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INTRODUCTION

The Crisis problem is the one of the key elements of macroeconomic science.
Although actors of economic world used to live with various financial crisis since
1880’s and learned a lot from each of them we still could not have certain recipes

for destructive financial crisis.

Financial crisis are not only hard to apply certain remedies, but also hard to predict
them. In some cases, on the eve of the crisis there are widespread optimism about
the economy, for all its flaws, the economy shows many favourable signs. Then
came a loss of confidence, and what follows is a syndrome that has become all too
familiar in the last few years. A currency crisis interacted with a banking crisis,
with a plunging currency weakening the banks and the resulting implosion of
credit further weakening the currency. And to reassure foreign investors,
government apply anti-Keynesian policies, tightens fiscal policy which causes

severe recession. !

The widespread optimism about the economy was valid for South East Asia in
1997-1998 and for Turkey in 2000. Most of the financial actors were making
optimistic predictions and there were no significant warnings for a financial crisis
before the devaluation of Thai Baht in 1997 and before the liquidity crisis of
November 2000 in Turkey.

Turkey’s government started to implement a new economic program at late 1999.
Turkey’s economy had weak macroeconomic fundamentals and fragile financial

system at the late 1990’s. The aim of the program was to strengthening

! KRUGMAN, Paul, “Bunalim Ekonomisinin Geri Doniigli”, Cev: DOMANIC, Nesenur, Literatir Yaymlari,
Haziran 2001, Pg.6



macroeconomic fundamentals by decreasing inflation, and to improve financial

structure by decreasing real interest rates.

For most of 2000, the program shows remarkable developments by lowering
inflation to 38% and providing significant growth. The change in the monetary
framework, supported by structural reform package resulted in a sharp decrease in
nominal and real interest rates. Although the country’s external account balance
gives some signals for coming economic problems, most of the financial actors and
almost all of media were in a very optimistic mood and there was no body talking
about a financial crisis in October 2000. Then November 2000 comes. The crisis
began to whisper itself as a liquidity problems of some banks and resulted by taken

over of a medium size bank-Demirbank by Deposit Insurance fund.

Transfer of huge funds to abroad and loss of foreign reserves accelarated after
November crisis. After a dramatic attack to foreign reserves at February 2001, the
government announced that predicted currency rate system was abondoned and
floating currency system was began to be applied. At he end of the year, wholesale
price index was 88,5% which was higher than earlier years and the country lived a

minus growth worse than second world war years.

There were many discussions about the roles of Central Bank, other governmental
authorities and IMF at the size of the crisis. Some economic actors argue that the
crisis could be handled less painly with the better management of crisis by Central
Bank and IMF. Some went further and argued that the crisis was a result of false
financial policies and sudden banking system reforms dictated by IMF. But after
all, we see that main rules of economy, finance and risk management works. With
other alternative policy implications we may had chance to postpone the financial
crisis and smooth shift, but it seems it was not possible to prevent the financial

crisis after a point.



In this thesis, conceptual framework and theoretical approach to financial crisis
and reasons of financial crisis are analyzed through the literature at the first part.

Types of financial crisis and reasons lying behind them are reviwed in detail.

In the second part, financial crisis in emerging markets, specifically Mexican crisis
in 1994 and asian crisis in 1997-1998 reviewed. Main economic indicators of

these countries and liquidity problems are analysed.

In the third part, Turkey’s macroeconomic environment between 1997 and 2000
analyzed and information about new economic program named “disinflation and

structural reform” is given.

In the fourth part, Turkey’s liquidity crisis in November 2000, currency crisis in
February 2001 and macroeconomic environment after February 2001 are analyzed.
Macroeconomic policies applied and alternative policy options are also evaluated

and discussed in this part.

In the fifth part, information about Turkish banking sector in year 2000 will be
given and effect of financial crisis on banking sector in 2001 will be analyzed.
Because major portion of financial sector in Turkey is banking sector, financial
sector is taken as banking sector and effect of crisis on banking sector is reviewed

only.

The last part is conclusion in which short review of financial crisis are made and

Turkey’s financial crisis and policy actions to be taken is given.



1. CONCEPTUAL FRAMEWORK AND THEORETICAL APPROACH

1.1 DEFINITION OF A CRISIS

Financial system in general, and financial instutions and banking system
spesifically are intermediaries to transfer the funds from the units who have excess
funds to those who require and needs these funds. Financial crisis emerges in case
of non-proper working of financial system and disturbs almost all of economic

units.

Financial crisis cause markets to work ineffectively and result in sharp decreases in
economic activities. Raises in interest rates, increasing uncertainity, banking
panics and shrinking loan volumes to private sector are some elements which

makes financial crisis deeper.>

1.2  TYPES OF CRISIS

1.2.1 FINANCIAL CRISIS

Financial crisis are defined as episodes of financial-market volatility marked by
significant problems of illiquidity and insolvency among financial market
participants and/or by official intervention to contain such consequences.’
Financial crisis generally cause inefficient working of country’s overall economy,

and as a result significant decreases in country’s gross national product.
gnt gr p

Output loss is only one cost measure. Currency crisis can involve a loss of
credibility and banking crisis involve fiscal costs to taxpayers, which may include

an inflation tax.

2 MISHKIN, Frederick S., “Understanding Financial Crisis: A developed Country Perspective”, Annual World Bank
Conference on Developments Economics 1996, Pg.30

* BORDO, Michael, EICHENGREEN, Barry, KLINGEBIEL, Danicla, and MARTINEZ_PERIA, Maria Soledad,
“Financial Crisis: Is the crisis problem growing more severe?”, Economic Policy, April 2001, Pg.55



1.2.2 BANKING CRISIS

Commercial banks faced with huge amounts of withdrawals of deposits because of
lack of confidence in the market and loose their ability to fund market instruments.
This causes liquidity problem of the banks and not to pay their liabilities. As a
result, the bank is faced with a crisis.*

Four basic categories of risk measurements in banking are as follows:

1.2.2.1 LIQUIDITY RISK

A bank’s liquidity risk refers to a comparison of its liquidity needs for deposit
outflows and loan increases with its actual or potential sources of liquidity from
either selling an asset it holds or acquaring an additional liability. The trade-offs
that generally exists between returns and risks are demonstrated by observing that
a shift from short-term securities to long-term securities or loans raises a bank’s
returns but also increases its liquidity risk. The inverse would be true if short-term
securities were increased. Thus, a higher liquidity ratio for the sample bank would

indicate a less risky and less profitable bank.

1.2.2.2 INTEREST RATE RISK

The bank’s interest rate risk is related to the changes in assets and liability returns
and values caused by movements in interest rates. A beginning measurement of
this risk is that ratio of interest sensitive-assets to interest-sensitive liabilities.
Particularly in periods of wide interest rate movements, this ratio reflects the risk
the bank is willing to take that it can predict the future direction of interest rates. If
a bank has a ratio above 1.0, the bank’s returns will be lower if interest rates
decline and higher if they increase. Given the difficulty of predicting interest rates,
at least some banks have concluded that the way to minimize interest rate risk is to

have an interest sensitivity ratio close to 1,0 . Such ratio may be hard for some
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banks to achieve and often may be reached only at the cost of lower returns on

assets, such as short-term securities or variable-rate loans.

1.2.2.3 CREDIT RISK

Credit risk is the risk that an asset or a loan becomes irrecoverable in the case of
outright default, or the risk of delay in the servicing of the loan.” The credit risk is
higher if the bank has more medium-quality loans, but returns are usually
higher,too. Returns tend to be lower if the bank chooses to lower its credit risk by

having a smaller portion of its assets in medium-quality loans.

1.2.2.4 CAPITAL RISK

The capital risk of a bank indicates how much asset values may decline before the
position of its depositors and other creditors is jeopardized. Thus, a bank with a 10
percent capital-to-assets ratio could withstand greater declines in asset values than
a bank with a 5 percent capital-to-assets ratio. The capital risk is inversely related
to the leverage multiplier and, therefore , to the return on equity. When a bank
chooses (assuming this is allowed by its regulators) to take more capital risk, its
leverage multiplier and return on equity, ceteris paribus, are higher. If the bank
chooses (or is forced to choose) to lower its capital risk, its leverage multiplier and

return on equity are lower.°

1.2.2.5 REASONS AND RESULTS OF BANKING CRISIS
Generally reasons of banking crisis can be summarized as five main topics;
macroeconomic changes, weakness of financial sector, tendency to take higher

risks, intensive (excess) competeion and wrong (or incapable) management.

4 KARACAN, Ali Ihsan, “Bankacitik ve Kriz” istanbul 1996, Finans Diinyas: Yaymnlari, Pg. 128

¥ Modern Banking in Theory and Practice, HEFFERNAN, Shelagh,1996,John Wiley and Sons, Newyork, Pg.165-
167

§ Bank Management-Text and Cases, HEMPEL, George, SIMONSON, Donald, COLEMAN, Alan B., 4™ edition
1994, Pg.63
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In emerging market banks, high currency exposure between assets and liabilities is
very important . If a bank’s foreign currency liabilities are significantly higher
than foreign currency assets, the bank faces a risk of bankruptcy in case of

significant develuation.

For an episode to qualify as a banking crisis, financial distress resulting in the

erosion of most or all of aggregate banking system capital must be observed.

Banking crisis are more costly when open-ended liquidity support was provided

and when the exchange rate was pegged.

Open-ended liquidity support for insolvent banks increases the cost of crisis.
Public loans to banks that are not conditioned on restructuring and recapitalization
permit insolvent instutions to gamble for resurrection. Such loans also facilitate
the continued flow of financing to loss-making borrowers, and allow owners and

managers to engage in looting.

Pegged rates can provide an implicit guarantee against exchange risk, thereby
encouraging the accumulation of unhedged foreign exposures which increases

financial distress when the final stage comes.

1.2.3 CURRENCY CRISIS

Significant characteristics of a currency crisis are changes in parity forced by the
market, in other words develuation of national currency against other currencies,
abondenment of a pegged exchange regime and huge cash out flows from the

country.

In their review of financial crisis history, Michael bordo and his colleaauges found

that the cost of currency crisis did not seem to be systematically influenced by a

12



nation’s budget balance, financial system structure, exchange rate regime, or
capital account regime. The current account deficit, on the other hand, does seem
matter. The cost is greater when the current account deficit is allowed to widen

significantly in the preceding period.’

Devaluations generally occur after periods of expansionary monetary policy.
These expansionary policies lead to price and wage inflation, deteriorating
international competitiveness and weak external accounts. They tend to occur
when unemployment is high, as if the government is attempting to stimulate an
economy in which unemployment has political and economic costs. But policy
stimulus leads to a loss of reserves, which jeopardizes exchange rate stability.
Reserves continue to decline, eventually forcing the government to devalue the

exchange rate.?

Currency crisis are generally experienced at the countries in which fixed or
crawling peg exchange rate regimes are used. In these economies value of
exchange rate are not determined by market forces, instead it is determined by
monetary authorities. After a period, devaluation expectations of market players or
comments about overvalued national currency starts to be discussed at the market.
Then demand for national currency turns out to demand for international currency.

As a result of that demand international reserves of central bank is destroyed.’

