Failure of An Exchange Rate Based Stabilization Plan in Turkey

Abstract

The Turkish exchange rate-based stabilization (ERBS) plan adopted at the start of 2000 has been a spectacular failure. The plan lasted a mere fourteen  months despite the use of  a relatively flexible peg regime and a pre-announced exchange rate exit strategy. The final three months of the currency regime was marred by the eruption of a banking sector crisis which quickly developed into a currency crisis, quelled only via additional external loans and an informal, blanket guarantee by the Sovereign of all banking sector liabilities. This was ultimately to no avail as the Lira was allowed to float following a full-fledged currency crisis in late February 2001.
Familiar crisis leading indicators did not point to  imminent turmoil in November 2000. Indeed, it is safe to claim that no one foresaw the November crisis – although signs of matters amiss surfaced a fortnight before - despite concerns about eventual dire developments. 

To identify the source of the November crisis, one must weigh diverse factors which led agents in the economy, and banks in particular, to expect higher interest rates after Fall. 
This paper argues that the failure of the program has little to do with traditional explanations for ERBS flops. A microeconomic issue, the phasing in of stricter prudential  currency position rules - ironically, to strengthen the banking sector -, may have been much more significant in undermining the stabilization plan than is recognized. Current account imbalances, credibility loss, predatory competition, bank takeovers by authorities have, nevertheless, provided rich sources of underlying tension.  
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Introduction

The Turkish exchange rate-based stabilization plan adopted at the start of 2000 has been a spectacular failure. The plan lasted a mere fourteen  months despite the use of  a relatively flexible peg regime and a pre-announced exchange rate regime transition plan. The final three months of the currency regime was marred by the eruption of a banking sector crisis which quickly developed into a currency crisis, quelled only via additional external loans and an informal, blanket guarantee by the Sovereign of all banking sector liabilities. These measures provided a temporary respite to the Central Bank from speculative onslaught.  As Krugman (1979) noted, however, “the pattern of alternating speculative attacks and revivals of confidence is a natural event when the market is uncertain about how much of its potential reserves the government is willing to use. The reason is that speculators are faced with a ‘one-way option’; they do not lose
 by speculating against the currency even if fears of abandonment of fixed rates prove unjustified”. A full-fledged currency crisis, sparked by a political squabble, finally led to the float of the Lira in late February 2001. In retrospect, questions about the inevitability of the November crisis, its timing, and, naturally, its immediate causes beg elucidation. Moreover, fragile as the Turkish banking sector may have been, the crisis precipitant was neither overburdened state banks, nor any number of small, anemic private institutions.

The ostensible spark for the debacle was, without a doubt, the travails of medium-sized Demirbank; hitherto highly profitable
, but succumbing to credit-line cuts and two weeks of exorbitant interest rates. To identify the source of the November crisis, one must weigh diverse factors which led agents in the economy, and banks in particular, to expect higher interest rates after Fall 2000 which would render Demirbank a poor credit risk. Political uncertainty is discounted on the grounds that the next general election would not have been likely prior to 2002 at the earliest because electoral success rested on the delivery of  ‘low’  inflation. External imbalance arguments are discounted because Central Bank international  reserves were higher in mid-November 2000 than the start of the year. The pivotal concept of ‘credibility’ provides insufficient explanation as well because year 2000  fiscal targets had been exceeded by a comfortable margin. 

Failure of the anti-inflation program has little to do with traditional explanations for ERBS flops. Indeed, the November crisis was a surprise precisely because the main culprit for it was none of the usual suspects. We propose that a microeconomic issue, the phasing in of stricter prudential currency position rules (ironically, to strengthen the banking sector), may have been much more significant in undermining the stabilization plan than is recognized. Current account imbalances, credibility loss, predatory competition, bank takeovers by authorities did, nevertheless, provide rich sources of underlying tension.  So rich, in fact, that once the plan’s veneer of invincibility –its credibility as manifested via Central Bank net domestic asset, net international reserve limits – was tarnished, it could not be properly restored. All culminating in the plan’s now less than surprising doom in February 2001.

Crisis Literature Review

Calvo and Vegh (1997) identify “a slow convergence of the inflation rate (measured by CPI) to the rate of devaluation,  initial increase in real GDP and private consumption followed by a later contraction, real appreciation of the domestic currency, deterioration of the trade and current account balances” as empirical regularities found in exchange rate-based stabilization plans.  

Guidotti and Vegh (1997) point to the gradual loss of credibility during the lifetime of a stabilization plan as the culprit for balance of payments crises. Credibility, a nebulous term, is defined as adoption and sustained implementation of fiscal reforms. In this framework, greater inflation inertia leads to a larger real appreciation, and thus actually creates greater pressure for the passage of fiscal reforms.  Meanwhile, devaluation expectations increase too, however, raising nominal interest rates and rendering currency crises more likely. In the end, the ‘inevitability’ of devaluation perspective dominates, and credibility plunges. 

The classic model of a currency crisis per Krugman (1979) incorporates monetized fiscal deficits leading to international reserve losses, and eventually a devaluation
. In this vein, Velasco (1987) shows how banking sector problems can explode into balance of payments crises.

Financial sector crises have been blamed on numerous factors. Lindgren et al. (1999) examine financial crisis episodes in Asia. They isolate four factors as sources of weakness: short-term foreign currency debt made even shorter by material event clauses, credit binges, reliance on collateral eclipsing credit assesments, and moral hazard derived short foreign currency positions due to fixed exchange rate regimes. Hardy & Pazarbaşıoğlu (1998) list a contemporaneous fall in real GDP growth, boom bust cycles in inflation, credit, capital flows, rising real interest rates, a sharp decline in the real exchange rate, and an adverse trade shock as empirically significant factors in explaining banking sector distress. Demirgüç-Kunt & Detragiache (1997) also find that banking crises erupt when growth is low and inflation is high. They, too, identify high real interest rates and vulnerability to balance of payments crises as culprits in systemic problems. They also cite the possibility of a sharp increase in real rates in the context of an inflation stabilization plan. They conclude that higher real interest rates
 tend to increase the likelihood of a banking crisis
.

The Turkish Twin Crises 
The crises that the Turkish economy has faced in November 2000 and the follow-up in February 2001 should not be portrayed squarely as a run-off-the-mill exchange rate-based stabilization scheme culminating in disaster. The macroeconomic background in 2000 does, nevertheless, exhibit features associated with such programs. Amongst the characteristic hallmarks of exchange rate based stabilization schemes as displayed by the Turkish economy were a current account deficit to the tune of 4.83% of GNP financed by foreign portfolio investment and so-called other capital flows, consumption bunching with durable goods sales up by 23.7% year-on-year, a brief credit boom
 (up by 60% year-on-year in nominal terms and 15.1% in CPI-adjusted terms) all crowned by a burst stockmarket bubble
 (-38% year-on-year in 2000 in nominal Lira terms) . 

