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ANATOMY OF THE RECENT CRISISIN TURKEY
Nazim Kadri Ekinci

Turkey has been a chronic high inflation countrgmothe past fifteen years.
In the second half of the 1990s, fiscal balanceBurkey deteriorated rapidly
resulting in an unsustainable domestic debt accatiom. Moreover, the
counterpart to domestic debt was short-term extdiadalities intermediated
by the banking system. Against this background,heeda-year stand-by
programme was initiated in 2000. The programmeg&rhange rate-based
programme with quasi-currency board arrangemenas, lvailed as the final
chance to root out inflation. However, within letb&an a year, a liquidity
crisis developed and risks inherent in the systeenewnaterialised. Given
the quasi-currency board arrangement, the liquiditisis can only be
explained by reversal of capital inflows. As a fgsthe domestic debt
market collapsed, the programme was terminatedtlem@xchange rate was
left to float. Given the highly-leveraged privatector, higher interest and
exchange rates resulted in a severe recessionwfageeement with the IMF
was reached and fresh funds amounting to over USHllibns were made
available to Turkey. The long-term aim of the newgramme is to complete
the structural reform agenda and resume sustaingbdevth. But the
formidable short-term task of domestic debt sengaiemains to be the main
problem.

1. INTRODUCTION

Turkey embarked on an ambitious IMF-supported, argk rate-based
programme in 2000, which was publicly presented aas inflation
reduction programme. The programme was accompdyiedeasures of
strong fiscal performance and structural reform.weheer, it was
seriously impaired after only eleven months wittegere liquidity crunch
that exposed long-standing structural weaknesséwitbanking system.
The programme never really recovered from the tilrmdovember and
it was finally abandoned three months later in Betyr 2001.
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The purpose of this paper is to provide an accoftirthis episode.
After reviewing the problems prior to the initiatiof the programme,
developments that led to its demise are preseltedthen reconsider,
in the light of post-crisis information, the inheteweaknesses in the
design of the programme. Our main contention i$ the programme
understated the domestic debt problem and thetstalaveaknesses in
the banking system, the main holder of domestid dettruments. The
problem with its full implications was only recoged after the crush
and a new programme is under way at present. Afteref review of
the immediate aftermath of the crisis, the papedsewith some
concluding remarks.

2. ABRIEF OVERVIEW OF MACROECONOMIC
DEVELOPMENTSIN THE 1990s

The main macroeconomic indicators for Turkey arewshin Table 1.

The economy was characterised by high and variafiion, together
with fluctuating growth rates throughout the 199MSs interesting to
note that the economy was not experiencing anywuwtly current

account problems, especially after 1994. Despitg the external debt
stock increased from USD66 billions at end-199W8D103 billions by

the end of 1999. Over the same period, the extetell of the public
sector increased by only USD4 billions. Consequetite rest of the
increase was attributable to the private sectoD®@8illions being an
increase in the short-term borrowing of the banlgpstem. This pattern
of external debt accumulation reflected the bagicblem that the
economy was facing, namely the high and increaginiglic deficits

financed by private capital inflows.

The monetary policy setting, especially after 199&s conducive to
short-term capital inflows. This is illustrated @hart 1. Throughout
1999, and the same picture applies to all of theogde the rate of
depreciation was systematically below the costhairtsterm funds that
could be obtained from the Central Bank (the CBoregte), and there
was a good margin of profit from funding a portiolof government
domestic debt instruments by borrowing in termganéign exchange.
But the same policy also perpetuated the debt fugldth the absence of
a fiscal effort to eliminate the need for borrowing

Public finances were burdened by high and increasitierest
payments on domestic debt, and towards the ertieadieécade, the pace
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Table 1. Main Indicators, Turkey

Inflation| GNP Growth PSBR/GNR Interest/t GNP CAB/GNP
1990| 60,3 9,4 7,4 5,1 -1,7
1991| 66,0 0,3 10,2 6,1 0,2
1992| 70,1 6,4 10,6 6,2 -0,6
1993| 66,1 8,1 12,0 8,2 -3,5
1994| 106,3 -6,1 7.9 10,8 2,0
1995| 89,1 8,0 5,0 9,5 -1,4
1996| 80,4 7.1 8,6 10,4 -1,3
1997| 85,7 8,3 7,7 8,8 -1,4
1998| 84,1 3,9 9,0 12,6 1,0
1999| 64,9 -6,4 15,3 16,3 -0,7

Source: State Planning Organisation.

Notes: Inflation figures are average annual peeggthanges of CPIl. PSBR:
total public sector borrowing requirement. Interésterest payments of the
public sector, CAB: current account balance.