The root of the problem in currency crisis is international illiquidity of the financial
system of the country. Because we see illiquidity as a main source of crisis in
recent emerging market crisis, we will focus on illiquidity problem at the following

section.

7 BORDO, Michael, EICHENGREEN, Barry, KLINGEBIEL, Danicla, and MARTINEZ_PERIA, Maria Soledad,
“Financial Crisis: Is the crisis problem growing more severe?”, Economic Policy, April 2001, Pg.67

¥ EICHENGREEN, Barry, ROSE, Andrew K., and WYPLOSZ, Charles, “Exchange market mayhem: the
antecedents and aftermath of speculative attacks”, Economic Policy, October 1995, Pg.253

? KONUK, Hayri, Istikrar Politikas1 Aract Olarak Kur Rejimleri, Vergi Diinyasi, Sayi:235, Pg. 71
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1.3 ROLE OF ILLIQUIDITY IN FINANCIAL CRISIS

Hliquidity is defined as situation in which a country’s consolidated financial
system has potential short term obligations that exceed the amount of foreign
currency available on short notice. Illiquidity is the key in the generation of self-

fulfilling bank and/or currency crisis.

Most of the recent literature blame for the financial crashes in Mexico, East Asia,
Russia and Turkey as corruption, lack of transparency, imperfect democracy,
misguided loan guarantees, too large external deficits, fixed exchange regimes,

poor financial regulation, excessive borrowing abroad, etc.

It is an easy approach to argue that several or all of these factors mattered for
recent meltdowns. But such an approach would help little in understanding why,
when and where these crisis happened. Which one of the many weaknesses
exhibited by the afflicted countries is necessary for a crisis to occur? Can any of
them conceivably be sufficient to trigger a collapse? Central bankers and finance
ministers can at best tackle a few issues at a time. Where should they focus their

efforts to have the best chance of avoiding financial vulnerability?

At the risk of oversimplifying, single factor behind financial and currency distress
can be pointed as international illiquidity, defined as a situation in which a
country’s consolidated financial system has potential short-term obligations in
foreign currency that exceed the amount of foreign currency it can have access to
on short notice. Illiquidity is certainly not necessary for currency crashes to occur.
The EMS troubles of the early 1990’s, for instance, had more to do with
governments’ desire to fight unemployment than with any difficulties in servicing
short-term obligations. But illiqudity comes close to being sufficient to trigger a

crisis. The options left after creditors lose confidence and stop rolling over and

14



demand immediate payment on existing loans are painfully few. The collapse of
the currency, of the financial system, or perhaps both, is the likely outcome.

Role of domestic banks in causing and transmitting situations of illiquidity is
significant. Although there are some exceptions like Indonesia in which it was
corporates who did much of the borrowing, and who faced severe illiquidity when
foreign lending stopped, it can be justified for two reasons. The first is the high

observed correlation between exchange rate collapses and banking crisis.

In the Southern Cone of the Americas in the early 1980’s, Scandinavia in the early
1990°s, Mexico in 1995 and Asia in 1997-98, the currency crashed along with the
financial system. Formal econometric work, such as that reported by Kaminsky
and Reinhart (1996), shows that a bank crisis helps predict a currency crisis. The
second is that banks plays a much larger role in emerging than in mature

economies.'°

Emphasizing illiquidity is natural for emerging markets because of their limited
access to world capital markets. When fractional reserve banks in mature
economies face a liquidity problem, they are likely to get emergency funds from
the world capital markets as long as they are solvent. This is seldom the case in
emerging economies: a private bank in Bangkok, Mexico City or Istanbul will get
many international loan offers when things go well, and none when it is being run

on by depositors.

International illiquidity is what the very diverse recent crisis in emerging markets
have in common. Troubled countries of asia in 1997-98 had high and sharply

19 CHANG, Roberto, VELASCO, Andres, Working Paper Series (Federal Reserve of ATLANTA), Oct99, Vol.99,
Pg.17-18
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rising ratios of hard currency short-term liabilities, esspecially external debt, to
liquid assets.They were therefore extremely vulnarable to what Colvo (1998) terms
the sudden stop syndrome: a massive reversal of capital inflows, which occurred in
the second half of 1997. Bankruptcies, payments moratoria and asset price
collapses (including the exchange rate, the price of domestic money) proliferated.
The financial panic fed on itself, causing foreign creditors to call in loans and
depositors to withdraw funds from banks- all of which magnified the illiquidity of
domestic financial instutions and forced yet another round of costly asset

liquidation and price deflation.

1.4 CURRENT ACCOUNT DEFICIT - THEORETICAL APPROACH

1.4.1 THE CURRENT ACCOUNT AND FOREIGN EXCHANGE
RESERVES

In the emerging market financial crisis, overvaluation of national currency and
large current account deficit can cause significant role in the currency crisis

problem of the country, as a result liquidity problem and financial crisis.

One useful starting point to explain the problem is balance of payments identity (in

a pegged or crawling peg exchange regime).
CAD = AK - AR

The current account deficit CAD must be financed by private capital inflows AK or
by a decline in foreign exchange reserves -AR . In normal conditions of emerging
markets, overall economy makes higher investments than its national private
savings. That causes current account deficit in the economy. During that

expansion period, there are generally significant private capital inflows. If the

16



change in the private capital inflows are higher than current account deficit,

national reserves also increases.

At some point, if there is loss of confidence of foreign investors there are two
alternatives. They may increase risk premium of the country and ask for higher
interest rates. The loss of confidence itself let to higher interest rates, as a result
decreasing investments and consumption, consequently a smaller current account
deficit.

If Central Bank keeps the interest rates below those demanded by foreign
investors, it can make credit expansion to private sector. In this case private sector
sells government securities to the Central Bank indirectly. In the pegged exchange
rate regime, these money obtained by the private sector by selling of securities or
obtained from overnight interbank market with low interest rate is used at the

purchase of foreign exchange which causes a decline in foreign exchange reserves.

Without the credit expansion, the country has to adjust to a smaller inflow of
foreign private capital, but it would not have run out of central bank reserves. The
other side of the coin is that higher interest rates increases the likelihood of
bankruptcy in parts of the banking system.

Another accounting identity is useful at this point. The monetary base (currency
plus commercial bank reserves held at the central bank) can change only as a
result of domestic credit expansion (which tends to raise the supply of money), and
loss of reserves (which tends to reduce the supply of money). The link between
reserve losses and the monetary base is straight forward: each sale of dollar
reserves by the central bank absorbs national currency used by the private sector to

purchase the dollars. Thus the basic identity for the money supply is

17



AMB =ANDA + AR

Where AMB is the increase in the money supply, ANDA is the expansion of

domestic credit, and AR is the incraese in foreign exchange reserves held by the
central bank.

Now, from the vantage point of money demand, consider what happens when
foreign capital inflows decline. Assume initially, that ANDA=0, so that the
central bank does not expand domestic credit. As AK falls, private sector has two
options: to reduce spending, thereby norrowing the current account deficit, or to
run down money holdings by selling securities to the central bank to buy dollars to
continue to finance imports. In fact, it would be most unusual for money holdings
to fall by very much: MB is used by private sector for transactions, not as a store of
wealth. Therefore the demand for money is a fairly stable function of level of GDP,
and would not tend to fall simply because foreign lending was reduced. Therefore,
if AMB=0, then AR=0. There wolud not be a loss of reserves simply because of a
decline in foreign capital inflows. Instead, the current account deficit would
shrink,"

Now consider what happens when central bank responds to the fall in change in K
by expanding domestic credit. If we continue to assume, realistically, that

AMB=0, then we have that

AR = - ANDA.

Reserves fall as a direct result of domestic credit expansion, which is the

conclusion we reached in the preceding paragraph.
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1.5 HUMAN BEHAVIOURS IN FINANCIAL CRISIS - SPECULATION
EFFECT

Characteristic of financial crisis and behaviours of individuals are similar in the
history. Human characterists, esspecially greed plays an important role in the

irrational behaviours of financial actors and makes the crisis deeper.

Irrational behaviour of human beings and greed was always same, even in previous
centuries. Price of some assets increases to irrational and economically
unsustainable levels before the crisis. During the peak of tulip bulb madness in
Holland at 17" century, you can have one of five floor appartments at the most
prestigious areas of Amsterdam channels by selling only one black tulip bulb.
Everybody had known that this was an incredibly irrational price. But it was same
irrational when you could purchased the same five floor appartment by selling six
black tulip bulb. But the ones who had left the market by selling their tulip bulbs
when the price was 1 to 6, had lost the great opportunity to make their wealth six
times more. Short term opportunities which promises to make great money may

overcome well known economic realities.

All investors — nobody calls himself speculator- think that they can see the end of
the game and leave the market at the perfect time, but only a few can do it. At the
time of south see baloon business in England, Sir Isaac Newton, one of the most
clever minds of all times, had thought he could see the end of the game and leave
the market on time. But he could not. He lost a lot of money. Intelligent mind can

not save the people from their own greed.

It is not possible for governments to prevent prices raising to unsustainable high

levels in free operating markets. Once the prices has gone so far there is nothing to

1 SACHS, Jeffrey, TORNELL, Aaron and VELASCO, Andres, “The Collapse of the Mexican peso: what have
we learned”, Economic Policy, April 1996, Pg.25-27
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be done to keep prices at these levels. All the government can do is to wait and

make necessary actions to remedy the situation after everything completed.

As the prices of assets decrease, sufficient guarantees become insufficient
guarantees. Good performing loans of previous times becomes bad performing
loans, Banks ask for closing of loans with insufficient guarantees. Banks do not
roll over loans which are easily rolled over at normal conditions, because of
liquidity problems and fears of non-performing loans. Credit market freezes.
With the fear of bad debt problem, suppliers require cash payment for the sales
they normally do with 90 days payment term,

Even financially strong companies may become bad debt customers as they asked
to close loans and pay cash for new purchases. The companies which can not
finance themselves and need loans from banks may go bankrupt. Employees are

laid off and production quit.

Everybody try to keep his wealth and wants to change melting local money with
foreign currencies of strong economies. A sailor should stay on board until the last
minute. But it is not true for an investor. No capitalist investor wants to sink with
the ship. Capitalist investors are afraid of dangers and suspicious to loose their
wealth as genetic feature. If they see an increasing risc to loose their wealth they
leave the ship. Stability of financial system is a problem to be solved by someone

else.

Global speculators are like a antelope herd. They run away in panic. Antelopes
sometime run away because they see a lion near to a tree. They sometime run away
because they see some other antelopes are running. They sometime see moving
grass because of wind and run away. But if you are an antelope or a global

investor, running away is always safer than waiting and seeing if the danger comes

20



true or not. The one who runs away last has maximum risk to be eaten by the lion,
or to loose his wealth. If there is no lion in the neighborhood, you can always go

back and continue to graze in the fields.

Huge amounts of capital leaves the country and foreign exchange reserves of
central bank is exshausted. During this process, financial crisis effects other

economic actors and becomes economic crisis. And then it becomes national crisis.