Several explanations have been put forward to account for the regularities observed in exchange rate-based programs
. In Turkey, the sharp decline in nominal interest rates upon announcement of a slower devaluation schedule –as dictated by the interest parity condition  -, and an equally sharp fall in real interest rates because of inflation inertia
 fit the bill for the occurrence of these regularities
. Lower interest rates acted as an intertemporal lever bringing forward expenditure decisions, with this effect being most pronounced in the durable goods sector. Nevertheless, November 2000 was not regarded as the period in which currency turmoil would surface in Turkey. Most observers believed that mid-2001 would be a period of turbulence because of the transition to a crawling band regime instead of the crawling peg that had been in place
, a degree of inflation inertia, and of course, the fate of delayed structural reforms. 

Despite the unsustainable
 macroeconomic background in 2000, there was a sense that remedial measures could be taken to avert a possible devaluation
. Central Bank foreign exchange reserves had not declined prior to the outbreak of the crisis, indicating that the current account deficit had already been financed without unduly creating external vulnerability (in other words, ratios such as M2 to international reserves remained steady). Critics argued that the only reason why international reserves had not declined during the year was external borrowing by the Treasury. The financing of the current account deficit through debt was thus regarded as interference with self-regulating macroeconomic levers. On the plus side, Treasury borrowing was very long term in comparison to past capital market issues, with the Sovereign issuing a record thirty year eurobond at the start of 2000.

The economic framework indeed carried auto-correcting mechanisms
 regulating capital flows
 which were much hyped at the onset of the program (essentially a quasi-currency board scheme, with a band around the Central Bank’s net domestic assets providing some flexibility). These were touted to be the antidote for both inflation inertia and excess current account imbalances. Experience has since proved that these auto-control mechanisms either worked too slowly, or not at all once credibility was lost
.  The rise in interest rates, far from providing an incentive for capital inflows, was a negative signalling mechanism interpreted as a certification of weakness, an expression of a confidence/credibility problem, and, last but not least, as a menace to fiscal rectitude for a highly indebted Sovereign
. High interest rates (triple and quadruple digits in Turkey’s case) were the tell-tale symptom of an impending currency crisis. There is no doubt that Turkey’s stabilization plan stood on weaker ground following the banking crisis in November 2000. The surprise was thus not particularly the occurrence of the February currency turmoil along the lines suggested by Krugman (1979), but rather the banking sector crisis that preceded the devaluation.

A natural point of start could be to question why Turkey, with IMF support, implemented an exchange rate stabilization scheme if the plan’s quick demise was so certain. The answer, naturally, must be that no one, not even the most pessimistic of the doomsayers, expected a crisis in a mere eleven months into the program. The fundamental difference between the earlier exchange rate based stabilization schemes and the Turkish program was the pre-announced exchange rate exit strategy.  The Turkish scheme was to be the distillation of all the lessons learnt elsewhere. The main lesson learnt was that economies with relatively flexible exchange rate regimes adjusted far faster, and with less output loss to external shocks.  The adroit management of the Turkish economy had in fact been one of the posterchilds of  how to weather first the Asian and later Russian crises. It was in this context that the Turkish stabilization scheme adopted a crawling peg regime (allowing a 20% devaluation of the Lira vis-à-vis a euro-dollar currency basket
 in 2000) to last from January 2000 to July 2001, to be replaced by a gradually widening crawling band thereafter until 2003, at which juncture pegging would be completely abandoned  (IMF 1999). The quick return to a flexible exchange rate regime and the relatively flexible peg system in the interim were intended to avoid a currency crisis à la Brazil in 1999, for instance.  

Prior to November, most of the familiar crisis leading indicators listed in table 5 did not flash alert signals. Indicators of overborrowing cycles such as money multipliers and the ratio of domestic credit to GDP looked relatively innocuous in 2000. M2 multiplier stood at 4, a moderate level in comparison to earlier years as shown in table 6.  Domestic credit did, indeed, rise to a historic high in 2000 at 48% of GDP, but the portion accounted for by private sector loans barely budged at 22.8% of GDP. The rise in consumer loans from 1.3% of GDP a year earlier to 3.7% simply reflected the extremely low starting point, and can hardly be characterized as a borrowing boom. Bank runs, another crisis symptom, never took place either  despite multiple bank take-overs.  The takeover of five banks in October 1999 by the authorities was followed by another round in October 2000. Bank takeovers did not cause depositor panic, but did undermine confidence in the banking system whilst bringing additional burdens on the Treasury. No bank runs occured because of the existence of a trusted deposit insurance scheme
. Financial fragility was much dwelled on as a cause for the outbreak of crises in Turkey, but concern prior to November focused on public sector banks and small sized banks. As for Demirgüç-Kunt and Detragiache’s (1997) finding of high interest rates as a crisis culprit, whilst high real interest rates were indeed damaging to the Turkish banks following the outbreak of turmoil in November, the abrupt, sharp rise was contemporaneous, and thus was not the source of a gradual erosion of bank profitability pre-November. In any case, some degree of interest rate rise was actually welcomed in early Fall 2000 because this would help re-establish external balance. Despite the existence of underlying sources of tension, however, there was little reason to expect a significant rise in Lira interest rates given the currency path of slower devaluation. The interest rate trend was still expected to be downward though at a more gradual pace
. High interest rates were a symptom, not an instigator of the crisis. 

Sachs, Tornell & Velasco (1996) define ‘weak fundamentals’ as a combination of an appreciated real exchange rate and the existence of a weak banking system. A weak banking system could thus be construed to be one which precludes authorities from raising interest rates to defend the local currency
. This line of argument is hardly fair given that few financial systems can withstand several weeks of triple or quadruple digit interest rates
.  The Turkish banking sector did, indeed, have pockets of weakness, though it had been, on the whole, quite profitable since 1994 as shown in table 1. The pockets of weakness were smallish banks which had lent heavily to related parties pre-August 1998 (the date of the Rouble devaluation) and public sector banks burdened with ‘duty losses’
. ‘Contagion’ from Russia and a devastating earthquake had certainly made 1999 a terrible year for the Turkish economy in general, and, at first glance,  a mixed one for banks given that five of their count
 had become insolvent,  ending up under the auspices of the Savings Deposit Insurance Fund
. In fact, most banks’  performance was stellar in 1999.  State Institute of Statistics figures show that the financial sector grew by 6.34 % in 1999 riding  on strong securities income growth. 
Another crisis precursor is the state of monetary policy. Monetary policy stance was rule-based in 2000 and, in that sense, could not be termed loose. M2Y, a broad money aggregate, grew by 35.5% during 2000 roughly in line with the price increases during the year. Interestingly, relatively slow growth in narrow monetary aggregates by mid-year 2000 had led the Central Bank to conclude that the economic recovery had thus far been weak and uneven
.  
One crucial warning light was Turkey’s  current account problems in 2000 emanating from higher imports. The unsustainably large current account deficit heralded the eventual possibility of a currency crisis if remedial actions were not followed through. The arrival of a crisis, however, on the mere eleventh month of a stabilization scheme must surely be attributed, by a clear measure, to other culprits. The center of contention is the timing of the crisis. Had balance of payments imbalances built up sufficient weight to cause a crisis in the eleventh month of a stabilization scheme ? The argument here hinges on inflation in excess of devaluation, leading to currency appreciation, which in turn shows up as a current account deficit. Certainly, WPI had risen by 32.7% y-o-y at end-2000 and CPI had risen by 39%, whilst Lira’s devaluation vis-à-vis the currency basket had been a mere 20%. Focusing on WPI (because it includes traded goods) the counterargument is that the excess inflation was due in part to fiscal balancing measures introduced at end-1999. In January and February, WPI had risen by 5.8% and 4.1%, respectively. Thus, roughly 5 points could be counted as the effect of belated  fiscal measures. A counterargument may be that irrespective of the source, inflation exceeded devaluation by roughly 13 points. This view would then have to accept that a significant proportion of the excess inflation was not due to excess demand or demand pull factors, but due to cost push ones. The distinction is important because inflation inertia has been singled out as being very strong in Turkey. Inertial inflation is the tendency for the inflation rate, once underway, to persist on its own inertia even when the original instigator of inflation is removed. Therefore, if one considers the impact of late 1999 fiscal measures, then one is forced to conclude that inflation inertia was lower than suggested. In other words, had the aforementioned fiscal measures been adopted in October 1999 instead of late November, actual inflation would have come much nearer targets in 2000. Another important factor affecting the rate of inflation had been the strength of the US Dollar. The loss of value of the Lira against the US Dollar is key because the currency figures prominently in raw material prices as well as various contracts within the country. US$ rose by 24.4% against the Lira, while euro rose by 14.1% during 2000. A greater weight for the US$ was not a desirable factor in Turkey’s euro-dollar currency basket because roughly 53.6% of Turkish exports are to Europe. In any case, a valid question to ask is whether the excess of inflation over devaluation in 2000 in Turkey compared poorly with first year disinflation efforts in past exchange rate based stabilization experiences. Turkey’s performance does not appear to compare poorly as illustrated by table 2 below.