CHART I: MONTHLY INTEREST RATES
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Source: The Central Bank.

Notes: Government Debt Issues and CB Repo Ratemarghly rates that
compound to the actual realised rates in the ratetmme period. The Rate of
Depreciation is the average rate of depreciatioa basket (USD1 + DM1.5)
over the previous month. In December of both yetlwere were no Treasury
debt issues.
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of increase of interest payments was clearly uasuele. This, in fact,
was the diagnosis of the Letter of Intent of Decem®, 1999 that
Turkey submitted to the IMEThe fourth paragraph of the Letter reads,
“Moreover, these high real interest rates, togethigh a weak fiscal
primary position, have pushed public finances oatounsustainable
path. Public sector debt...is projected to increasenf44 percent of
GNP at end-1998 to 58 percent of GNP at end-19B& leaves Turkey
vulnerable to swings in international financial rkats’ confidence.”
(Emphasis added).

In other words, as of the end of the decade, Turkeyile in
economic difficulty with a long history of inflatito and accumulated
problems as reflected in high and fast increasingip debt, was not in
immediate crisis, but was prone to crisis. Morepike approaching
crisis would originate from the banking sector. sThls because most of
the domestic debt instruments, constituting thegdst portion of the
total public debt, were held by the banking sectohich in turn
financed the government securities portfolio by rsterm capital
inflows. This explains the reference to the “swingsinternational
financial markets’ confidence” in the Letter ofént?

3. THE PROGRAMME

Against this background, a three-year stand-byeagest with the IMF
was concluded on 2%2December 1999, and an ambitious programme
was initiated as of January 2000. The programmeséiat reducing
consumer price inflation to 25% in 2000, and togkndigits by end-
2002. The other important aim was to first stabikd then reduce the
total debt to GNP ratio, the end-programme targ&id54.75% of GNP
from a realised 61% as of end-1999. There was afsambitious
structural reform and privatisation agenda as showrable 2.

! This and other related documents are available on theagds of the IMF.

2 The World Bank, and surely the IMF, knew the weaknesses ifiutiésh banking
system. The President of the World Bank J. Wolfensohn vi3itekey in May 2000
and addressed a Bankers’ Association meeting in Istarkedording to press reports
“by referring to the weaknesses in the banking sectoouthSAsia prior to crisis, he
drew attention to the weaknesses in the banking sectoreguiititly called for a
consolidation in the Turkish banking system”, Erdatl&a, Hurriyet (Newspaper), 29
May 2000. For a recent assessment of the banking systdiorkey see A. Ertugrul
and F. Selcuk (2001).
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But by far the most important and urgent aim wagyémerate a
sustainable path of public finances and public .d€bée programme had
“three pillars: up-front fiscal adjustment, struetureform and a firm
exchange rate commitment” (Letter of Intent of Daber 9, 1999). The
fiscal adjustment envisaged a primary surplus @¢@2of GNP (3.7%
excluding earthquake-related expenses amounting5% of GNP) in
2000. In the remaining two years of the programimne,primary surplus
was projected to reach 5.5% of GNP. Moreover, tmegramme
undertook to transfer privatisation revenues to Tmeasury for debt
reduction. In other words, the usual case for figa#ion, such as
increased efficiency, was put aside and the salpublic assets was
explicitly associated with the debt reduction swmggt The same
perspective motivated the structural reform agendach “...aims at
making sustainable over the medium term the fisadjustment
implemented in 2000, lowering the burden of intepegyments on public
sector debt, improving transparency and economiciexicy, and
reducing the contingent liabilities of the publiector.” (Paragraph 38.)
Other than paying lip service to “improving transgey and economic
efficiency”, the structural reform agenda was agdéarly subordinated
to the debt reduction strategy.

Table 2. Structural Reform M easur es of the Letter of I ntent

Agricultural Policies The medium-term objective w#&s phase out
existing support policies, such as support pricing
and purchasing and credit subsidies that burden
public finances, and replace them with a direct
income support system targeting poor farmers. In
the interim, existing support policies were to take
into account the programme targets.

Pension Reform Social security reform was to bepedeed by
undertaking administrative reforms to improve
coverage and compliance and more importantly by
creating the legal framework for private pension
funds.

Fiscal Management Extra Budgetary Funds totallidg were to be
phased out gradually by June 2001.

Tax Policy Pledged to broaden the tax base but pewifc
measures were given.
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Privatisation Listed 16 publicly owned enterprisés be

privatised in 2000. A further list of public
companies for the privatisation programme in 2001
was to be prepared in time. Turk Telekom and
energy sectors were to be subjected to the Turkish
commercial code (prior actions) with a view to
preparing them for privatisation.