The problem before the crisis is not to see decrease of unsustainable prices during
the time, but to predict timing and speed of it. Economic models are perfect about
fundamentals and explanation of processes. But they are awful about timing of the
events. In fact, they do not say anything about timing. From this point of view,
economic models are like geology. Geologists can say where the cracks of earth
stays and strength of an expected earthquake. But they can not say anything about
timing of earthquake. Everybody believes it will happen. But it can happen today
or in 30 years. And almost all of the people lives near to cracks and do nothing.
They just expect nothing will happen during their lifetime.

2. FINANCIAL CRISIS IN EMERGING MARKETS

2.1 MEXICAN CRISIS IN 1994

Starting in December 1994, and through the first quarter of 1995, Mexico found
itself in the grip of an intense financial panic. Foreign investors fled Mexico
despite very high interest rates on mexican securities, an undervalued currency,

and financial indicators that pointed to long term solvency.

Investors feared default as well as the possibility of an explosive inflation in

coming months, caused by the collapse of peso. The odd fact is that these concerns

12 THUROW, Lester C., “Servet Yaratmak”, Cev: SEN; Giilden, Altn Kitaplar Yaymevi, Nisan 2001, Pg.79-81

21



were as much the result of the panic as they were its cause. Adverse expectations

about Mexico’s financial conditions become self-fulfilling prophecies of doom.

Fundementals can not account fully for the December crisis. Rather, the crisis was
a self-fulfilling panic made possible by the fact that the sizable short-term
liabilities of the government become greater than its liquid assets. It is certainly
true that the real exchange rate had depreciated in 1994, that Mexico was relying
too heavily on foreign borrowing in 1993 and in early 1994, and that the pace of
foreign lending was bound to contract. The current account deficit, after all, had
reached 5,8 percent of GDP in 1993, and would reach almost 8 percent in 1994,
much of it financing consumption spending. Therefore, a decline in the current
account deficit and a real exchange rate depreciation were necessary as of mid-
1994. The adjustments could have been accomplished without precipitating a
financial panic had they been early enough, while reserves were still plentiful and
while there was little short-term dollar denominated government debt. Such
adjustments would have included a tightening of fiscal and monetary policy and a
correction in the exchange rate. In such a scenerio, the Mexican current account
deficit could have declined gradually as a percentage of GDP, and remained in a
moderate deficit position, instead of disappearing abruptly as a result of a creditor

panic.

The Mexican currency crisis, unlike many others in Latin America, was not the
result of irresponsible fiscal behaviour. The Mexican operational budget balance
had been in surplus during 1990-4. The increase in absorption and the bulk of the
borrowing during the last few years had been done by the private sector. It is true
that there were hidden deficits, but these were of moderate size. The public sector
entered the picture mainly when it attempted to sterilize the monetary effects of the

capital inflow by issuing short-term securities, first in pesos and then in dollars.
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The state of illiquidity at the end of 1994 was due to unexpected shocks that
occurred throughout the year, and the inadequate policy response to these shocks.
In the aftermath of the assassination of the presidential candidate Colosio in
March, the exchange rate experienced a nominal develuation of around 10%
(reaching the edge of the band Mexico had long been operating), and interest rates
increased by around 7% points. However, the capital outflow continued. The
policy response was to maintain the exchange rate rule, and to prevent further
increases in interest rates. The authorities prevented interest rates from going up
by expanding domestic credit and by converting short-term peso-denominated
government liabilities (cetes) falling due into dollar-denominated bonds

(tesabonos).

A fall in international reserves and an increase in short-term dollar-denominated
debt resulted. The government simply ended up illiquid, and therefore financially
vulnerable. It is important to see that the negative shocks did not lead by
themselves to illiquidity. It was the unwillingness of monetary authorities to
tighten (by using fiscal policy or letting interest rates further) or to permit a timely
exchange rate adjustment that brought that resuit.

Of course, there explanations for such a policy course. One explanation for not
letting rates go up was the perceived fragility of the banking system. The main
reason for not devaluing were fear of losing credibility and fear of arousing public
discontent in the run-up to the August presidential elections. Nonethless, the net
outcome was a situation of greatly increased vulnerability, whose risks become

fully evident in December.
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TABLE 1 - MEXICO'S MACROECONOMIC INDICATORS

Budget Real Curr.Acc, Reserves

Deficit/GDP  Exchange Deficit/GDP  (Millions
Growth(%) Inflation (%) (%) Rate (%) USD)
1991 4,17 22,70 2,90 103,80 -5,13 17.726
1992 3,59 15,48 2,90 111,60 -7,31 18.942
1993 2,00 9,74 2,10 120,80 -5.81 25.110
1994 4,44 6,95 0,50 97,70 -6,98 6.278
1995 -6,13 35,00 101,70 0,28 16.847

Kaynak: IFS, JP Morgan

There are two possible explanations of why the December crisis took place. One
explanation is that the devaluation was expected and that it was an intrinsic part of
the financial panic on government debt. This explanation is related to the
mainstream speculative attack literature, according to which reserves gradually run
out because of excessive domestic credit, and eventually a stock adjustment
depletes the remaining reserves in one attack. The second explanation is that the
crisis was largely unexpected and that the develuation and the financial panic were
separate events, with the develuation coming first, and then helping to provoke the
panic. In this view, the Mexican government could still have borrowed, albeit at a
high cost, in November and early December. Instead, it chose to devalue because
it finally perceived the cost of defending the exchange rate (in terms of high
interest rates and domestic recession) to be too high. The devaluation contributed
to a shift in expectations and thereby generated a self-fulfilling panic in the market
for government securities. Investors realized that if other investors stop lending
money to Mexican government, the government would be unable to pay its debts,
particularly the dollar-denominated tesebonos, as they fell due. Therefore each

individual investor could do no better than withdraw its funds when other investors
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started to withdraw its funds. Panic was made possible by the government’s
illiquidity at the end of the year."

Mexico was subject to a self-fulfilling speculative attack in late December 1994.
While there were many reasons for a devaluation of the Mexican peso at that time,
the speculative attack and the magnitude of the resulting currency depreciation
went far beyond what was “inevitable” based on Mexico’s fundamental conditions.
There is ample evidence that the attack was, indeed, unexpected and represented a

self-fulfilling panic: peso holders suffered extraordinary losses.'*

Financial vulnerability was not limited to the public sector. Other indicators of
fragility were that the ratio of M2 to reserves attained a level of 7 in mid-1994 and
10 in November of that year. Meanwhile, M3 denominated in foreign currency
became greater than the central bank reserves in April 1994. The share of non-
performing loans increased from around 3% in 1991 to almost 7% by the end of
1994,

The combination of high monetization and bank weakness was to prove lethal at
the end of the year. Much of M2 was held as deposits in the banking system.
Bank assets were illiquid (and increasingly non-performing), while deposits could
be withdrawn at the drop of a hat. The resulting crunch on banks would inevitably
become a source of pressure for the central bank. When M3 (both deposits and
short-term government debt) headed for Miami in late 1994 and early 1995, the
government was not able to cover the system’s short-term liabilities with available

reserves.

13 SACHS, Jeffrey, TORNELL, Aaron and VELASCO, Andres, “The Collapse of the Mexican peso: what have
we learned”, Economic Policy, October 1995, Pg.16-18

4 SACHS, Jeffrey D:, TORNELL, Aaron and VELASCO, Andres, “Financial Crisis in Emerging Markets: The
Lessons from 1995” , Brookings Papers on Economic Activity, 1: 1996, Pg.148

15 SACHS, Jeffrey, TORNELL, Aaron, VELASCO, Andres, “The Collapse of the Mexican peso: what have we
learned”, Economic Policy, April 1996, Pg.32
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Local companies who obtained foreign currency loans faced with significant
problems of repayment of loans after devaluation of national currency. Because
foreign currency nominated liabilities of companies increased while local currency
assets remained same. When banks could not collect foreign currency credits from
local companies they obtained additional loans to pay their liabilities. As a result
of devaluation the banks balance sheets are collapsed. Foreign currency risk of
those who obtained foreign currency loans from the banks became credit risk of the

banks (non-performing loans) who give foreign currency credits.

No specific unit (or instutition) was established to correct the problems of banking
sector and to manage regulations. That role was given to Commission of National
Banking and Securities which is a supervisory instutition. The commission did not
employ new experts related to tis duty. They execute the new duties with their
existing personnel. The commission was partly supported to find strategy to solve
the problem, determine the banks to be closed and to be recapitalised and to
manage non-performing assets. But important decision was made by central bank

anf ministry of finance.'®

2.2 ASIAN CRISIS IN 1997-1998

2.2.1 MACROECONOMIC ENVIRONMENT

2.2.1.1 THAILAND

Thailand experienced a very successful development and increased national
income per capita 5 times in the last 30 years. Average growth rate of the
economy between 1985-1995 was 9 percent. Strong macroeconomic policies and
public surplus attracted huge amounts of foreign capital inflow which most of them
short term foreign loans. But unappopriated structure of banking sector, use of

1$ BOYOGLU; Ozgtr Eyip, “Bankacilik Krizleri, diinya’da ve Tirkiye’de Yaganan Bankacilik Krizleri, Bankacilik
Kr5izlerine Karst Alinan Onlemler ve Coziim Onerileri”, Yiksek Lisans Tezi, Istanbul 2002, Pg 48
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huge amounts of credits in construction and real estate played a significant role in

coming problems.

Thailand’s current account has been given deficit since 1975, and it reached to 8

percent of gross domestic product in 1995 and 1996.

Consumer price index between 1990-1997 fluctuated between 4,1 percent and 6
percent. This situation was seen as a successful result but raised suspicions about
if cost of high growth rates was postponed to the future. Credit expansion to
private sector finaced by short-term loans mainly obtained from financial
institutions in Europe, Japan and United States. As of June 1997, short-term loans

reached to 1,6 times of foreign exchange reserves.

2.2.1.2 SOUTH KOREA

As a result of average growth rate for 8 percent for the last 30 years, South Korea
became 11th biggest economy of the world and national income per capita
increased 10 times in 30 years. In this one of the most developed countries of
Asia, role of government in the economy felt efffectively and dominance of huge

holding companies in the market is known very well.

Although the country has significant saving rates, foreign loans were used to
finance higher investment amounts. Most of foreign loans taken are U.S. Dollar
nominated. As a result of decreasing exports and high foreign currency loans,
South Korea changed foreign currency regime and applied floating exchange rate

regime which destructed all economy which had huge foreign currency loans.

Huge South Korean companies had 100 billion U.S.Dollars foreign currency loans,
70 percent of them is short-term.
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2.2.1.3 MALAYSIA

Malaysia realized high growth rates during long years. This gave an impression
that it will always continue which makes people blind to the correlation between
growth and inflation. Average growth rate between 1990 and 1997 was 8,8 percent
and inflation rate fluctuated between 2,6 percent and 4,7 percent during same

period.

Although country lived with high growth rates during long years, optimistic
expectations in private sector prevent reasonable investments, montage oriented
businesses was preferred and economy left import dependent. Overvalued national
currency effected current account deficit in negative side. Increasing current
account deficit financed by foreign exchange loans most of them short-term.
Overvalued national currency makes government, who keeps budget accounts in
natonal currency, think that financing long-term investment with foreign exchange
is better.

2.2.1.4 INDONESIA
In the Asian countries there was no significant increases in inflation rates. But
generally increasing current accout deficits were observed at almost all of the

countries.