Balance of payments developments were, thus, worrisome in 2000. The current account deficit as a percentage of GNP exceeded the IMF plan projection (1.8% of GNP) by a full three points. External factors were important determinants in the weakening of the balance of payments accounts. A tripling of oil prices from 1999 was one culprit. The strength of the US$ vis-a-vis the Euro also posed problems as the Lira had been fixed against a currency basket composed of one Dollar and 0.77 Euros. The weight of the US$ rose from about 56% at the start of 2000 to 61% in November 2000, hurting net exports to Europe which account for half the country’s trade. The strength of the US$ vis-à-vis the Lira could also be cited as a culprit for higher than targeted inflation since Turkey has a highly dollarized economy. A comparison of  Lira interest rates, the inflation rate against TL/US$ path clearly displays the strong link between these variables. Domestic factors which contributed to the deterioration of the external accounts included a real exchange rate appreciation as inflation exceeded the annual devaluation rate of the Lira vis-a-vis the currency basket by a double digit margin (higher energy prices also drove up trading partners’ inflation rates, but a real appreciation of the Lira occurred nevertheless). A degree of the current account worsening could also be attributed to pent-up demand from the high interest period in 1999. National income growth certainly exceeded targets (GNP 5.5%), with GDP rising by 7.2% and GNP by 6.1% year-on-year despite a construction moratorium pending new earthquake safety regulations, reduced refinery output
 in 2000H1, and the financial crisis in the latter half of the final quarter of 2000.  Finally, since a current account deficit represents an excess of national spending over saving, and that the budget deficit in 2000 was roughly 10% of GNP despite a record rise in the country’s primary surplus (6.2% of GNP)
, the combination of high public sector dissaving with lower private sector saving culminated in a record current account deficit. The crucial point here again is that on the eve of the financial sector turmoil in November 2000, foreign exchange reserves of the Central Bank of Turkey stood above end-1999 levels at about US$ 24 billion. Furthermore, the level of foreign exchange reserves had hardly budged throughout the year. In other words, the large current account deficit in 2000 had already been financed without a decline in international reserves. 

Two capital account problems surfaced prior to the outbreak of the crises. The most crucial was the rise in US interest rates as inflation worries set in. Identification of Turkey, alongside Argentina, as one of the countries with external debt service of around US$ 20 billion
 in 2001 did not help matters, either. There were concerns that international capital markets would not be receptive to provide the requisite financing  to these countries because of a poor global economic climate.

Growth related indicators, on the other hand, were hardly a factor in the path to the crisis. The one indicator with cause for concern here was the burst stockexchange bubble. The speedy rise and equally sharp decline in the national stock index during 2000 provided a lackluster background. It is doubtless that the Central Bank should not have idly sat by  and watched a ten-fold rise in ISE-100 between 1999 and start of 2000. The mettle of a Central Bank clearly lies, in part, in the courage to point to ‘irrational exuberance’. The problem naturally is the aversion to tackling a bubble on the upside when all its effects are positive, and all parties gain. 

Politics carried a heap of negative factors as well during the year. Uncertainty due to the alleged poor health of the Prime Minister,  suspicion that the Nationalist Action Party (MHP) sought the prime-ministership at the earliest opportunity, fears over the impact of a likely closure of the Virtue Party
 on election prospects are just a sprinkling of market concerns during much of the year.

A legitimate question at this juncture is whether Turkish policymakers delivered on their ‘fiscal agreement’, or pledges à la Guidotti and Vegh (1997), in the period between the start of Turkey’s stabilization plan in January 2000 and its demise in February 2001. If the fiscal benchmarks are the performance criteria  set by the IMF –such as the overall balance, the primary balance -, then the answer is a resounding affirmative.  If the measure of credibility are not these indicators, but, say, privatization
 – and, especially sale of Turk Telekom -, then the answer is negative
. Good-faith efforts to deliver on reform pledges was undeniable, however, as epitomized by governmental attempts to speed up passage of laws through the use of so-called ‘decrees with the force of law’ which backfired because of Presidential, and later, judicial vetoes of these decrees on constitutional grounds. 

A bright spot in economic developments was therefore the fiscal performance in 2000. Turkey exceeded the year 2000 fiscal benchmarks set under the program agreed to with the IMF
.  The overall  public sector balance target had been 12.6% of GNP. A budget deficit of 10.2% of GNP, a public sector borrowing requirement of 11% of GNP were the outcomes. Indeed, the superlative fiscal performance in 2000 and, of course, a relatively high current account imbalance, led to the adoption of more ambitious fiscal targets for  2001 than was intended when the scheme was devised in 1999.  The 2001 overall fiscal balance target had originally been 6% of GNP (according to plans made in 1999), but was lowered to 3.4% of GNP in October 2000 with the unveiling of the 2001 budget proposal. The reform fatigue argument, in the spirit of Talvi (1996), that the authorities were lulled into a false sense of security because fiscal targets had been exceeded superficially fits with Turkey’s experience in 2000. Although there is no denying that there was a consumption boom in 2000 in Turkey, it is also a fact that massive revenue raising measures were actually introduced at the end of 1999
. So, the rise in tax revenues was not merely because tax revenue is an increasing function of consumption.

 The mechanics of currency crises are straightforward. A reversal of capital flows is the instrument for the demise of exchange rate-based stabilization plans. This typically occurs after the accumulation of a large amount of short term foreign capital inflows which may have been motivated by high domestic interest rates. The speedy withdrawal of funds may then render the banking system illiquid
. Liquidity provision by the Central Bank does not improve matters because this simply fuels the demand for foreign exchange. A vicious circle whereby Central Bank efforts to relieve the banking sector gradually erodes Central Bank’s foreign exchange reserves is set in motion, as was the case in Mexico in 1994. Turkey went through an identical vicious circle in the period between November 22nd and December 6th. The difference in Turkey was that there had not been a surge in capital flows beforehand. That provided small comfort because as Obstfeld and Rogoff (1995) point out, expectation of an imminent devaluation will trigger a speculative attack against a currency, with both foreign and domestic capital rushing to exit the local currency and the country, rendering banks illiquid.