Banking Regulations The Banks Act was to be amendestrengthen

prudential standards, to increase transparency and
independence of the Banking Regulation and
Supervision Agency. Two major state-owned
banks were to be commercialised with an eventual

privatisation goal.

The last pillar, namely the “firm exchange rate coitment” or the
monetary policy setting, was a pre-announced cr@wjpeg regime.
Accordingly, a gradually declining monthly rate dépreciation of a
basket (1 USD + 1.5 DM or 0.75 Euro) was announfoedeighteen
months. The cumulative rate of depreciation byeahd of 2000 was to
be 20%, and by the end of June 2001 it was anndutaceeach 26.3%.
From July 2001 onwards, the basket rate was toefietd fluctuate
within a widening band. By the end of 2002, the cbavaes to reach
22.5%. In other words, there was a pre-announceceategy from the
peg, reflecting the lessons learnt from previousesr in Mexico and
Asia where fixed rate regimes were maintained aJeng period.

Furthermore, the programme set floor targets fer tiet foreign
assets of the Central Bank. The net domestic ast#tie Bank were to
be maintained within a band around its value asnol-1999. The band
value was to be determined as 5% of the monetasg ba the end of
each quarter. The meaning of these measures is dlba Bank was
committed not to sterilise changes in its foreigseads, and liquidity
would be created only through the acquisition ofefgn exchange,
amounting essentially to a quasi-currency boarangement.

The monetary policy leg of the programme, thusmiised the
policy that the Bank was covertly following in ti€996-1999 period.
With hindsight, it is clear that the monetary pyglisetting was
particularly conducive for the debt reduction st as well as



Anatomy of the Recent Crisis in Turkey 95

providing a nominal anchor for inflation reductioRre-announced
slower currency depreciation was beneficial forphélic sector on two
accounts. First, the domestic currency equivaleintexternal debt
servicing by the public sector would be lower, r@dg the domestic
borrowing of the public sector. Second, it woultbal a fall in interest
rates, reducing the interest burden of the debtveGithat the
unsustainable debt dynamics were driven by evdrdniginterest
payments, this was the main element of the delictexh strategy.

4. DEVELOPMENTSIN 2000

The basket rate of depreciation was maintained rdoop to the
programme targets and gradually declined to 1%npamth in the last
guarter (see Chart 1). The average cost of domestiowing also came
down sharply and remained more or less constanttbeeyear with an
average of 2.5% per month. The margin betweenateeaf depreciation
and the cost of borrowing narrowed substantiallyeagisaged by the
programme. However, unlike the previous year, thertsterm interest
rate remained above the interest rate on domesbt idsues, with the
exception of the summer months when foreign exchazaynings are
higher thanks to tourism. This reflects the quasrency board nature
of the arrangement, whereby the Bank lost all adrarver short-term
rates. The sudden hike of the short-term rate ipteé®aber is
noteworthy. In short, by the beginning of the lgstrter, the market
participants must have sensed that there was nsibjpldg of further
falls in the interest rates despite an even slowtr of depreciation.
This observation will be important in later disdoss.

As for general macroeconomic developments, theoowcwas in
accord with those observed in other exchange rased stabilisation
programmes (Calvo and Vegh, 1999). Accordingly, ¢havergence of
inflation was slow. While the target for the rafedepreciation was met,
CPI (WPI) inflation turned out to be 39% (33%) atsia target of 25%
(20%). There was, thus, a sizeable real appreniaifoTL. The real
activity recovered sharply and GNP growth for tlearywas 6.1%. The
current account recorded a record deficit at aroGfd of GNP or
USD9.8 billions. The increase in economic activigd the record
deficit were accompanied by a rapid expansion ahroercial bank
credits. Of the USD8.4 billion increase in commakdtiank credit to the
private sector over the year, USD6 billions wenthi® household sector.
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The latter reflected the surge in the demand farsamer durables
including imported goods taking advantage of loteiiast rates.

The government was successful in meeting the téogdhe primary
surplus, which was realised at 2.8% of GNP agairarget of 2.2%. In
the structural reform and privatisation sphere, éxmv, the progress was
not satisfactory. Only 50% of the privatisationgetr (USD7 billions =
3.5% of GNP) could be realised. This meant that dhbt reduction
strategy could not proceed as fast as envisagédebyrogramme. Some
structural reform measures undertaken by the pnogra were carried
out, but in two important areas, namely state bamd Telekom, there
was considerable political resistance and no pesgceuld be achieved.
The two cases became test cases for the resoltree ajovernment in
carrying out the programme.