Indonesia implemented IMF reform package. The financial problems was not a
result of undisciplined public budget. National saving rates was about 28-29
percent between 1990 and 1997, proportion of public deficit to gross national
product was 1,4 percent in 1996 and 2 percent in 1997. Problems of Indonesia was
mainly result of lack of trust to financial sector, high short-term foreign exchange

loans and lack of transparency in the financial sector. Pressure of IMF to close
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significant number of banks in a short period of time also played an imported role
in the panic of financial sector.
2.2.2 ECONOMIC INDICATORS AND EXPLANATIONS

Main macroeconomic indicators of Asian countries prior to crisis are as follows!”;

TABLE 2 - GROSS DOMESTIC PRODUCT GROWTH RATES (%)
20 21 92 23 94 95 26

South Korea 9,5 9,1 51 58 8,6 8,9 7.1
Indonesia 9,0 89 7.2 73 75 82 8,0
Thailand 116 8,1 8,2 8,5 8,9 8,7 6,4
Malasia 9,6 8,6 7,8 8,3 9,2 9.5 8,6
Philippines 3,0 -0,6 0,3 2,1 4.4 4.8 5,7
Singapore 9,0 7.3 8,2 10,4 10,5 8,8 7,0
China 38 9,2 14,2 13,5 12,6 10,5 9,6
Taiwan 54 7,6 6,8 6,3 6,5 6,0 57
Hong Kong 34 5,1 6,3 6,1 54 3,9 4,9

World Economic Outlook, IMF, Dec,1897

TABLE 3 - CURRENT ACCOUNT BALANCE / GDP (%)
20 N 92 23 94 95 26 14

South Korea 0,9 -3,0 -1,5 -0,1 -1,2 -2,0 -4.9 -2,9
Indonesia -2,8 3.4 -2,2 -1.5 1,7 -3,3 -3,3 2,9
Thailand -8,3 7.7 5,6 -5,0 -56 -8,0 -7.9 -3,9
Malasia 2,1 -8,8 -3,8 4.8 -7.8 -10,0 4.9 -5,8
Philippines -8,1 23 -1,6 -5,5 4,6 4,4 -4,7 4,5
Singapore 8,3 11,2 11,3 7.4 17,1 16,9 15,0 14,0
China 3,4 3,5 1,5 -2,7 14 0,2 0.9 2,5
Taiwan 6,7 8,7 38 3,0 26 1,9 52 4,2
Hong Kong 8,9 7.1 5,7 7.4 1,6 -39 -1,3 -1,5

Worl Economic Qutlook, IMF, Dec 1997

17 International Monetary Fund, “World Economic Outlook”, 1997
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TABLE 4 - CONSUMER PRICE INDEX INCREASE (%)
g0 N 92 83 94 25 96 14

South Korea 8,6 9,3 8,2 4.8 6.3 4,5 4.9 4,3
Indonesia 7,8 9,4 75 9,7 8,5 9,4 79 83
Thailand 6,0 57 41 34 51 58 59 8,0
Malasia 28 26 4,7 35 3,7 34 3,5 3,7
Philippines 12,7 18,7 89 76 9,0 8,1 84 52
Singapore 3,6 34 23 23 3,1 1,7 1,4 21
China 2,1 27 54 13,0 21,7 14,8 6,1 1,5
Taiwan 4,1 3,6 4,5 2,9 4.1 37 31 2,0
Hong Kong 9,7 11,6 9,3 8,5 8,1 8,7 6,0 6,5

World Economic Outiook, IMF, Dec 1997

Korea, Malasia, Thailand and Philippines are the countries which most effected
from the financial crisis. As we review macroeconomic indicators of these
countries we see that they have high growth rates, low inflation figures, low budget
deficits and high saving and investment rates.

The results of strong public finance figures were low public debt to GDP ratio and

low inflation figures as a result of tight monetary policies.'®

Some of the macroeconomic indicators gave signals of potential problems. As can
be seen at current account balance / GDP table above, ratio of current account
balance to GDP gave deficit as a result of investment rates higher than saving
rates. However, although countries gave current account deficits at the years prior
to crisis, it is not a significant indicator to predict a crisis. Frankel and Rose (1996)
reviewed 117 crisis and found no direct relation between current account deficit
and financial crisis."

18 ASLAN, Ozgiir, “Uluslaras: Likidite Sorunu Cergevesinde $ili, Meksika ve Asya Krizlerinin Incelenmesi ve
Finansal Krizlerin Degerlendirilmesi”, Istanbul, 2000, Pg. 64,66
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2.2.3 ROLE OF LIQUIDITY PROBLEM IN ASIAN CRISIS

Liquidity problem of the country is defined as short term foreign currency
liabilities exceeding short term foreign currency assets. We see liquidity problem
in asian crisis like we see it in Mexican crisis at 1994. When we review the
liquidity situations of the counties effected from the crisis we see the importance of

liquidity problem at the financial crisis of these countries.

As we start to define financial system at liquidity approach, we should look at the
definitions of short term foreign currency assets an short term foreign currency
liabilities of a country. Financial system includes all public banks, private banks,
other financial instutions which operate similar to banks and central banks as a

lender of last resort.

Short term assets is defined as short term foreign currency assets of banks, foreign
currency nominated international assets which can be obtained in a short period of

time and usable international reserves of central banks.

Short term foreign currency liabilities can be defined as short term foreign
currency loans of financial system, foreign currency deposits at the banks, and
saving deposits in the banking system if a pegged exchange rate regime is used at
the country. Because all the saving deposits can be converted to foreign exchange
with the committed exchange rate. The difference between foreign currency loans
and foreign currency deposits is one of them is a liability to foreign creditors while

the other is a liability to country’s own citizens.

' FRANKEL, Jeffrey, K.ROSE, Andrew, “Currency Crashes in Emerging Markets: Empirical Indicators”, NBER
Working Paper, National Bureau of Economic Research, January 1996
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In the light of the above explanations, short term loans / international reserves table
which is shown below can be reviewed. At this table, ratio of short term loans

obtained from international creditors to international reserves are shown.

TABLE 5 - SHORT-TERM FOREIGN LOANS / INTERNATIONAL RESERVES

indonesia  S. Korea Malasia  Philippines  Thailand Total
June 90 2,21 1,08 0,22 3,19 0,59 0,94
June 94 1,73 1,61 0,25 0,41 0,99 0,83
June 97 1,70 2,06 0,61 0,85 1,45 1,43

IMF

Increase of the ratio means decreasing international liquidity. Ratio of short term
loans to international reserves of all countries except Indonesia increased between
1994-1997. The ratio increased for all countries except Indonesia and Philippines
between 1990-1994. The reason of significant change in Philippines is the
agreement for rescheduling long term loans in 1991.Another important point from
the table is that the ratio in Korea, Indonesia and Thailand was much above 1,0 at
the end of 1996, which means if foreign banks would not be willing to roll-over
these loans they can not repay the loans with their international reserves. Although
the ratio is less than 1,0 at Malasia and Philippines, it increased more than double
between 1994 and 1997. Nonethless, it is necessary to remind that these two
countries were effected less from the financial crisis compared to others. As a
result, foreign currency liabilities of Asian crisis countries increased significantly

during these years, which decreases liquidity of these countries.
As we review national deposits at these countries we see similar figures. As it can

be seen at the table below, the ratio of M2 to reserves increased prior to crisis,

which supports the above explanations about liquidity problem.
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TABLE 6 - M2/ INTERNATIONAL RESERVES

Indonesia S. Korea Malasia Philippines Thailand
1990 6,16 6,48 2,01 16,33 4,49
1991 5,51 8,33 2,89 4,82 4,10
1092 5,61 7,20 2,64 4,35 4,10
1993 6,09 6,91 2,09 4,90 4,05
1904 6,55 6,45 2,47 4,86 3,84
1995 7,09 6,11 3,33 5,88 3,69
1996 6,50 6,51 3,34 4,50 3,90

IMF
Thailand’s figure is low because figures of financial institutions other than banks
were not included at this table.

As a result at all of five countries, ratio of short term foreign loans to international
reserves increased and ratio of M2, which is possible to convert foreign currency in

a pegged exchange rate regime, to international reserves were high.

The partial reforms had led increasingly fragile financial systems, characterized by
growing short-term foreign debt, rapidly expanding bank credit, and inadequate
regulation and supervision of financial institutions. These weaknesses, in turn, left

Asian economies vulnerable to a rapid reversal of capital flows.

The magnitude of suddenness of the financial reversals for the five countries,
Indonesia-Korea-Malaysia-the Philippines and Thailand, made clear the effect (or
reason) of crisis. Private net inflows to these five countries soared, rising from
USD 40,5 billion in 1994 to USD 93 billion in 1996. But in 1997 the long period
of inflow abruptly reversed, with a net outflow of around USD 12,1 billion. The
remarkable and unexpected swing of capital flows of USD 105 billion (from USD
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93 billion inflow to USD 12 billion outflow) represents around 11 percent of the
precrisis dollar GDP of these five countries.?

3. TURKEY’S MACROECONOMIC ENVIRONMENT BETWEEN 1997-
2000 AND NEW ECONOMIC PROGRAM

At the end of 1999, Turkey started to implement a new economic program which
was prepared together with IMF. The aim of the program was to decrease inflation
to single digit figures in 2 years and to sustain reasonable growth with low
inflation for the long years.

The first priority of the program was to decrease inflation expectations of
economic actors, as a result decrease real interest rates which is the most
significant item of public budget. By decresing high real interest payments to
government bonds the public budget deficits would be decreased and base to
solve hidden problems of banking sector through a detailed banking reform would
be prepared.

To decrease the inflation expectations of financial actors a crawling peg exchange
rate was planned to be used as anchor. Central Bank committed that the
develuation of foreign currency basket would be 20 percent for the year 2000 and

committed daily exchange rates of currency basket for the all year.

Main economic developments for the year 2000 and macroeconomic indicators for
1997-2000 period are as follows;

% RADELET, Steven, SACHS, Jeffrey D., “The East Asian Financial Crisis: Diagnosis, Remedies, Prospects”,
Brookings Papers on Economic Activity, 1: 1998, Pg.2

34



3.1 MAIN ECONOMIC INDICATORS

3.1.1 GROWTH

For most of 2000, the program made good progress in strengthening public
finances, lowering inflation, and reviving growth.Following the rapid contraction
in 1999, Turkish economy showed a rapid recovery again in 2000. There was an
increase of 61 percent in GNP in current prices and 6.1 percent in constant prices.
The national income increased by 4 percent to USD 194.9 billion while per capita
income amounted to USD 2,986 up by 3.8 percent from the previous year.