Against this backdrop, it is useful to recall the origin of the November crisis. Specifically, other banks cut lines to Demirbank because they believed it had become poor credit risk. This credit assessment could not be based on asset composition because Demirbank had a significant bond portfolio
. The judgement was due to the short–term nature of its liabilities. Thus, other banks either suddenly judged Demirbank to be reckless, and/or came to anticipate higher interest rates in the near future.  The question then must be why in fact banks expected higher rates. Transition in the exchange rate regime in mid-2001 could have been a culprit under various relatively unlikely assumptions
. Higher interest rates at that juncture could not be tied to the current account deficit because CBRT international reserves had not declined. Nor could higher rates be expected due to a possible breakdown of the coalition. Coalition parties simply had little to show to the electorate at the time. Elections would have been unlikely before attainment of relatively low inflation. The source of an interest rate hike expectation lay in large part in a new prudential regulation governing currency positions, in our view. 

The November Crisis

The immediate origin of the November financial turmoil in Turkey was the cutting of credit lines
 by other banks to Demirbank (nineth largest bank at the time in terms of asset size). There were persistent rumors that this was a concerted effort, a conduct of predatory competition. By cutting credit lines to this institution, other banks would have effectively forced it to raise funds by selling a portion of its securities holdings which the others could then buy at bargain prices. Creditor institutions defended themselves by pointing to the large short-term funding structure of Demirbank. It had a serious maturity mismatch, depending too heavily on overnight repo financing, while its assets were dominantly government bonds bought at relatively high prices (low yields). Demirbank’s illiquid state caused upward pressure on interest rates. Foreign banks which had been lending on the overnight market withdrew funds as well after sensing these problems, causing further upward pressure on interest rates. Eventually, what had started as a lack of confidence amongst the banks grew into a lack of confidence about the whole economic program.

During the November crisis, CBRT allowed foreigners to buy foreign exchange by removing its net domestic asset (NDA) ceiling and providing liquidity to the markets. The idea was that if all foreign exchange demand by non-residents were satisfied, then demand for foreign exchange should cease
.  CBRT reimposed a new NDA ceiling on December 1st to avoid a complete meltdown in international reserves
.  Financial turmoil did not abate. Only an emergency loan from the IMF on December 6th, an informal blanket guarantee on interbank lending and guarantee to all creditors (including to international parties), and takeover of Demirbank by the government finally halted the crisis on December 6th.

OECD (2001) states that the trigger for the November crisis was the financial distress of some mid-sized banks which had positioned themselves for a continued reduction in interest rates through 1-2 year bond holdings financed by short-term funds. The predicament of Demirbank – taken over by the authorities on December 6th 2000 - in particular, was the focus of attention during this period. This bank relied in part on repo funding to finance its holdings of government securities reportedly amounting to about US$ 5bn or 18% of outstanding (traded) government debt stock at the time. The fact that repo transactions were an off-balance sheet item according to accounting rules had, to a degree, disguised Demirbank’s reliance on short-term funding. Indeed, financial tables submitted to and presented by Banks’ Association did not disaggregate off-balance sheet items until September 2000. Disaggregate off-balance sheet data for Demirbank showed repo funding of TL 2,207 trillion as of September 2000, whilst the size of total assets on-balance sheet were TL 3,163 trillion. 

Demirbank’s difficulties coincided with a period when banks’ regular foreign currency positioning was altered in scope and timing. In scope because of tighter rules, and in timing due to the Ramadan holiday in December forcing financial activity to be concluded earlier than usual. Moreover, a quarterly report  issued by the Banks’ Association in September became the center of a public argument about the extent of the foreign exchange open position of the Turkish banking system. Banks’ Association report calculated the on-balance sheet difference between foreign exchange assets and foreign exchange liabilities of the banking system at US$ (19.1) billion as of June 2000. This figure had been US$ (13.2)
 billion at the end of 1999. It was clear, therefore, that the banking system had vastly increased its open position following the adoption of the exchange rate based stabilization scheme. One may look at the rise in the net open foreign currency pos ition from two perspectives. First, banks chose to raise foreign exchange funding to finance  Lira lending because of the comfort (moral hazard) afforded by a variant  fixed   exchange rate regime. The

other side of the mirror was that retail customers, to cite one group, were loath to borrow in foreign currency with memories of 1994. Second, currency substitution rose to historic heights in this period, despite expectations to the contrary,  as interest rates declined. In the same period, the rise in the banks’ net foreign exchange open position clashed with the phasing in of stricter rules regarding open positions. Specifically, the limit for the ratio of net foreign exchange open position to net worth
, a prudential rule, was gradually made stricter. This was announced to be 20% by June 2000 on a consolidated group basis. The penalty for over-limit open positions had been an 8% liquidity requirement. The penalty was to be raised to 100% by July 2000 for banks individually exceeding the threshold and was publicly announced by the CBRT on May 5th, 2000. The phasing in of this requirement was later postponed until year-end. The calendar for the phasing in of net open position rules suggests that the authorities were trying /planning to prevent banks from inviting greater moral hazard due to the pursual of a fixed exchange rate regime.

The Banks’ Association report was thus met with shock and trepidation as the extent of banks’ foreign currency exposure came to be questioned because of improper/ questionable hedge contracts. CBRT – a party to the open position argument in September 
- emphasized that the definition of the net open position rule allowed for the inclusion of forward currency contracts (currency hedges amounted to US$ 11 billion in June 2000 according to the CBRT) as well as foreign exchange indexed Lira loans (US$ 2.5 billion). CBRT estimated banks’ net open positions at US$ 5.6 billion by end-September 2000, of which US$ 4.4 billion was due to the SDIF banks. The net foreign currency open position of the rest of the system was thus a mere US$ 1.2 billion with banks’ net worth at US$ 6.2 billion according to the Central Bank governor.

To quote OECD (2001) in regard to exchange rate exposure: “The new bank supervisory authority (BRSA) was a catalyst in revealing how deep-rooted the problems have been and how slowly they have been addressed. But, having become operational only a little more than two months prior to the crisis, it had not been able to forestall the development of these problems”. The perception of the BRSA was therefore more in terms of a hound dog rather than a watchdog at the time. Nervousness about BRSA investigations has also been blamed by some for undermining confidence in the banking system.

The February Crisis

Alper et al (2001) blame the excess liquidity needs of public sector banks for the February crisis
. This diagnosis confuses cause and effect, however. We believe that the origin of the February financial turmoil was the desire by local private sector banks to close their foreign currency open positions in anticipation of a crisis (devaluation). The local banks had lost trust/confidence in the economic program especially after the November crisis, and believed (despite additional IMF loans amounting to US$ 7.5 bn in November 2000, bringing the total IMF package to US$ 10.4 bn) that they needed to close their open positions gradually, but surely. The local banks precipitated the February crisis themselves by rushing to buy foreign exchange from CBRT. 