In short, by the end of the third quarter, the ecoy had realised a
current account deficit of USD6.8 billions (Tablg, 3he scope for
further falls in interest rates was bleak, and vesrconcerning the slow
progress of structural reform were mounting. Moexpwuring the
preceding months, the Banking Supervision Authordyealed large-
scale corruption within several small banks thatrevéaken over
previously. Public attention turned to banks arel tthugh stance of the
Supervision Authority increased the expectationgusther operations
towards the banking system. That is, the main inégliary for capital
inflows (the main pillar of the programme) was simyv signs of
weakness.

Table 3. Balance of Payments, USD Billions

1998] 1999] 2000] 200011 20001f 20001y 2001}
CAB 20| 14| 23] 33| 1.2 3,00 04
KAB 08 | 47| 34| 45 3,0 15 59
PORTFOLIO | -6,7| 34| 21 16 2,3 50 29
(GOVERN) - - 17 18 2.1 04| -072
RESERVES | -04| 52 08 -14 -04 54 6,6

Source: Central Bank

Notes: CAB: current account balance, KAB: capitalcaunt balance,
PORTFOLIO: Net Portfolio investment, GOVERN: Netrifolio investment
in government issues, RESERVES: Change in offidalerves (- indicates
increase). 2001 figures cover the January-May gerio



Anatomy of the Recent Crisis in Turkey 97

Despite these tensions, the fate of the “firm ergea rate
commitment” was not in serious question. off o8 November, the last
Treasury auction for the year was successfully detagd. On November
20, 2000, however, the outlook suddenly changeteDrby a liquidity
shortage, short-term interest rates started ingrgat® reach 200%
within days and, in the same week, the Central Bmsk USD2.5
billions in reserves. The following is the IMF'saunt of the onset of
the crisis:

“The crisis was triggered by the rumoured withdraefaexternal credit

lines to Turkish banks and, in turn by two largeKizsh banks to a mid-
sized bank investing heavily in the government gdes market,

combined with a scaling back in its funding in tirgernational

syndicated loan market. As a result, the bank wasefl to sell a large
chunk of its T-bill holdings, pushing yields ababe stop-loss levels of
foreign investors and other local banks, thereliggéring a massive
closing of positions and prompting primary deatersuspend trading in
government paper. Foreign investors’ concern allootestic banks’ net
foreign exchange exposure, and the quality of tliemvard cover

exacerbated the rush for the exit.” (IMF 2001, p.8)

With the onset of the crisis, liquidity became ewghter due to
capital outflows and the banking system at largeab® under threat.
To avoid a full-scale collapse of the banking systéhe Central Bank
suspended its targets on net domestic asset aptieslipquidity to the
system. “An initial injection of liquidity by the BT (Central Bank of
Turkey) led to a slight easing of tensions, butang injections raised
concerns about the sustainability of the exchaatg negime leading to
an acceleration of foreign exchange outflows in filkowing week.”
(IMF 2001, p.8) Thus, the authorities came to fabe choice of
abandoning the exchange rate system or revertitiget@uasi-currency
board regime and they chose the latter. In the &icengoing capital
outflows, short-term (overnight) rates soared tmadt 2000%. The
mechanism that was supposed to reverse capitalowstf namely
higher interest rates, was not working, given tbkapse of confidence
in the banking system and the sustainability ofekehange rate regime.

The economy was experiencing the force of the “gwinn
international financial markets’ confidence” théetprogramme was
trying to avoid. The Central Bank lost about USDIfidms of reserves
within two weeks and the collapse of the progranuoald only be
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avoided with fresh funds from the IMF. On Decemigerthe IMF
approved a Supplemental Reserve Facility (SRF) ngakidditional
USD7.5 billions of funds available to Turkey, bring the total
available to around USD10 billions.

With this injection of fresh funds and renewed sapgdrom the
IMF, the collapse of the programme was avoidedtifier time being.
However, the three weeks’ turmoil left deep marks the banking
system. The “mid-sized bank investing heavily ire tgovernment
securities market”, namely Demirbanknd two other banks were taken
over by the deposit insurance fund because thedds®y incurred over
their government securities portfolio exceededrtbguity. The banking
system in general suffered heavily in terms ofisedl losses over their
portfolio of government debt instruments. The upsbfothe crisis was
that the market for government debt securitiesapsikd. The primary
dealership system, Demirbank was one of the prindeglers, was
abandoned. Banks were now carrying illiquid assetshe form of
government securities. Moreover, their access terpal finance was
heavily impaired.