Table 7 - Gross National Product

1997 1998 1999 2000
Growth rate (percent)
In current prices 96.2 80.3 47.6 61
In constant prices 83 3.8 -6.4 6.1
Deflator (percent) 81.2 73.6 57.0 51.7
GNP
TL trillion 23,393 53,013 78,242 125,971
USD billion 194.1 203.9 1853 194.9
Per capita income (USD) 3,105 3,213 2,878 2,986

Source: State Institute of Statistics

The positive effects of the program on economic expectations were reflected in the
borrowing of Treasury both in domestic markets and from abroad. Due to the fact
that a portion of public sector borrowing requirement was met by external
borrowing, interest rates showed a rapid decline. After the declaration that TL’s
depreciation against the currency basket of dollar and euro would be as much as
the targeted rate of inflation that’s 20 percent, there was an increase in the demand

for TL even in short term and acceleration in the downward trend of interest rates.
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Table 8 - GDP by Expenditure

Per’change Pel'.shal’es in
GDP (in current
prices)

1999 2000 1999 2000*

GDP -6.4 6.0 100.0 100.0

Total source -3.4 6.9 102.5 106.4

Fixed capital investments -14.3 14.5 22.1 23.5
Public -3.9 15.7 6.2 6.8

Private -17.8 14.0 15.9 16.8

Total consumption -2.6 5.6 78.9 81.8
Public 4.3 4.8 13.2 12.6

Private -3.8 5.7 65.6 69.2

Source: State Planning Organisation.
* Estimated

In order to finance at least some part of the unexpected costs of the earthquake
disaster in 1999, there were some additional taxes and capital tax on public
borrowing securities to be paid in 2000. Despite these taxes and their burden, the
wealth effect as a result of the sharp decline in interest rates, the expansion in the
consumer and commercial loans, the real increase in wages in most of the labour

contracts in public and private sector let to an expansion in demand.

Table 9 - Domestic Savings and Savings Balance

(Percent share in GDP)
1997 1998 1999 2000
Domestic savings 21.3 23.1 19.8 182
Public -1.9 0.8 -6.4 -5.2
Private 21.9 20.5 26.2 234
Savings balance 4.5 -3.8 -2.8 -6.4
Public =72 -5.5 -12.6 -11.9
Private 2.7 1.7 9.3 5.5
External sources 4.5 38 2.8 6.4

Source: State Planning Organisation
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According to the estimations of State Planning Organisation, consumption
expenditures and fixed capital investments grew by 5.6 percent and 14.5 percent in
current prices, respectively. While the rate of increase in consumption expenditures
was 5.7 percent in the private sector and 4.8 percent in the public sector, the fixed
capital investments grew by 14 percent in the private sector and 15.7 percent in the
public sector. The ratio of private sector consumption expenditure to GNP

increased to 69.2 percent by 3.6 percentage points.

The ratio of fixed capital investments to GNP increased to 23.5 percent while that
of domestic savings to GNP decreased to 18.2 percent. Due to additional taxes,
decline in interest rates and increase in consumption, the ratio of private sector
savings to GNP decreased from 26.2 percent to 23.4 percent. Hence, the ratio of
total savings deficit to GNP rose from 2.8 percent to 6.4 percent. While the savings
deficit remained almost the same in the public sector, the savings surplus of private

sector declined from 9.8 percent to 5.5 percent.

Most of the labour agreements in the public sector were renewed in 1999, so wage
increases were indexed to realized inflation rate in 2000 and a prosperity
contribution of 5 percent of the gross wages was provided. The salaries of civil
servants were increased by the rate of the targeted inflation but deviations from the
target were compensated. In the private sector, indexation to realized inflation
continued in the wage contracts made in 1999 but in the new negotiations an
average rate of increase was agreed by taking into consideration both the realized
and targeted rates. Meanwhile, in context of the rehabilitation of social security
system insurance premiums were increased substantially. According to the
calculations of State Planning Organisation, the real wage cost increased by 21
percent and salaries decreased by 11 percent in public sector compared to 1999,
Though at a small rate, the wages in private sector are estimated to have a small

increase.
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In terms of production value, there was a growth in all of the main sectors. The
production value in constant prices increased by 4.1 percent in agriculture, by 5.6
percent in industry and by 7.9 percent in services sector. In services, especially the
sub-sectors construction, commerce, transportation and communication grew
rapidly. Share of agriculture in GDP decreased by 1 percentage point to 14 percent

in current prices.

Table 10 - Sectoral Growth Rates and Breakdown

Percentage change Percentage shares in GNP
(In constant prices) (In current prices)
1997 1998 1999 2000 1997 1998 1999 2000
Agriculture -23 8.4 4.6 4.1 15 17 15 14
Industry 10.4 20 -5.0 5.6 25 23 23 23
Services 8.6 24 -5.1 7.9 60 60 62 63

Source: State Institute of Statistics

According to the production index by sub-sectors of industry prepared by State
Institute of Statistics, annual production grew by 5.6 percent in manufacturing
industry on the average. As for the sub-industries; machinery and equipment,
transportation vehicles and clothes industry showed a growth quite higher than the
average in the manufacturing industry. Production in oil products, chemical
materials and metal goods industries continued to contract. The increase in gas,
electricity and water production accelerated from 4.9 percent to 7.6 percent.
Industrial production decreased by 4.3 percent in public and increased by 10.5

percent in private sector.

As a result of expansion in the economic activity, employment rate increased.
Depending on the estimations of State Institute of Statistics, total labour supply
was 23 million and total employment was 21.7 million people. Including the

excess labour the number of unemployed people declined from 4 million to 2.6

38



million. Consequently, the unemployment rate declined from 17.6 percent to 11.2
percent. 70 percent of the unemployed people live in cities. The unemployment
rate is 14.4 percent in cities and 7.5 percent in the rural area. Out of the total
employment, 38.1 percent are employed in services, 37.6 percent in agriculture,

17.7 percent in industry and 6.6 percent in the construction sector.

Table 11 - Unemployment (percentage)

1997 1998 1999 2000
Unemployment rate
Overall 6.4 6.7 7.4 5.6
Urban 9.4 10.3 10.4 8.1
Underemployment rate
Overall 5.6 5.9 10.2 5.6
Urban 6.5 6.1 9.7 6.3

Source; State Institute of Statistics

3.1.2 INFLATION

Inflation that was the main target of the disinflationary and structural reform
program declined to 39 percent in consumer prices and to 32 percent in wholesale
prices by the end of 2000. Albeit the target rates were exceeded, these rates were at

their lowest level of the last 14 years.

Measures to improve the fiscal balance in the public sector, adjustment in the
prices of public sector goods and services in line with the inflation target, decrease
in real interest rates, positive effect of the program on expectations, increase in
imports with the external debt, appreciation of TL against the dollar-euro currency
basket at the announced rate of inflation, and increase in production contributed to
the decline in inflation. In contrast, decline in savings because of the decrease in
the rate of return on savings instruments, increase in the supply of consumer loans,
increase in domestic demand due to decrease in interest rate were factors limiting

the decline in inflation. Rapid growth in domestic demand, affected the prices of
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private sector goods and services by pulling them up despite the rapid increase in

imports.

Table 12 - Inflation (percentage)

1997 1998 1999 2000
Annual average
Wholesale 82 72 53 51
Public 86 58 72 69
Private 81 76 48 46
Consumer 86 85 65 56
12-month
Wholesale 91 54 63 33
Public 98 36 118 25
Private 89 60 48 36
Consumer 99 70 69 39

Source: The State Institute of Statistics

Hence the increase in prices was, 35.7 percent in private sector and 24.7 percent in
public sector. Price increases in manufacturing industry were 29.4 percent in total;
33.6 percent in the private sector and 20 percent in the public sector. Considering
the sub-sectors of manufacturing, in textiles, wood-paper, plastics, main metal
equipment and furniture the rate of inflation was above the average. It was 39.8

percent in agriculture and 37.4 in energy sector.

3.1.3 PUBLIC FINANCE

In the program started by 2000 the deterioration in the public sector balance was
determined as the main source of the instability and high inflation in the Turkish
economy. It was stated in the program that: “inflation can be eradicated only by
moving public finance to a sustainable path and by ending inflation taxation which
requires the acceleration of privatization and an increase in the public sector

surplus.”
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Therefore special attention was paid to the policies to contract public sector deficit
under the budgetary discipline. Revenues were increased by additional taxes and
privatization at a rate higher than the targeted inflation while the increase in
expenses was tried to be restricted at the targeted inflation level. Hence, it was
anticipated to have a surplus of 3.6 percent of the GNP in the public sector primary
balance (excluding privatization and earthquake expenses) and 5.5 of GNP in the
budget primary balance. The privatization revenue forecast was 3.5 percent of

GNP amounting to USD 7.6 billion.

Table 13 - Public Sector Borrowing Requirement (As percentage of GNP)
1990 1997 1998 1999 2000

Consolidated budget 3.0 7.6 7.0 11.6 10.3
SEEs* 38 0.3 13 1.3 2.1
Local administrations 0.0 03 05 0.4 0.3
Funds 0.6 -0.1 0.0 0.6 -1.3
Other 0.0 0.1 0.4 1.2 0.5
Public sector deficit 7.4 7.6 2.2 15.1 11.9
Public sector primary balance 3.9 -1.2 -3.4 0.4 -2.4

Source: State Planning Organization, *Exclu'ding the state-owned banks.

With the tax package approved by the Parliament in November 26, 1999 to achieve
the primary balance target, additional rates were brought for the taxes of income,
institutional, vehicle, real-estate and cellular phone usage. In addition, withholding
tax was started for the interest revenues earned from the public borrowing
securities; the withholding tax rate in deposits was increased. Meanwhile the profit
expected to occur with the decrease in interest rates and inflation was taxed
additionally, oil consumption tax was increased. The rate of value added tax was
increased by 2 percentage points, provisional taxation over the current year profits
was started. Staff expenses which had a big share in total expenses was increased
at the targeted inflation rate, but it was decided that the further increases in the rate
of inflation would be compensated. It was committed that no tax forbearance

would be accepted during the program.
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By the end of the first year of the program, the ratio of public sector deficit to GNP
decreased by 3.2 percentage points to 11.9 percent with the help of the growth in
economy and realization of deflator higher than the anticipated. It was 14 percent
when the privatization is excluded. Primary balance excluding interest reached a
record level with a surplus of 6.1 percent. When duty losses of state-owned banks

are included the ratio of public sector deficit to GNP is estimated to be around 23

percent.
Table 14 - Consolidated Budget (TL trillion)
Per. Per. Per.change As per. of
1999 Share 2000* share GNP

venues 18,973 100 33,756 100 78 27
“ax revenues 14,807 78 26,514 79 79 21
Non-tax revenues 4,166 22 7,242 21 74 6
penditures 28,018 100 46,603 100 66 38
Non-interest 17,297 60 26,163 56 51 21

Personnel 6,908 25 9,982 21 44 8

Current 2,240 8 3,611 8 61 3

Investment 1,540 6 2,472 5 61 2

Transfer 6,609 21 10,008 22 53 8
Interest expenditures 10,721 40 20,440 44 91 16

Domestic borrowing 9,825 36 18,792 40 91 15

External borrowing 896 4 1,648 4 84 1
1dget balance 9,045 -12,847 42 -10.3
imary balance 1,676 7,595 353 6.1

Source: The Ministry of Finance, *Provisional.

Almost the whole of public sector deficit arose from the consolidated budget. The
ratio of budget deficit to GNP declined from 11.6 percent to 10.3 percent while the
primary balance increased from 2.1 percent to 6.1 percent. The growth rates in
revenues and expenditures were 78 percent and 66 percent respectively. The non-

interest expenditures increased by 51 percent.