The spark that triggered wholesale panic amongst banks was, however, a quarrel between the President (which is a symbolic post) and the Prime Minister. The President had asked for a regulatory agency attached to it to investigate state banks. The Prime Minister pointed out that a new independent bank regulatory agency
  had been created in September 2000 (with IMF support) anyway and that this agency was autonomous and had sole purview over the banking sector. The President then accused the government of not doing enough to combat corruption
. The Prime Minister then left a national security council meeting that he was supposed to have attended on the morning of Feb 19th, and held a press conference stating that there was a very serious crisis at hand. Banks then panicked, and registered to buy US$ 7.5 billion
.  That day was a public holiday in the US
, however, and so CBRT told the banks that they could only get foreign exchange the next day
 (because CBRT reserves are probably held in part as US treasury bills). On February 20th, banks could not come up with sufficient Liras to buy Dollars from the Central Bank
. A large part of the transactions of the 19th were thus effectively cancelled. CBRT had pursued tight monetary policy, and had not committed the Mexican mistake in 1994, and its own mistake in November of providing liquidity via open market purchases as monetary base shrank due to declines in net foreign assets.  The cost of this policy was, unfortunately, quadruple digit interest rates
 with a devastating impact on the financial system and the economy.

The February crisis had come two days before a large (TL 3.9 quadrillion, or roughly US$ 6 billion) domestic debt redemption scheduled for the 21st. Uncertainty regarding Treasury’s ability to roll-over a portion of this amount made matters worse. Despite the poor background on February 20th, the Treasury managed to raise US$ 530.1 mn (TL 360 trillion) from a fully subscribed FX denominated bond issue - 21 June 2001 maturity, 12% simple -, TL 1,492.2 trillion from a discounted bond issue with a March maturity (one month) with a weighted average simple rate of 92.43% (144.2% compound). Treasury had also borrowed TL 355.45 trillion from public sector banks in the morning prior to the auction. The conditions of that sale mirrored those in the auction (or the weighted average) as was custom. The minimum simple rate in the auction was 29.12% (33.37% pa compound), and these likely came from public sector banks.  The Treasury thus raised a total of TL 2,207 trillion on February 20th. This covered 57% of the redemption of TL 3.9 quadrillion due on the 21st . Full Treasury coffers because of GSM license fees collected earlier in the month meant that debt service the next day would go smoothly. Foreign currency purchases from the Central Bank continued on the redemption day with CBRT selling  about US$ 1.8 billion by noon. The Central bank did not, however, give up on its quasi-currency board mechanism, creating a significant Lira shortage leading to quadraple digit overnight interbank rates
. Foreign currency demand this time around had come from Turkish banks themselves – whereas most foreign currency demand in November was from non-residents-, and the situation was believed to be salvagable if banks changed their stance and sold back the foreign exchange. CBRT governor expressly denied any possibility of a devaluation
.

Turkish authorities finally relented on the maintenance of the crawling peg regime, and permitted the Lira to float
, on the morning of February 22nd . IMF immediately voiced its continued support of Turkey’s anti-inflation drive despite the setback. 

In hindsight, the February crisis is unsurprising given questions about the domestic debt burden, fiscal worries emanating from banking sector bail-out costs, and the failure to re-establish full credibility of the exchange rate path as attested to by still high interest rate levels
 in both January and February prior to events on February 19th . 

The Role and Impact of Currency Risk Regulation

Banks ran short foreign currency positions because of the large gains to be had from purchasing domestic government securities
. Policy of state borrowing in local currency  together with chronic and rising currency substitution also created a built-in tendency towards short positions.

Financial sector currency risk regulations had gradually become stricter following Lira’s massive devaluation in 1994. That crisis had precipitated the failure of three small banks - Impexbank, TYT bank, and Marmara Bank - as a result of losses due to currency mismatch. The introduction of a blanket deposit insurance scheme was the tool used to contain banking failures via depositor panic.  Heeding standard IMF prescriptions at the time, the authorities sought to limit banks’ currency mismatch by introducing a limit on banks’ net foreign exchange exposure (50% of net worth or common equity) effective from April 1996.   
Currency risk rules also served the policy goal of controlling capital inflows, and thus money supply growth. In 1998H1, CBRT net foreign assets continued to rise as a result of capital attracted by high domestic interest rates. CBRT engaged in sterilization to limit money supply growth, and thus perpetuated capital inflows by preventing interest rates to decline. At the end of June 1998, on the eve of the Russian crisis, CBRT decided to discourage capital inflows by further limiting the net foreign exchange exposure of Turkish banks from the maximum 50% level at the time to 30% by end-1998 and 20% by end-September 1999. This gradual restriction in the net foreign exchange position regulation was, however, partially  moderated  by permitting the inclusion of 100% of foreign exchange indexed assets and liabilities in the measurement of open positions. Extant regulations in mid-1998 allowed only 50% of FX indexed items to be included in the measurement of the net open foreign currency position. The alteration of the amount of FX indexed items to be included in open position compliance meant an easing in the open position definition since banks had a long position with regards to FX indexed instruments. The penalty for breach of the net open position limit had been a requirement to place 8% of the amount in excess of the limit as a non-renumerated deposit at the CBRT. This penalty was changed to 100% effective from end-2000.

The introduction of stricter currency risk prudential requirements since 1994 brought with it an element of instability that presented itself during the end of reporting periods. Banks regularly engaged in window-dressing activity to comply with the open position regulation by closing open positions at the end of each reporting period to only run short FX positions the very next day. This pattern manifested itself in the behaviour of short term interest rates during the relevant periods as banks have bought FX, squeezing Lira liquidity. The impact of this behaviour was particularly pronounced in 2000 as CBRT made interest rate control subservient to exchange rate fixing.

A greater restriction on banks’ net open foreign exchange positions as a ratio of net worth may have been much more crucial in the eruption of the crisis, and its progress in February, than other issues which were nevertheless underlying sources of tension
. Despite stricter rules, banks’ gross short positions continued to rise in 2000. Banks used several methods to bypass the spirit of currency risk rules. In one arrangement foreign banks could lend Liras to a Turkish bank under the proviso that the repayment of the loan would be at a prearranged parity. The foreign bank would also charge interest and commission for the scheme. In a second arrangement, Turkish banks hedged their currency liabilities with counterparties to comply with the letter of the net FX open position regulation which sets a maximum threshold for the net position (namely 20% of common equity). In 2000, Turkish banks’ gross FX open position was US$ 19 bn, while the net position was a mere US$ 5.9 bn. Turkish banks undertook forward contracts with three groups: 1) other local banks (rendering currency risk for the total domestic financial system unaltered)   2) group companies some of which may be exporters 3) foreign banks.

Thus, a possible premise could be that because banks carried illegitimate forward contracts, or because they circumvented the regulation they became increasingly wary of maintaining their positions. 
The new regulation itself focused attention on currency positions, and then seeds of doubt were sown as to how these currency positions would be closed to abide by the new regulation. There was speculation from the middle of June 2000 that banks’ rush to abide by the new rules would put pressure on Lira interest rates
 as banks sought to close positions. This regulation was phased in precisely when a new banking watchdog began operations promising to clean up the sector. 