5. THE COLLAPSE OF THE EXCHANGE RATE SYSTEM
The new Letter of Intent (fBDecember) brought an important change

to the conduct of monetary policy. While the exdeanate targets were
maintained according to the original Letter, thadaystem for the net

% The fate of Demirbank had much in common with the fate oftbgramme. It later
became evident that Demirbank had purchased almost 1%4bthe Treasury issues
earlier in the year. Relying on the best scenario, #rk lwas expecting handsome
capital gains towards the end of the year when interest vass expected to fall
further in line with the decelerating rate of deprgoia That is, in line with the
expectations of the programme, more capital would be attréoteards the end of the
year as the programme matured, and the bank would be in tBopdsi empty its
portfolio of government securities with a profit. In faste see from Table 3 that
private capital inflows were not as strong even durimgfitst three quarters. During
the first three quarters, portfolio investment amountetd $D6 billions, but USD5.6
billions were through the government. Note also thatctigtal inflows due to the
government sale of securities amounted to more thanohdlie cumulative capital
account balance over the first three quarters (USD10.9 billibmghe last quarter,
there were no government external issues according fioatscing programme. Thus,
an important source of capital inflows and liquidity drigal and private inflows did
not replace this source, contrary to expectations.
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domestic assets (NDA) was replaced with specifietings for the

NDA. This meant that while the Central Bank was altdwed to inject

liquidity into the system by means other than agqgiforeign assets, it
could now sterilise capital inflows so as to cheeidue falls in short-
term rates. The overall post-crisis monetary sgsateas to clear up the
excess liquidity created during the crisis and n@@ma high enough
interest rate to recover the reserve losses dBémk. This was clearly a
knife-edge strategy. Given that the rate of deptam was going to fall
below one percent from January 2001 onwards, a sigiit-term rate
structure maintained for too long would eitherattrcapital inflows as
envisaged or would result in the complete loss béaay weak

confidence.

With this strategy, about USD4 billions returnedhe Central Bank
in January. But this was from within the countryainty the banking
system. In the Treasury auctions of January 208 average monthly
rate was 4.2% (Chart 2), which compounds to ovét @dnually, against
the programme target of at most 15% dollar ratdegireciation over the
year. This disproportionate parity in favour of tA& should have
attracted foreign investors, but it did not. Intfaas we now know, mostly
Treasury-controlled banks, i.e., public banks anksataken over by the
deposit insurance fund, were participating in theaSury auctions.
Private banks, with fresh memories of Demirbankngdaken over for
investing in government securities, and continuimgegister losses on
securities purchased in 2000 at an average mordkdyof 2.5%, were
reluctant to accumulate further assets with dubibmgsidity. Foreign
investors were obviously reluctant to take new tpmss in Turkey in the
light of fresh information on the health of the kisng system.

In a way, the Treasury was selling securities teelif and
presumably, the market participants at the timenktid@s. The aim of
generating a sustainable debt dynamics had cotlapgé the collapse
of the market for government securities. With fgreinvestors out of
the market, it was not possible to roll over thbtdgock, the extent of
which was only revealed after the crisis, as wdl sea below.

The spark finally came on T9February, when the Prime Minister
abruptly ended the National Security Council megtiuring which he
had a row with the President over anti-corruptiohiqy, and declared that
there was a “serious crisis.” Within hours bankacptl buy orders of
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USD?7 billions of foreign exchange with the CentBank to be cleared
the following day. The next day about USD3 billiook orders were
cancelled because ordering banks could not raiseTthequivalent of
their orders. The reason turned out to be that thegrnight lending to
state banks did not return, as these banks werecoawletely illiquid.

Driven by the immense liquidity needs of public karand insatiable
demand for foreign exchange, overnight rates sdartittee digit figures,
occasionally reaching 7000%, and the payments raystas virtually

paralysed. The TL was finally left to float on A& of February.

CHART 2: MONHTLY INTEREST RATES
o / \
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T00Z

Source: The Central Bank.
Notes: For definitions see Chart 1.

6. WHAT CAUSED THE CRISIS?

There has been a lively discussion over the caa$ethe crisis'

Arguments range from unsustainable real exchantgs rand current
account balance, implementation problems such @s progress on
structural reform, political risk, the inadequaésponse of the Central
Bank, on IMF’s advice, to the liquidity problem November, according

4 Exchanges between academics, columnists, and IMF offfais taken the form of
letters to the Editor of the Financial Times (March 18y 12, 2001). See the Turkey
pages of the web site of the Fund for the replies of MicBeppler, The Director of
the European Department of the Fund. The Fund’s own account wffitiding of the
crisis can be found in IMF Country Report No: 01/89, June 2001.
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to which had the Bank continued to supply liquidity banks in

November allowing more loss of reserves, the crisisld have been
averted. At a deeper level, however, we are now josition, in the

light of new data that was made available after ¢bapse of the
programme (Table 4), to better assess the natuteqgiroblem that was
facing policy makers, and the inherent fragilityahved in the design of
the programme.