The ratio of budget revenues to GNP increased from 24.2 percent to 27.1 percent
while that of expenses increased from 35.8 percent to 37.5 percent. The ratio of
interest expenses to GNP increased from 13.7 percent to 16.4 percent, the ratio of

non-interest expenses to GNP decreased from 22.1 percent to 21 percent.
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The effect of external debt in financing the budget deficit was positive for the first
time since 1993. With the relaxing effect of the external borrowing, domestic
borrowing could be sustained through bond issues in longer maturity. The net
payment on securities with a maturity less than a year was continued. The
advances from the Central Bank were paid back by the year end, following the
usage during the year.

Table 15 - Financing of the Consolidated Budget

TL trillion As percentage of GNP
1998 1999 2000 1998 1999 2000
External borrowing (net) -1,060 -483 2,677 2.0 -0.6 22
Domestic borrowing 3,881 10,170 8,808 73 13.0 7.1
Government bonds 1,358 13,000 10,142 2.6 16.6 8.2
Treasury bills 2,523 2,830 -1,334 4.8 -3.6 -1.1
Central Bank advances 0 0 0 0 0 0

The average maturity in domestic borrowing was shorter (429 days) than the last
year’s average of 496 days. On the other hand annual compound rate of interest on

the average decreased from 104 percent to 40 percent.

Table 16 - Outstanding Domestic Debt

TL trillion As percentage of GNP
2000 1990 1998 1999 2000
Government securities 36.421 7 22 29 29
Cash 29,372 6 18 26 23
Non-cash 7,049 1 4 3 6
Government bonds 34,363 6 11 25 27
Cash 27,373 5 7 22 22
Non-cash 6,990 1 4 3 6
Treasury bills 2,058 1 11 4 2
Cash 2,049 1 11 4 2
Non-cash 8 0 0 0 0
Central Bank advances 0 1 0 0 0
Fx depreciaition 0 7 0 0 0
Outstanding domestic debt 36,421 14 22 29 29
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There was an expansion of 59 percent in domestic debt stock. Cash and non-cash
(securities spared for the banks in the Fund and for the state-owned banks for their
duty losses) borrowing increased by 46 percent and 157 percent respectively.
Excluding the bonds amounting TL 3,300 trillion spared to finance the losses of

the banks in the Fund, the increase in domestic debt stock was 44 percent.

The share of cash borrowing in total decreased by 7 percentage points to 81
percent. 94 percent of the total cash domestic borrowing was bonds. The average
remaining days to maturity of the domestic debt stock decreased from 16.3 months
to 15.5 months, while that of cash sold securities declined from 11.7 months to 9.4

months.

The ratio of outstanding domestic debt to GNP (including the securities given to
banks in the Fund) remained almost the same with 29 percent. The same ratio fell
down to 26 percent when the securities given to banks in the Fund are excluded.
The ratio of public sector external debt to GNP stayed around 30 percent.
Consequently, the ratio of total public sector debt to GNP was realized at 59

percent.
Table 17 - The Public Sector and The Financial System
1990 1995 1998 1999 2000

Percentage of GNP

Public sector deficit 7 7 9 15 11
M2R 17 25 25 33 31
M2YR 22 43 42 55 51
Ratios (percent)

M2R/M2YR 77 58 60 60 61
Public sector deficit /change in M2R 131 43 87 100 101
Public sector deficit /change in M2YR 08 26 56 57 67
Outstanding gov. securities / M2R 41 60 86 90 94
Outstanding gov. securities /M2YR 32 35 53 53 58




Despite the fact that the ratio of outstanding domestic debt to GNP remained nearly
the same, the pressure of public sector’s fund demand on the financial system

continued due to the contraction in the system.

As a result, the ratio of public sector deficit to sources created by financial system
increased. This ratio was 101 percent for M2R and 67 percent for M2YR. In other
words, public sector demanded more than the TL sources created by the system,
and two thirds of the funds including the foreign currency in the system.
Consequently, this situation put serious pressure on interest rates and resulted in
crowding out of the private sector. The ratio of public securities in M2R increased

from 90 percent to 94 percent, and from 53 percent to 58 percent in M2YR.

The share of the financial system in GNP declined contrary to the expectations.
The ratio of M2R to GNP decreased by 2 percentage points to 31 percent, while
that of M2YR declined by 4 percentage points to 51 percent. The growth in
monetary aggregates was limited due to additional taxes, gradual increase in wages
and salaries, rapid increase in consumption following the dramatic decline in
interest rates, increase in imports and the appreciation of TL against the main

currencies along with the decrease in private sector savings surplus.

The ratio of total financial assets including public sector and private sector
securities to M2YR declined by 4 percentage points to 86 percent. The share of
money and quasi money instruments in total financial assets was 59 percent and
the shares of public sector and private sector securities were 35 percent and 6

percent, respectively.
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Table 18 - Financial Assets

Per. share As percentage of GNP

1990 1999 2000 1990 1999 2000
Money and quasi money instr. 68 61 59 23 55 51
TL 54 36 36 18 33 31
Money in circulation 10 4 3 3 2 3
Demand deposits 13 3 5 4 3 4
Repos - 7 6 - 6 5
Time deposits 31 24 23 10 21 20
Fx deposits 15 25 23 5 22 20
Securities (private) 12 5 6 4 5 5
Securities (public) 19 33 35 6 30 30
Total 100 100 100 33 90 86

3.1.4 MONETARY POLICY

The monetary policy pursuing to sustain stability in the financial markets and
external balance was rearranged with the disinflation program. Within the
framework of monetary policy, the monetary aggregates were determined for
accomplishment of the macroeconomic targets in the previous years. The change in
the value of TL against the foreign currencies was kept at a level in line with the
targeted inflation. Nevertheless, starting from the year 2000 both the monetary
aggregate targets and the exchange rate policy changed significantly.

A ceiling to net domestic assets (redefined as total of net credits to public sector,
fund accounts, accounts of non-banking sector, cash loans to banks, open market
operations, revaluation account, IMF emergency account and total of other items)
and a floor to net international reserves were imposed, which were fixed at TL -
1,200 triltion and USD 13,500 million respectively, by the end of 1999.

The Central Bank committed the value of TL against the currency basket of 1
dollar and 0.77 euro for a period of 18 months. By the end of 2000, the devaluation
of TL against the currency basket was pre-announced as 20 percent. The new

policy based on pre-announcement of exchange rates with respect to the targeted



inflation, was expected to be contributory for the purposes of increasing the
foresight for economic agents, curbing the inflationary expectations, and enhancing
the confidence in TL. After first 18 months it was envisaged that the value of TL

against the currency basket would fluctuate within a progressively widening band.

The Central Bank declared that public sector would not be funded at amounts that
would lead to an increase in net domestic assets, and the Bank would purchase
foreign currency from banks at pre-announced prices without considering the
amount, in other words, the Bank would provide the market with TL liquidity
against an equivalent amount of foreign currency purchases and thus the liquidity

created in this way would not be sterilized.

In addition to the completion of major legal arrangements before the
announcement of the program, approval of tax package including additional taxes
and capital tax by the Parliament and the radical change in exchange rate policy
affected decisions of investors in a positive way, and their results were reflected in
the markets in a short time. Together with net external borrowing of Treasury the
pre-announced exchange rate regime reduced the currency risk. There was a rapid
decline in interbank rates and interest rates due to increase in TL demand by banks
and non-bank institutional investors, which expanded their short positions in
foreign currency and increased their external borrowing. Although interest rates in
TL deposits decreased sharply in the same way there was no improvement with
regards to demand for TL deposits. However, a rapid shift from deposit to repo

was observed in the first quarter.

According to the Central Bank balance sheet prepared within the framework of the
agreement signed with the IMF, it was suggested that the Central Bank would
create liquidity to the markets based on changes in net foreign assets on the one

hand and the foreign currency deposit of Treasury which was kept in the Central
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Bank for external debt on the other. Foreign currency supply increased due to the
external borrowing and changes in portfolio preferences of institutions. On the
other side, the increase in domestic demand depending on decline in interest rates
and increase in consumer and institutional loans and appreciation of TL against the
currency basket led to an increase in foreign currency demand. Since the program
put the Central Bank in an inactive position in liquidity management and market

direction short-term interest rates showed severe fluctuations in very short runs.

Table 19 - Interest rates, Exchange rates and Inflation
(Compound, monthly average)*

1999 2000

Percent Dec. March June Sep. Dec.
Interest rates
(annual, compound )

O/m 103* 48 50 60 626

Government securities 104* 40 44 34 50
Exchange rates
TL/(dollar+0,77 euro) 63 51 43 34 20
TL/dollar 72 60 47 45 24
Inflation (WPI) 63 66 57 44 33

* Annual average, BDDK Banks in Turkey 2000 report

In the first half of the year, net foreign assets and monetary base increased by 30
percent and 22 percent, respectively. On the other hand, net domestic assets were
realized at the level of the defined target. During the same period the foreign
currency reserves and the net foreign assets of the Central Bank increased by USD
1,340 million, and USD 1,190 million, respectively. In the summer months, with
the positive effect of tourism income and the entry of workers’ remittances, the
increase of net foreign assets accelerated. Despite the fluctuations in short-term
interest rates, interest rates in public securities were realized at the lowest level of

the year.

In the second half of the year where the general impact of the implementations
over macroeconomic aggregates became more obvious, economic activities
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increased beyond the expectations, the pressure on inflation increased as a result of
expansion in demand, and the current account balance gave the sign of a record

level deficit.

In this period where the structural reforms within the scope of the program were
delayed, and the privatization income was quite below the targeted amount, it was
discussed that increase in domestic demand should be limited, but the necessary
measures were not taken. Because of the relatively low level of Treasury's
domestic borrowing in the summer months together with the increase in the
possibility of external borrowing, the pressure in the markets was not realistically
determined. In the meantime, since the deprecation of TL against dollar was
realized at a relatively high level, due to the appreciation of dollar against euro in
international markets, the demand for foreign currency stemming from portfolio

preferences continued.

Together with the decree crisis between the Presidency and the Government the
news about the suspension of financial sector adjustment loan that would be
received from the World Bank, due to failure in the fulfillment of necessary
conditions, put pressure on interest rates. International reserves started to decline
from August onwards, short-term interest rates showed an upward trend and the
decrease in interest rates of public securities stopped. By the end of September the
increase in net foreign assets was 36 percent compared to the beginning of the year
and 4.9 percent compared to June 2000, while the increase in monetary base
became 27 percent and 3.6 percent respectively. Compared to the end of the year,
the rate of inflation was 33 percent, and the devaluation of TL was 24 percent
against dollar, 14 percent against euro, and 20 percent against the basket of 1 USD

and 0.77 euro. The short- term interest rates rose to 60 percent.
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3.1.5 MONETARY AGGREGATES

Though the economic activity accelerated rapidly in the very short-run, the rate of
increase in money aggregates considerably slowed down especially in the first
nine-month period depending on the slowdown of reserve money growth and the
decrease in real interest rates and the real appreciation of TL. The ratio of
monetary aggregates to GNP decreased. Very soon afier the declaration of
program, the repos with individual investors grew rapidly, the maturity of deposits
was shortened and no improvement was achieved in the foreign currency
substitution. Broadly defined money demand, M2YR (cash, TL deposit, Fx deposit
and repo) and M2R grew by 46 percent and 51 percent, respectively compared to
the end of year. The ratio of M2YR to GNP decreased by 4 percentage points to 51
percent, while the ratio of M2R to GNP decreased by 2 percentage points to 31

percent.