Once the crisis began, the regulation made matters worse because a decline in net worth meant that the permissible maximum amount  for net open currency position declined to even lower levels
, thereby creating a vicious circle whereby banks’ own desire to close currency positions – both because of a sense of vulnerability were a devaluation to occur and the necessity to comply with prudential rules under tighter supervision - precipitated a currency crisis. One wonders whether the voluntary debt restructuring which allowed banks to get foreign exchange indexed bonds would have steadied the pressure on the Lira earlier. There is no doubt, of course, that after November the credibility of the plan was severely damaged and banks also sought to close their positions gradually without putting undue pressure on the markets. The Central bank, on the other hand, certainly prodded Turkish banks not to demand foreign exchange except to meet immediate external obligations. 

Ironically, the strategy to impose stricter currency position regulations was likely to have been in reaction to large capital inflows in other country examples in similar programs. This may have been a  miscalculation especially since banks apparently carried more open positions than believed by the officials
. In the end, the measure simply did not leave enough time to pass on to the band regime in mid-year 2001.  The irony is that a regulation intended to limit risk-taking by the banking sector and thereby create a stronger financial system may have ended up doing precisely the opposite in the short term. Curiously, the rules in place had not prevented a huge rise in short positions. These developments must have had at least tacit approval from the authorities who were anxious to finance persistent deficits and rollover debt. Policy response to banks’ short positions, in the aftermath of the decision to float the Lira,  has been to begin state borrowing in foreign currency in the domestic debt market. In effect, it has been the government accommodating the banks rather than the banks meeting the rules.
Conclusion

Policymakers failed to act in three key instances during the run-up to the crises. A crucial error was to remain a mere spectator to a ten-fold nominal rise (a roughly five-fold rise in US$ terms) in the stockmarket. A second mistake was the lethargy in reacting to a run-away current account deficit. The third, and worst error, was the incapacity to halt a decline in confidence in the banking sector, and, especially between the banks. 

A deteriorating external balance, political noise, and emerging market worries set the background for a rise in interest rates at the start of Fall 2000. Stricter rules on currency short positions in tandem with a new regulatory body fed expectations of  higher interest rates in this period. Central Bank’s slow response to  restore confidence between the banks  led to the eruption of a banking sector crisis which then grew to a currency crisis. With the erosion in their net worth, banks found it altogether more difficult to meet currency risk rules. 
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Table 1- Bank Profits in Selected OECD Countries�
�
Pre-Tax Profits Scaled by Average Assets�
�
�
1994-1996*�
�
Turkey **�
3.00�
�
Austria�
0.89�
�
Germany�
0.96�
�
U.K.�
1.43�
�
Czech Republic�
1.79�
�
Hungary�
0.84�
�
South Korea�
1.69�
�
Mexico�
2.58�
�
Poland�
3.70�
�
Source: adopted from Selassie (2000).�
�
* average for 1994 and 1996.


** average for 1997 and 1998 after monetary correction
























































 Table 2 – Brazil: Inflation and Exchange Rate Path 1994 -1999 �
�
R/US$ % change�
1994�
1995�
1996�
1997�
1998�
1999�
�
Jan�
42.93�
-0.71�
0.65�
0.64�
0.63�
71.36�
�
Feb�
38.94�
1.07�
0.65�
0.51�
0.61�
-1.93�
�
Mar�
43.33�
5.89�
0.33�
0.91�
0.63�
-15.52�
�
Apr�
42.58�
2�
0.45�
0.27�
0.57�
-2.97�
�
May�
44�
-1.31�
0.6�
0.64�
0.6�
3.31�
�
Jun�
41.15�
1.55�
0.59�
0.58�
0.53�
1.92�
�
Jul�
-2.76�
1.74�
1.01�
0.6�
0.55�
2.85�
�
Aug�
-5.45�
1.5�
0.23�
0.79�
1.17�
6.38�
�
Sep�
-3.73�
0.41�
0.46�
0.4�
0.64�
0.99�
�
Oct�
-0.94�
0.89�
0.62�
0.6�
0.75�
0.57�
�
Nov�
0.47�
0.48�
0.52�
0.59�
0.71�
�
�
Dec�
-0.24�
0.59�
0.61�
0.63�
0.55�
�
�
IGP-DI % change�
1994�
1995�
1996�
1997�
1998�
1999�
�
Jan�
42.19�
1.36�
1.79�
1.58�
0.88�
1.15�
�
Feb�
42.41�
1.15�
0.76�
0.42�
0.02�
4.44�
�
Mar�
44.83�
1.81�
0.22�
1.16�
0.23�
1.98�
�
Apr�
42.46�
2.3�
0.7�
0.59�
-0.13�
0.03�
�
May�
40.95�
0.4�
1.68�
0.3�
0.23�
-0.34�
�
Jun�
46.58�
2.62�
1.22�
0.7�
0.28�
1.02�
�
Jul�
5.47�
2.24�
1.09�
0.09�
-0.38�
1.59�
�
Aug�
3.34�
1.29�
0�
-0.04�
-0.17�
1.45�
�
Sep�
1.55�
-1.08�
0.13�
0.59�
-0.02�
1.47�
�
Oct�
2.55�
0.23�
0.22�
0.34�
-0.03�
1.89�
�
Nov�
2.47�
1.33�
0.28�
0.83�
-0.18�
�
�
Dec�
0.57�
0.27�
0.88�
0.69�
0.98�
�
�
Inflation in excess�
�
�
�
�
�
�
�
of Devaluation�
39.3%�
-0.1%�
2.2%�
0.1%�
-6.0%�
-28.3%�
�
Source: IMF, Reuters�
 �
 �
 �
 �
 �
 �
�
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� Speculators do have an opportunity cost in the form of local currency interest rates, however.


� Net profits in the first nine months of 2000 were TL 64 trillion. The exchange rate at the end of September 2000 was TL/US$ = 663,434.


� Sachs, Tornell & Velasco (1996) argue that an excessive flow domestic credit expansion need not occur for vulnerability to a speculative attack to exist. They believe that vulnerability exists when the stock of M2 ‘greatly exceeds the stock of foreign exchange reserves’, even if domestic credit policy is tight.


� Real interest rates in Turkey were actually far lower in 2000 in comparison to the past few years.


� Selassie (2000) evaluated the banking sector’s prospects in an IMF report, but mainly dwelled on loss of float income and windfalls gains on securities portfolios. Indeed, windfall gains were ‘taxed’ at the start of 2000 by the announcement of varying deductions on interest income from bonds. This measure was greeted positively on the whole by international rating agencies because it made year 2000 fiscal targets more plausible.  


� “A program that succeeds in stabilizing price inflation cannot possibly keep the quantity of money unchanged because lower inflation generates a higher demand for money…It was (wrongly !) assumed (in Israel) that individuals would therefore obtain the quantity of money they demanded by converting foreign currency assets…and not by expanding bank credits;…when fiscal and incomes policy is aimed chiefly at a reduction of private disposable income, the public tends to offset this policy by borrowing, especially if the policy is perceived as temporary ”, Bruno & Piterman (1988).


