, and a decreasing amount of past-due loans which used to account for more 
than 20 percent of all banking system credit. With $39.5 billion of assistance from the International 
Monetary Fund, it has shrunken the pension system, downsized the public sector, and reformed 
bankruptcy law. By mid-2004, inflation was reduced to 13 percent, its lowest level in almost 30 years, 
and Turkey's GDP growth for 2004 was around 5 percent.  
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