There was no considerable change in the distribution of broadly defined money
demand, M2YR (cash, TL deposit, Fx deposit, repo) in the first six-month period,
however, the share of foreign currency in the second quarter and the share of TL
deposits in the last quarter increased. The structure of M2R changed continuously
due to the changes in the volume of repo. The fluctuation in short-term interest
rates and consequently in the deposit accounts were the effective factors behind
this development. Meanwhile, the high interest rates paid for foreign exchange
deposits due to the appreciation of TL against the currency basket led foreign
exchange deposit to be attractive despite the real positive return on TL investment
instruments.
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Table 20 - Monetary Aggregates

12-month percentage change
2000 1999 2000
TL trillion December June  December
MIR 14,233 90 103 57
Money in circulation 3,214 63 78 78
Demand deposit 4,995 93 136 120
Repo 6,024 101 99 20
M2R 38,836 93 72 51
Time deposit 24,603 95 55 47
M2YR 63,191 98 82 46
Fx deposit 24,355 105 99 38
Inflation (WPI) 63 57 33

Source: The Central Bank

Because of uncertainties about the program economic agents continued to prefer
repo, which enabled them to shift easily to alternative investment instruments,
despite the rapid decrease in interest rates. In the third quarter whereby the political
uncertainty increased, they shifted to foreign exchange deposits. This was

particularly from the appreciation of dollar in international markets.

Table 21 - The Distribution of Monetary Aggregates (percentage)

1999 2000

Dec. March June Sep. Dec.
M2YR 100 100 100 100 100
TL 59 59 59 57 61
Cash 4 4 4 5 5
Demand 17 21 20 19 17
Deposit 5 6 7 7 8
Repo 12 15 14 13 10
Time 38 34 34 34 39
Fx 41 41 41 43 39

BDDK, (BRSA)

The most important reason behind the mobility in distribution of monetary
aggregates in the last quarter was the increase in demand for TL deposits stemming
from the positive reactions by investors to the rapid increase in deposit interest

rates. In January, interest rates in TL deposit declined from 80 percent to 35-40
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percent in the short-term and 12-month maturity, and remained at these levels until
October. Deposit interest rates, which showed an increasing trend following
October, reached 100 percent during the financial crisis, which existed in the late
November and in December. There was a slow shift from dollar accounts to TL
deposit accounts in this period where the depreciation of dollar against euro

started.

Total deposits increased by 46 percent in 2000. TL deposits and Fx deposits grew
by 54 percent and 38 percent, respectively. When repos are included the rate of
increase in total deposits was 50 percent. Compared to the year 1999 total deposits
slowed down considerably because of the downward trend in private sector
savings, the rapid decrease in deposit interest rates depending on the attractiveness
of foreign currency borrowing, and the continuation of foreign currency

substitution.

Table 22 - The Maturity Structure of Total Deposit (percentage)

1999 2000
Dec. March  June Sep. Dec.
Total 100 100 100 100 100
Demand and 7 day notice 18 18 19 19 19
1 —month 18 21 24 24 29
3 —month 35 41 37 36 36
6 —month 19 11 12 14 9
12 month+ 10 9 7 7 6
Average (month) 3.5 3.1 2.9 2.9 2.6

BDDK, (BRSA)

There was a considerable movement in the maturity structure of TL deposits from
6-month time deposit to 3-month time deposit in the first quarter while the shares
of demand deposit and 1-month time deposit in total deposits remained almost the
same. In the second quarter, preferences changed mainly from 3-month time

deposit to one-month time deposit. While a shift to 6-month time deposit was
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observed in the third quarter, there was a rapid shift to demand deposit, 7-day
notice deposit and 1-month time deposit in the last quarter. The average maturity
of TL deposits declined to 2.2 months in 2000 from 3.6 months in 1999. With
regard to the maturity structure of Fx deposits there was a shift from 6-month time
deposit to 1-month time deposit. The average maturity of Fx deposits decreased to
2.6 months from 3.5 months. Following these developments, the maturity of total
deposits declined to 3.5 months from 2.6 months. There was a shift from 12-month
and mostly 6-month time deposit to one-month time deposit compared to the

previous year-end. The share of 3-month time deposit stayed almost the same.

Table 23 - Monetary Aggregates, deposits and loans
12-month per. Change

TL trillion 1999 2000
2000 Dec. June  Dec.

Total deposit 62,317 98 78 46
Total loans 28,162 56 59 59

Consumer loans 6,695 117 212
Loan/(deposit-+repo) 42 42 45
Inflation (WPI) 63 57 33
Percentage of GNP
Total deposit+repo 56 56 50
Total loans 22 23 23

Consumer loans 3 5 5

Source: The Central Bank.

As opposed to the slowdown in the rate of increase in deposit, the increase in loan
volume accelerated. Following the decline in the yields of government securities,
banks restructured their assets, and increased the loan supply by expanding their

external borrowing and foreign exchange positions.

Especially with the effect of increase in consumer loans, the volume of total loans
showed a rapid increase of 59 percent. Consumer loans and corporate loans
increased by 212 percent and 38 percent, respectively. The share of consumer

loans in total loans reached 24 percent by increasing one fold. The ratio of total
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loans to total liabilities (consisting of total deposits and repos) increased by 3
percentage points to 45 percent. The ratio of total loans to M2R increased by 3

percentage points to 73 percent.

3.1.6 DEVELOPMENTS IN ISTANBUL STOCK EXCHANGE

Istanbul Stock Exchange (ISE), which exceeded the level of two cents for the first
time, had became the most profitable one among the stock exchanges of the world
once again with a return of 242 percent in 1999. With the effect of decline in
interest rates and positive expectations for the future following the disinflation
program, small investors turned towards A-type investment funds and the stock

exchange, hence the ISE welcomed year 2000 with a rapid increase.

By the reason of an enormous demand for stocks accompanied by the fact that new
public offerings would come to the market by spreading in time the ISE index
increased by approximately 30 percent and reached 3.6 percent level. Opposed to
the optimistic expectations by local investors, the market values of the Turkish
companies being relatively more expensive than their counterparts in other

emerging markets, caused the foreign investors to be net sellers.

Not only the sales coming from foreign investors but also increase in supply of
shares through new public offerings and sales by partners created a pressure on the
stock exchange. The positive results taken in the field of public finance, the
successful public offerings for Petrol Ofisi and Tiipras, and the completion of
GSM-1800 license sale were not enough to move the stock exchange upwards as
there was not enough cash entry. Furthermore, some of public offerings,
specifically Tuprag, with a relatively high discount as opposed to the existing
market prices, created pressure on the stock prices and led to decrease in the ISE

index.
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In April markets turned their attention to the political developments once again.
The difficulties existed in reaching an agreement on the election of the President
created a serious tension among the members of the coalition government, which
in return caused delays in the implementation of the structural reforms. The
Supreme Court discussions occupying the Parliament agenda soon after the
election of the President prevented the enactment of the law on the privatization of
state-owned banks and thus resulted in delay in the structural reformation of
banking sector. After the political turmoil ended, this time the external
developments created uneasiness in the markets. Turkey was also affected by the
fluctuations in international markets stemming from the expectations that Federal
Reserve and European Central Bank would increase interest rates. The
uncertainties in external markets and discussions on the managerial rights of
minority shares increased the anxiety about the possibility of privatization of
Telekom and Turkish Airlines.

Starting from May, the stock exchange and the bond markets began to move in
different directions. The cost of over-night funding decreased and domestic
borrowing was reduced due to the public sector surplus, the successful borrowings
of Treasury from abroad, and the privatization income. The squeeze on the stock
exchange continued because of the lack of new resources. Investors who were
losing in the stock exchange since the beginning of the year started to sell their
existing portfolios in order to buy Turkcell shares. This development caused a
negative effect upon the stock exchange. The decline in the volume of stock
exchange continued despite the decline in inflation during the summer months. The
stock exchange, which declined with the panic sales occurred in November, made
some corrections following the additional reserves coming from the IMF. However

it closed up with a decline of 52 percent in dollar terms at the end of the year.
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3.1.7 BALANCE OF PAYMENTS

In addition to the expansion of domestic demand depending on the rapid
decline in interest rates, the exchange rate policy, external borrowing, increase in
oil prices, improvement of external trade in favor of import goods, depreciation of
euro against dollar, restriction of the amount and taxation of non-customs goods
with the passengers from Russia affected foreign trade considerably in 2000.
Foreign trade volume increased by 21 percent due to the rapid growth in imports
and reached USD 81.2 billion. The ratio of foreign trade volume to GNP amounted
to 42 percent increasing by 5.7 percentage points. Imports increased by 32 percent
to USD 54 billion while exports remained almost the same with USD 27 billion.
The ratio of imports to GNP reached the highest level of 28 percent at the end of
the year.

Foreign trade deficit grew by 89 percent and amounted to USD 27 billion. The
coverage ratio of exports to imports decreased from 65 percent to 51 percent

reaching the lowest level of the last twenty years.

Table 24 - Foreign Trade (USD billion)

1997 1998 1999 2000

Exports 26.3 26.9 26.6 273
Imports 48.1 459 40.7 53.9
Foreign Trade Deficit 21.8 19.0 14.1 26.6
Foreign Trade Deficit /GNP 11.8 9.8 75 133
Export/Import 55 59 65 51
Price Index (94=100)

Exports 103 98 92 88

Imports 100 96 91 95
Quantity index (94=100)

Exports 132 140 150 167

Imports 207 197 199 265

Source: State Institute of Statistics

According to 12-month average, exports and imports increased in quantity by 12
percent and 33 percent, respectively. On the other side, export prices decreased by

4 percent while import prices increased by 4 percent.
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Imports of capital goods and consumption goods increased by 29 and 43 percent,
respectively while imports of intermediate goods constituting 65 percent of the

total increased by 33 percent depending on the rapid increase in oil price.

Table 25 - Foreign Trade by Commodity Groups, 2000

Exports Imports

USD Per. Per. USD Per. Per.

million __ Change Share million  Change share
Capital goods 2,087 16 8 11,249 29 21
Interm. goods 11,344 5 42 35,327 33 65
Consum. goods 13,845 - 50 7,221 43 12
Other 48 -17 - 185 -43 1
Total 27,325 3 100 53,983 33 100

By goods, 50 percent of total exports was consumption goods, 42 percent was
intermediate goods, and 8 percent was capital goods. By sectors, the shares of
manufacturing industry and agriculture in total exports was 91 percent and 7
percent, respectively. The OECD countries had a share of 66 percent in foreign
trade. Meanwhile, the share of EU countries was 50 percent. Following the
Customs Union Agreement the foreign trade balance with the EU countries
changed against Turkey with a record deficit of USD 12 billion, constituting
approximately half of the trade deficit.