� The Istanbul Stock Exchange (ISE) 100 index had risen by 485% year-on-year in nominal Lira terms in 1999. The large percentage increase is due to a low starting point as well as positive expectations with regards to the IMF sponsored stabilization plan in 2000. ISE –100 continued to rise in January 2000, but thereafter fell on profit taking. It recovered its peak in Lira terms in April, but slid thereafter.


� Calvo & Vegh (1997) provide a masterful survey of inflation stabilization episodes.  


� Turkish wholesale prices had risen by 32.7% and consumer prices by 39% in 2000, whilst CPI rose by 3.4% y-o-y in the US, producer prices as measured by finished goods price index rose by  6.6% y-o-y, German consumer prices rose by 1.9% y-o-y, producer prices by 4.2% y-o-y in 2000.


� The authorities announced from the onset that the fall in interest rates was beyond their expectations, and by a large margin. Ex-Treasury Undersecretary later said that they had expected the cost of borrowing to the Treasury to fall to the 60% p.a range from an average of 109.5% p.a. in 1999. The actual weighted average cost of borrowing was 38.1% in 2000.


� Egilmez (2001), among others, suggests that an earlier than planned adoption of the crawling band regime in place of the crawling peg might have allowed a smooth transition to a float. 


� Sustainability concerns largely revolved around the current account balance in 2000. Calvo (1996) defines the steady state sustainable current account balance as a percentage of GDP to equal the rate of growth of output times net external debt as a percentage of GDP (CAss=(ƒss).  Steady state external debt requires an assumption, and a figure between 0.6 and 0.8 is frequently used. If one made an assumption about the steady state growth rate for Turkey, 4.5-5% per year, then the sustainable deficit level is probably around 3% of GDP. 


� Those who called for interest rates to rise were actually quite pleased at the increase in yields in October and November 2000. Treasury redemptions were very light after August, so the Treasury did not have to endure higher than desired cost. The self-imposed constraint here was, however, a pre-announced borrowing schedule with minimum and maximum limits on amounts to be borrowed. Those who clamored for higher interest rates overlooked the fact that under the then policy combinations the burden of adjustment - under a fixed exchange rate variant regime without recourse to sterilization, and with a relatively high degree of capital mobility – should fall squarely on fiscal policy. 


� “One mechanism is thorough the variation in the interest rate which induce corrective movements of capital; for example, the surplus country would lower its interest rate while the deficit country would raise its interest rate and capital would flow from the former to the latter. Another mechanism, through the goods markets, operates more slowly. Deflation and inflation of the money supplies will lead to relative changes in prices and/or real output that will correct the imbalances. The adjustment through prices is associated with the classical price-specie flow mechanism while the adjustment through output is associated with Keynesian thinking “ (Argy 1994).


� “Other than for short-term fluctuations, all base money will be created through the balance of payments and domestic interest rates will be fully market determined. Capital inflows will not be sterilized, avoiding an excessively large interest rate differential”, excerpt from Turkey’s letter of intent to the IMF on December 9th, 1999.


� Interest rates fell sharply on January 1st, 2000. The cause was not an immense increase in the money supply, but the credibility of a pre-announced exchange rate regime. The slower devaluation rate lowered interest rates through the interest rate parity condition. This meant that the self-regulatory mechanisms in which so much faith had been set could be by-passed. The precise opposite sequence of events came about once the credibility of the exchange rate path was undermined. Once credibility disappeared, even four digit, exorbitant interest rates did not manage to attract capital inflows. A report by Turkish Banks Association (2001) points to margin calls as being the culprit for the continued demand for foreign exchange by Turkish banks despite increases in Lira interest rates. In other words, as the value of the underlying collateral (Turkish eurobonds) fell, banks had to compensate for the shortfall. The problem with crediting this argument for the malfunctioning of the auto-correcting mechanism is that local interest rate changes should attract all capital, not just by local actors.


� Whilst debt redemptions were minor after November 22 for the rest of 2000, there were large redemptions coming due in February,  May, June, July and August 2001. The February crisis occurred in a period of heightened worries about Treasury’s ability to rollover debt.


� CBRT announced the daily value of the Lira vis-a-vis a currency basket composed of  (US$ 1+ Euro 0.77) for a year ahead. 


� A tentative step in the strengthening of the financial system was the lowering of deposit insurance threshold from TL 100 billion to TL 50 billion by end-2000. Moral hazard had been pointed to as a major problem especially by larger banks which were confident of their status and stood most to gain from rationalization and weeding out of the ‘small fry’.


� The introduction of a widening crawling band regime in mid-2001 could mean that nominal interest rates could rise somewhat under the assumption that the US Dollar maintained its strength (this determines nominal interest rates and inflation to an important degree in Turkey) in the basket and maximum devaluation permitted under the band occurred.


� Higher interest rates failed to attract capital flows beyond a certain level, anyhow.


� Demirbank, taken over on December 6th, turned from an illiquid bank to an insolvent one within two weeks during which interest rates rose to fantastic levels. Those lending preferred to to do so through the Central bank intermediated interbank market in order not to carry counterparty risk.


� Duty losses piled as subsidized loans were handed out to small and medium sized firms and the agricultural sector. The stock of duty losses hovered around US$ 20 billion in 2000.


� Please refer to table 23. 


� By August 2001 non-performing loans (NPLs) of the banking sector had risen to a new high of around 20% of outstanding credits of  TL 34,252 trillion (roughly US$ 25 billion) after hovering around 10% in the aftermath of the 1999 recession. NPLs amounted to TL 6,847 trillion in August 2001, and public sector banks’ share was TL 1,691 trillion, whilst private sector deposit banks’ (including SDIF banks) share was TL 4,113 trillion. Out of this amount roughly 65% was SDIF banks’ share.


� An excerpt from CBRT’s quarterly inflation report released in the second half of June 2000 read: `Due to the weak recovery in the economy, there was not a substantial increase in currency circulation although interest rates showed a sharp decline’ (CBRT 2000). As of mid June, therefore, CBRT’s belief had been  that growth had been anemic and sector specific (durables). 


� Once quake hit refinery output (14% of total industrail output) was shorn away from the industrial production index a much faster pace of economic growth emerged.


� This figure is for the Central Government including privatization receipts, transfers from the Central Bank, and interest receipts. Excluding these items gives a primary surplus of 4.6% of GNP for the Central Government. The more crucial consolidated public sector primary balance was 2.8% of GNP in 2000 in comparison to  –2% in 1999.


� Total external debt repayment for Turkey in 2001 was estimated at US$ 24 billion with half of this amount  being a public sector burden. 2001 was a spike year for external debt service.


� Virtue Party was finally shut down in 2001H1, but the act did not lead to a general election.


� The target for privatization receipts in 2000 was set at 3.5 % of GNP. The shortfall in sales was roughly  1% of GNP, whilst the shortfall in cash revenue was about 2% of GNP (1% collectd in February 2001). Privatization in 2000 surpassed the sum of fifteen years of privatization receipts despite delays in the sale of enterprises active in the energy sector, as well as delays in the partial sales of Turkish Airlines and Turk Telekom. 