Table 4. Public Debt Indicators, % of GNP

1994 | 1995| 1996/ 1997 1998 1999 20

DOMESTIC 14,4 12,2 20,4 20,4 24,4 40/9 38
EXTERNAL | 30,7 29,1 26,0 22,5 19,3 20,1 19
v

1

DUTYLOSS| 19 2,1 4,2 52 11,4 16, 14
INTEREST 10,1 9,1 11,9 11,0 16,4 22, 2]
PRIMARY -0,2 2,7 -2,1 -2,1 0,5 -2,8 2,8

=
(o-b\lmo

Source: Treasury of Turkey, IMF Staff Country Redpbio. 00/14,
February 2000, Annex of the Letter Of Intent May 2601.

Notes:

DOMESTIC: net domestic debt of the public sector;

EXTERNAL: net external debt of the public sector;

DUTY LOSS: accumulated duty losses of public banks;

INTEREST: net interest payments of the consolidatgulic sector;
PRIMARY: primary balance (+ surplus) of the condated public sector.

On comparing the data on interest payments andapyiraurplus
between Table 1 and Table 4, we see that from 198@ards they
diverge widely and in fact, as 1999 total publicctese borrowing
requirement (interest + primary deficit), approachuarter of GNP. The
data in Table 1 is State Planning Organisation (SR(x and draws on a
conventional public sector definition compatiblethwnational accounts.
By contrast, the Treasury-IMF data includes pulilEnks, and the
alarming extent of the heavy burden of domestict @elmes out more
sharply. From 1998 to 1999, domestic debt to GNP liacreased by
16.5% to reach 40.9%Coupled with the duty losses of public banks,

5 we may note that, as of end-1999, the total assele dfanking sector were 70% of
GNP, while the total TL and foreign exchange deposith the banking sector were
about 48% of GNP.
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which were financed in the money market at veryrtshaturities, it is

clear that the economy was heading towards antai#ei crisis. The
overnight borrowing of public banks was revealed lie TL20

quadrillions (more than USD20billions or 10% of GN#er the crisis in
February. The interest hikes no doubt exacerbaiedinancing needs of
these banks after November 2000. Nevertheless highly indicative of

the unsustainable financing needs of the publitosec

In summary, public banks (37% of the total banisygtem by asset
size) were carrying a sizeable part of the pubdibtdn the form of duty
losses. Moreover, public banks were not borrowmghe international
markets, but rather relied on the domestic monesketaPrivate banks
on the other hand, in addition to having to finatie@r own portfolio of
government securities, were the main source oftg¢bon financing of
duty losses and they borrowed internationally.olfofvs that private
banks were in effect carrying the entire risk & #ystem, the soundness
of which depended on the smooth rolling over of plublic debt. The
latter, in turn, was conditional on the smooth amzteasing inflow of
capital through the intermediation of private banks

Given these conditions, the programme of 2000 ens® be a
framework for facilitating capital inflows. As welraady said, the
programme formalised what Turkey had been doinghen 1996-99
period, but this time with a commitment to reduedtdthrough primary
surpluses and privatisation under the explicit auespof the IMF. The
IMF committed negligible funds (USD3.7 billions)rféhe three-year
programme, but reckoned that its presence wouldecosufficient
credibility to the programme so as to convinceithernational financial
markets to increase their exposure in Turkey fpe@od of two years of
crawling peg arrangement. In our view, the inhereagility of the
programme was that too much faith was put in tlseimed enthusiasm
of the international financial markets to take onircreasing portion of
Turkey’'s domestic debt just because there was akR Bdpported
programme.

As M. Deppler has recently said in his exchangeth weritics
referred to earlier “... the programme design wasthwhindsight,
probably too brittle for Turkish conditions. It walse one, however,
that, if successful, would have allowed a fasteit éom the deep
recession into which Turkey had fallen becauseigh nterest rates.”
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While we are unsure whether we have the same reafmnthe

“pbrittleness” of the programme, we agree that Heagrogramme been
successful, it would have been a major succesgngilie size of the
problems it addressed. In any event, it turned tbat international
financial markets were less than reluctant in tgkim higher risks in
Turkey.