� The erosion of credibility despite exceptional overall fiscal performance may be attributed, in part, to a shortfall in meeting the plethora of demanding program criteria set by the IMF with inflexible deadlines (in fairness to the IMF, that it sought a strict timetable is understandable after numerous slip-ups in earlier years).  A concrete example is the calendar for the partial sale of Turkey’s telecommunication monopoly.  A twenty percent stake had been originally planned to be sold to a ‘strategic’ investor by September 2000. The delay in the auction process due to no interest from foreign buyers led to a deferral in the disbursement of miniscule credit tranches from the IMF. A lack of interest from foreign investors was interpreted as being due to managerial constraints which would await any buyer when, in fact, the principal impediment to a sale may have been the poor global telecommunications market sentiment as attested to by numerous auction cancellations in various countries in this period. Whilst  the response to this may be that the sale could still have gone through if the authorities had assigned a lower minimum asking price, the desirability of a ‘firesale’ is highly questionable.  The essence of the criticism here is that the IMF plan had too much ‘micromanagement’, trying to do too many things at the same time. Ironically, the IMF was satisfied with the progress of reforms to a sufficient degree that it looked likely to release the fourth and fifth credit tranches together just before the November crisis. The lesson here may be that once credibility is undermined (viewed from the perspective of the markets by the IMF’s decision to delay additional credit tranches), it becomes far harder to re-establish. From one corner, IMF could erode the plan’s credibility by delaying fresh loans, but it could not re-establish credibility by a mere declaration of its satisfaction and extension of loans withheld. From the other corner, the authorities’ half-hearted response to their failure to abide by their pledge of a Turk Telekom sale did erode credibility, and no amount of managerial concessions could re-establish it.  


� One could argue with some legitimacy that perhaps more was necessary on the fiscal front, but it is undeniable that Turkey’s fiscal performance far outshone comparable episodes such as Brazil.


� Revenue raising measures targeted a fiscal adjustment of  5.1% of GNP, whilst expenditure cuts were expected to yield savings of 0.8% of GNP in 2000 in comparison to 1999. 


� Central Bank of Republic of Turkey (CBRT) continued to sell foreign exchange and provide Liras via open market purchases between November 22 and November 30. A new ceiling on net domestic assets was announced on December 1st, set at the level reached on November 30th. This policy was probably pursued with the belief that once foreign capital leaves the system, there should not be any more demand for foreign exchange.  


� Sovereign debt sustainability had yet to become an issue at the time.


� Long term Lira interest rates moved parallel to the forward discount rate of the Lira vis-a-vis the US$ in the first nine months of 2000. Turkey’s exchange rate regime at the time meant that the devaluation rate of the Lira vis-vis the currency basket would slow down. A decline in nominal interest rates was thus to be expected. 


� CBRT governor noted that banks’ free deposits at CBRT had risen on November 22nd to TL 1.1 quadrillion despite overnight interbank rates of up to 250% simple.


� A distinction between residents and non-residents was of little use ultimately because lack of confidence in the local currency and the financial system is exacerbated by foreign capital flight. Rumors were indeed rife that deposits could be frozen, for instance. Restoration of confidence in the economy thus requires measures which halt capital flight whatever its origin.


� As Krugman (1979) notes Central Banks  actually have two-tier reserves. Primary reserves which investors know will be committed to the defense of the exchange rate and a secondary reserve facility which may or may not be used. CBRT behavior during the period between November and February showed that the Central Bank frowned upon running a short currency position itself, and would sell foreign currency so long as its foreign currency position was still positive.


� This had earlier been reported as US$ (12.2) billion.


� Net open position is defined as total asset + forward purchases – total liabilities + forward sales in foreign currency valued at-end period central bank buying exchange rates (which  in turn is the average of the bid quotations provided by the top ten financial institutions in terms of transaction volume in the interbank FX market). Exchange indexed transactions alter the picture somewhat as only 50% of these were permitted to be included for purposes of defining an open position prior to mid-1998, but 100% in the following period.


� CBRT, Governor’s press release, 21 September 2000.


� “Excluding liabilities to the CBT, three state banks (Halk, Ziraat, and Emlak) and the SDIF banks on March 16, 2001 had overnight liabilities (repurchase agreements and deposits of commercial bank and nonbank customers) of some TL 13¾ quadrillion”, Letter of Intent to the IMF, May 2001.


� BRSA was headed by an ex-minister of finance who was reputed to be very honest; his last name translated to English is 'clean hands'.


� Allegedly literally threw a copy of the constitution (the book itself) to the feet of the Prime Minister.


� Foreign exchange sales by the CBRT as of 2:30 pm on February 19th amounted to roughly US$ 4.8 bn with the settlement date posted as Tuesday according to local bank pages on Reuters. It surfaced the next day, in fact, that total foreign exchange demand had been US$ 7.5 billion, and that the Central Bank had not disclosed ‘large’ denomination transactions.


� The positive aspect of this was the time gained, but the negative was the rush by  banks to register to buy foreign exchange just in case there was a devaluation because they did not have to pay for it until the following day.


� CBRT had official reserve assets amounting to US$ 26,131 million at the end of January 2001 according to data on the IMF website. This included foreign currency reserves amounting to US$ 24,949 million, of which US$ 23,467 million was held as foreign securities.


� Moreover, Halkbank – a public sector bank – failed to pay back funds (several hundred trillion Liras) it had borrowed in the overnight market from private sector banks. As a result, the payments system between the banks ground to a halt. 


� Interbank weighted average overnight simple interest rates, which had stood at 43% on February 19th, rose to 2,058% on the 20th, peaked at 4,019% on the 21st, fell slightly to 1,195% on the 22nd, then to 568% on the 23rd, finally settling at about 100% by end-month.


� By this time, only the CBRT intermediated interbank market functioned because of severe counterparty uncertainty. 


� It later emerged that CBRT had proposed the Lira to be floated as early as February 19th, but the government had demured.


� Defending a new peg at a lower parity could have been difficult anyway, hence the decision to float the currency rather than devaluing.


� Weighted average cost of borrowing was roughly 65% p.a. compound in January 2001 whilst year-end inflation targets stood at 10-12% for WPI and CPI, respectively.


� Selassie (2000) estimated the annual gain to banks due to income derived from Lira assets via maintainance of open positions at 0.5 % of GNP between 1995-1999 (based on an annual average real 20% return from government securities, and assumption that half of this was retained by banks) .  The possibility of large capital losses from currency mismatch was apparently reduced in the same period as a result of real exchange rate targeting pursued by the CBRT.


� This is not to deny banks’ currency position could, of course, be categorized as a principal source of weakness, and that one could then put forward an argument based on ‘weak fundamentals’ as per Sachs, Tornell & Velasco (1996). 


� This was largely ruled out because the Turkish Treasury had relatively small redemptions and, therefore, auctions in 2000H2. Indeed, interest rates were forecast to decline as the monthly devaluation rate was programmed to gradually decline.


� (LFX  - AFX)/ E =< 20% where E is net worth (A - L), A= AFX + ATL  ,  L=LFX  + LTL where LFX   is FX liabilities, AFX is FX assets, (LFX  - AFX)/ E =< ( where ( is the prudential ratio, crisis causes A ( , L(  , E (. Three possibilities to comply with  (    a) increase E through a paid-capital increase   b) lower FX liabilities  c) raise FX assets


� A tragi-comic evidence for this is accounted for in the banking section of the  IMF country report dated May 2001.
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