Given this inherent fragility, a current accounfficie of USD9.8
billions, in addition to the already huge financingeds of domestic
debt servicing and delays in privatisation as \asllother factors, must
have affected the risk assessments of externatsswf finance. In fact
according to a report:

“A criminal probe into 10 banks in administratiopread concerns
across the sector about the health of other itistits, resulting in the
discontinuation of credit lines and a liquidity ool in late November.
The troubles in the banking sector acted as aysatéthat amplified
investors’ concerns on other issues, including ¢lxeessively large
current account deficit and delays in privatisatiqidaiwa Institute of
Research Europe, Emerging Markets Debt Monthf{}, Ofecember
2000.)

With confidence in the main intermediary, the bagkisystem,
collapsing, first a liquidity and then a bankings ensued in November.
As in the Asian banking crisis, the problem wasjuild assets financed
with short-term external borrowing (Corsetti et H99). But unlike the
Asian crisis, the illiquid assets were governmeabtdinstruments or
short-term instruments of public banks, rather thead” credit as a result
of “overlending” to the private sector under imfliggovernment
guarantees. Accordingly, dealing with the problemswnore difficult.
The illiquid assets of the banking system were gavent securities, and
so could not be taken over by giving governmentisées to the banking
system as happened in Asia and Mexico (Kruger aowchell, 1999).
Moreover, the easing of liquidity by the CentrahBan November would
mean monetisation of the debt and clearly wouldb®opossible without
the collapse of the exchange rate arrangement.

7.AFTER THE COLLAPSE

There was a sharp depreciation of the currency #feefloat (Chart 2).
The inflation rate that turned out to be very fanadle in February also
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jumped with a peak in April. Note that the pas®tigh has been
moderate with respect to CPI because of a sharpambion in demand.
In the first two quarters, GDP plummeted by 2.2% &B3% year on
year, respectively. The second quarter contragtiooonsumption and
investment over the same quarter of the previoas hlas been 11.5%
and 32.1%, respectively. The signs are that cotmdraevill continue in
the rest of the year. This severe contraction le&s laccompanied by a
sharp contraction of bank lending and bankruptciébe credit
expansion of the previous year had left a legachighly-leveraged
business and household sector. A sizeable portiatelot was foreign
exchange denominated. Because of higher exchardyéntarest rates,
the non-bank private sector experienced severesgghicing problems.
Moreover, banks themselves had their own balaneetgbroblems in
view of the sharp depreciation of the currencythesy had uncovered
foreign exchange liabilities. The attempt to restuoe their balance
sheets in favour of foreign exchange assets resuttea withdrawal
from the credit market, further exacerbating thbtdeervicing problems
of the non-bank sector. Public banks, the main dertd the small-
medium business and agricultural sector, alsoanihg as part of their
restructuring programme. With an increasing numbmr firms
defaulting, banks experienced further balance speablems as bad
loans accumulated. In short, balance sheet probteamagated through
a multiplier process. The government-led attemptbtong together
banks and larger corporations to restructure debt raaintain credit
lines to viable corporations is still in the makiag of the time of
writing.®

As for the general policy response to the cridig government
appointed Mr. Kemal Dervis, Vice President of theA Bank at the
time, as the minister responsible for economiciffa he Central Bank
Governor and the Treasury Undersecretary wererafgaced. The new
team headed by Dervis prepared a programme, c&8teehgthening the
Turkish Economy”, that later became the Letter mteht of May 15
2001. The renewed stand-by agreement augmentgutati®us funds to
USD19 billions so that USD15.1 billions became klde through the
last seven months of 2001, and USD3.8 billions weeteased

® The idea is to imitate the approach known as the LondonoApprto corporate
workouts designed by the Bank of England in the 1990s.f&eexample, “Corporate
Workouts - A UK Perspective” by Pen Kent, www.bankofendlea.uk/londapp.pdf.
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immediately. The IMF took a more pre-emptive apptoahis time.

Much of the structural measures that were delayedhe previous
programme were legislated beforé™i&f May. In particular, the law of
public banks was changed and, according to the iew the

government can no longer give duties that resultliny losses.” A new
joint management was appointed with the explicindse to prepare
them for privatisation. Several other laws, inchglihe Telekom law,
were also changed according to the requests dMhRdater in June and
July.

The long-term aims of the programme are to complegestructural
reform agenda, which was broadly in agreement wtte EU
membership prospects of Turkey, and generate sa$iai growth. But
the more formidable short-term problem was debt agament. The
domestic debt stock increased from USD54 billiob8 billions non-
cash) as of the end of 2000 to USD72 billions (4®ohs non-cash) as
of June 2001. The increase in total and non-cadit deflect the
restructuring of government securities portfolio miblic and Fund
banks (banks taken over by the Deposit Insuranaed)securities
given in exchange for the duty losses of publicksaand securities
given to strengthen the capital base of Fund bamksther words, all
public debt was consolidated and securitized. Qisho giving new
government securities at a time when such secsiritéed no liquidity
would not alleviate the short-term financing neetithese banks. This
problem was solved by the direct intervention ef @entral Bank.

As part of the structural reform, the Central Bdak was amended
giving the Bank instruments independence and atici#xpandate to
pursue price stability. The eventual aim is to @adaflation targeting,
which the authorities intend to start in the lasamger of 2001. But in a
provisional article the Bank was allowed to pur@adgbt instruments
issued by the Treasury in the primary market fpedod of six months
beginning from the effective date of the law (24riRR001). That is, in
view of the severity of the domestic debt problethe door for
monetisation was left open. In all, the Bank credid the public
amounted to TL20 quadrillions (around USD16 bilsan terms of July
exchange rates) between February and July; mdsitifn the form of
direct purchase of securities from public and Fbadks. As a result,
these banks withdrew completely from overnight nyomarkets, easing
the pressure in money markets as well as redubmgnterest burden of
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the Treasury. The original plan was to redeem tkesarities purchased
by the Bank until the end of the year, but in Jigy were replaced by
longer maturity securities, thereby making the ntisaéon permanent.
With public and Fund banks out of the market, anthvan active
Central Bank, the paralysis in the money markets exeercome and the
payments system started functioning, although dkeotime of writing,
the markets cannot be said to have completely exedvfrom the
impact of the crisis.

The Central Bank sterilised the increase in ligyidreated by direct
credits to the government by losing USDS5 billions reserves, in
addition to USD8 billions that became availabletiyh IMF and World
Bank sources. However, the overwhelming problemaieed to be
rolling over the domestic debt through Treasurytians. The markets
received the renewal of the stand-by agreementag fdvourably; the
exchange rate appreciated in nominal terms, andhtpees for the
remaining part of the year were high. But startingm June, and
considering the fact that total debt servicing Wa®5 quadrillion in
June-August, the optimistic mood was lost. The ipi@dtion in
Treasury auctions, especially those with a londge@mtthree months
maturity, turned out to be low. The Treasury hasrbable to service
debt so far by reverting to foreign exchange indekerrowing, using
Central Bank facilities and sterilising the proceedth IMF-supplied
funds. But the markets remain suspicious aboutptissibility of debt
servicing and the tension continues as of the tfmariting. The root of
the problem is the unwillingness of foreign investto take positions in
the domestic debt market. The aim of the authsriiiepresent is to use
official funds in debt servicing for the time beiagd, eventually, regain
credibility so as to be able to gain access tartternational markets in
2002.

8. CONCLUDING REMARKS

The programme of 2000 glossed over the domestit pietblem and
was presented as the programme that was finallpggto root out
inflation from the economy. The IMF committed meafiends, and the
authorities just hoped for the best, which did nudterialise. With
hindsight, it now appears that the post-Februa@l2gperation relating
to public and Funds banks should have been undsrtak 2000,
without being committed to explicit exchange ratel anflation targets.
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In this way, a trade-off between a higher inflateord a sounder banking
sector would be accepted for some time. The IMFthenother hand,
should have committed funds commensurate with xtené of the debt
problem, which they knew at the time, while impa@gsstrict measures
for public finances. Moreover, since it was commniagrowledge that
exchange rate-based stabilisation programmes dadvi@ an increase in
current account deficits, measures should be iecud alleviate the
problem. This could take the form of imposing emé&diborrowing limits
on domestic banks for purposes of domestic cregidmesion. Note that
Turkey could not impose tariffs, or tariff-equivatedomestic taxes, on
imports in view of the custom union arrangementthwhe EU, the
source of the bulk of imports. And using a highenatt rate policy to
check domestic demand expansion would clash wihd#bt reduction
strategy.

The return to reality came with the onset of thisisr The debt
problem was explicitly acknowledged, and policy wasaccordingly. It
seems impossible to solve a domestic debt problerninvolves over
20% of GNP in interest transfers without some misa&bn. But it is
well known that unsterilised monetisation of deln conly result in
hyperinflation, and sterilisation without monetipat is possible with
sufficient foreign exchange reserves. The IMF-siggblunds in the new
arrangement serve precisely this purpose. Haddhtsbeen recognised
earlier, the programme would have had a better gghait is still
uncertain that the debt problem can be overcoménowit a debt
deflation, the flip side of hyperinflation. Much gends on the ability of
the Treasury and the banking sector to gain adoeise international
markets within a reasonable time. The IMF may htaveommit further
funds to Turkey before markets are fully convinteat domestic debt is
sustainable.
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