Exports to OECD countries (excluding EU and EFTA countries) and imports from
non-OECD European countries increased notably. In foreign trade volume,
Germany ranked first with 15 percent. This country was followed by USA with 8.5
percent, Italy with 7.4 percent, United Kingdom with 6.8 percent and France with
6.3 percent. The share of Russia was 5.5 percent. Exports to Germany cohstituted
19 percent of total exports volume, while imports from this country was 13 percent
of the total.
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Table 26 - Foreign Trade, 2000

Exports Imports
USD Per. change  Per. USD Per. Per.
million share million change share
OECD 18,741 4 69 35,301 25 66
EU 14,352 0 53 26,388 23 50
EFTA 321 -12 1 1,143 23 2
Other 4,069 22 15 7,769 30 14
Free Zone 890 14 3 496 2 1
Non-OECD 7,693 -1 28 18,186 53 34
Europe 2,947 8 11 7,110 52 13
Africa 1,349 -19 5 2,701 60 5
America 247 2 1 573 16 1
Middle-East 2,130 -3 8 3,088 55 6
Other 1,019 -7 2 4,713 56 9
Total 27,325 3 100 53,983 33 100

The rapid growth in foreign trade deficit caused a record level deficit in current
account balance despite the improvement in invisible transactions balance
stemming from the increase in tourism income. Current account deficit rose by 6
times and amounted to USD 9.8 billion from USD 1.4 billion. The ratio of current
account deficit to GNP accelerated from 1 percent to S percent which was the
highest level of the last twenty years.

Tourism income increased by 47 percent and reached the highest level of 7.6
billion. With this development, despite the increase in interest expenses, other
goods and services balance increased from USD 3.9 billion to USD 7.3 billion.

Workers' remittances remained almost the same in spite of the depreciation of euro

against dollar.
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Table 27 - Balance of Payments (USD million)

1990-99* 1999 2000
Foreign trade deficit -12,305 -10,443 -22,341
Income from other goods and services 16,271 18,748 22,320
Tourism 5,037 5,203 7,636
Interest 1,514 2,350 2,836
Other 9,721 11,195 11,848
Other goods and serv. Expenses 10,408 14,840 14,969
Interest 4,149 5,450 6,299
Trade deficit including goods and 6,443 6,535 14,990
services
Income from transfers (net) 4,542 4,813 5,011
Current account balance -1,902 -1,360 -9,765
Capital movements (net) 2,881 4,670 9,445
Direct investments (net) 605 138 112
Porfolio investments (net) 986 3,429 1,022
Other long-term 1,290 344 4,246
Short-term 1,856 759 4,035
Assets -1,039 -2,571 -2,138
Liabilities 2,804 3,330 6,173
Net errors and omissions -441 1,896 2,677
General balance 2,439 5,206 -2,997
Change in reserves -2,439 -5,206 2,997
IMF accounts 63 406 3,351
Official reserves 2,502 -5,614 -354

Source: The Central Bank, * Annual average

Turkey financed current account deficit through capital inflows, realized at a
record level in 2000. The most important net contribution to the capital inflow
resulted from the external borrowing of Treasury through bond issues and the entry
of short-term funds that banks created through opening their foreign exchange
positions and increasing their liabilities. The securities issued by the Treasury
amounted to USD 7.5 billion. Turkey paid a long term external debt of USD 13.8
billion, while borrowing an amount of USD 17.5 billion in 2000. The net long-term
external borrowing increased to USD 4.3 billion from USD 344 million.

59



Capital Flows and Growth

15.000 10
/TN
5.000 N i}
0 EIQIEI \Q!l T T ’Ell\\z/_l -5
5.000 90 92 93 95 96 97 98 99 10

10.000 -

Capital movements (USD million) amee—r=— (3roWth (percent)

Table 28 - Capital Flows and Growth
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Short-term net capital inflow increased from USD 759 million to USD 4 billion.
While banks’ assets increased by USD 2.1 billion, their liabilities rose by USD 6.2
billion. The portfolio investments showed a rapid increase until October and
amounted to USD 6.1 billion during the period between January and October.
However, together with the crises occurred in the last two months, there was an
outflow of USD 4.7 billion in November and USD 238 million in December. As a
consequence, capital inflows provided with portfolio investments were reduced
from USD 3.4 billion in 1999 to USD 1 billion in 2000.

Rapidly growing current account deficit was balanced through the capital inflows
realized within the year and there was no considerable change in reserves in the
first nine-month period. But, reserves declined to USD 3 billion due to the rapid
capital outflows and foreign currency demand by undetermined origin. This

reduction was compensated through the loans provided by the IMF.
3.1.8 OUTSTANDING EXTERNAL DEBT

Outstanding external debt reached USD 114 billion by increasing USD 11 billion
compared to end of 1999. Short-term outstanding debt reached USD 29 billion by
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rising USD 6 billion, while medium and long-term outstanding debt amounted to
USD 85 billion with an increase of USD 6 billion.

The share of public sector in middle and long-term debts increased. Conversely,
the share of non-financial private sector decreased. Commercial banks’ debts
constituted 60 percent of short-term debts. Of the short-term loans, USD 17 billion
was from commercial banks, remaining was from the private sector. Of the middle
and long term loans, USD 65.7 billion was provided by private creditors, and USD
23.9 billion by commercial banks. The bond issued by the Treasury increased from
USD 17.5 billion to USD 21.4 billion.

Table 29 — Outstanding External Debt (USD billion)

1997 1998 1999 2000
Medium and long-term 67 76 79 85
Public 39 40 43 47
Central Bank 11 12 10 13
Private 17 24 26 25
Banks 4 3 3 3
Short-term i8 21 23 29
Central Bank 1 1 1 1
Banks 9 11 13 17
Other sectors 9 9 9 11
Total 85 97 103 114

Source: Undersecretariat of the Treasury.

The ratio of total public external debt (including the Central bank) to GNP
increased to 24.9 percent from 23 percent, while the ratio of total debt stock to
GNP increased to 58.5 percent from 54.5 percent. The ratio of short-term debt
stock to GNP reached 14.8 percent by increasing 2.3 percentage points.?!

2! Bankacilik Diizenleme ve denetleme Kurumu (Banking Sector Regulatory and Supervisory Agency),
“Developments in the Turkish Economy and the Banking Sector in 2000 report”, 2001
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4. TURKEY’S FINANCIAL CRISIS IN 2000 AND 2001

4.1 LIQUIDITY CRISIS IN NOVEMBER 2000

According to IMF, prior to crisis at May 2000, far-reaching reforms are envisaged
to adress long standing weaknesses of the banking sector. Legislation increasing
the independence of supervisors and streamlining bank resolution prosedures has
already been passed, and a fully independent Banking Regulation and Supervisory
Agency has been established. Further changes in the regulatory framework-
including the implementation of internationally accepted prudential regulations-
are due to be implemented early in 2000. The program also includes measures to
deal with the problems of the operations of state banks by increasing transparency
and hardening the budget constraints facing their management. Finally, some
commercial banks were taken over for restructuring by the deposit insurance fund

at the inception of the program.”

The financial markets entered the last quarter in an unfavorable environment.
Although there were intense discussions on amnesty following the election of the
chairman of the Parliament in October, the economic issues were at the top of the
agenda once again. The Constitutional Court cancelled the governmental decree in
force of law, which enabled the Government to realize basic regulations including
the restructuring of public banks. The GSM tender was signed a couple of hours
before the deadline. The negative effects of developments stemming from the
investigations on the former bank owners of banks in the Fund increased tension in
the financial system. The management of two more banks were transferred to the
Fund. New taxes were imposed on the investment instruments, the duration of

supplemental taxes was extended. The rate in provisional taxes was increased and

2 IMF World Economic Outlook , May 2000, Pg. 46
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the implementation period of these taxes was shortened. There was a dispute about
Cyprus between Turkey and the EU.

Treasury declared that public borrowing securities with an amount of USD 6.1
billion would be transferred to banks in the Fund. The attempts of banks to close
their short foreign exchange positions augmented. All these developments
increased the tension in markets. Liquidity was further constrained and interest
rates including deposit interest rates showed an upward trend. With the effect of
the withdrawal of foreign banks from the markets, which invested heavily on short-
term TL instruments, the problem of liquidity squeeze, which was observed in a

few banks at the beginning, created a systematic crisis.

After a couple of days from the beginning of the crisis, the system was supplied
with liquidity at very high interest rates, but later the Central Bank announced that
no further liquidity would be supplied to the system and that It would stick to the
monetary aggregates targeted in the program and there would be no change in the
foreign currency policy. As a result interest rates climbed up to the record levels;
interest rates hit 800 percent in interbank and 1,500 percent in repo market. Despite
these developments, the demand for foreign currency still continued for the reason
that the collaterals of the contracts made with the foreign creditors on the basis of
giving public securities were tried to be converted into cash due to the increase in

interest rates.

The international reserves declined by USD 6.2 billion to USD 18.2 billion during
the period between November 17-30. The Central Bank announced that the target
level of TL -1,200 trillion in net domestic assets would be changed up temporarily
to its crisis level of TL 2,000 trillion, and the reserve and liquidity requirement
ratios would be lowered as from January 2001, thus, an entry of TL 500 trillion
into the system would be allowed. In the meantime, IMF declared that Turkey

63



would be given additional reserves provided that further measures were taken to

enhance the credibility of the program.

Following the negotiations on the Supplemental Reserve Facility, the Government
made some declarations; the privatisation of Turkish Telekom and Turkish Airlines
would be accelerated; unlimited guarantee would be given to both the saving
deposits in banks and the loans borrowed from abroad by banks; the parliament
would pass the draft law on electricity sector, which would accelerate the
privatisation process in electricity sector; the implementations in 2001 would be
directed to maintain stability, to reach the targeted level of inflation, and to
improve balance of payments; the disinflation program would be continued in line
with the defined foreign currency policy; and the increase in wages and salaries
would be in parallel with the inflation rate. On the other hand, International
Monetary Fund announced that an additional reserve facility of USD 7.5 billion

would be provided.

After these declarations, short-term interest rates declined to the level of 100
percent because of the liquidity provided to the banking system by the Central
Bank. Net domestic assets were realised well above the program target while net
foreign assets narrowed down by 31 percent. The monetary base increased by 53

percent and international reserves was realised as USD 19.6 billion.

Table 30 - Central Bank's Fx Reserves and Net International Reserves (USD billion)

1999 2000

Dec. March June Sep. Dec.
Fx reserve 23.2 229 24.5 24.2 19.6
Net inter. Reserves . 164 16.6 17.6 17.6 12.5




Although there were significant deviations in the targets of monetary aggregates
stemming from the problems in the financial markets, no change occurred in the
exchange rate policy. As announced before the devaluation of TL against the
currency basket was realized as 20 percent in 12-month basis. The devaluation of
TL against dollar and euro became 24 percent and 14 percent respectively. Thus,
TL was appreciated against the basket in real terms. According to WPI index, the
real exchange rate index, which was 100 in December 1999, was 93 for the basket,
97 for dollar and 88 for euro.

Against this background, the authorities’ macroeconomic goals for 2001 were
established as consumer price index at about 12% by December 2001, GNP growth

at 4-4,5%, and an external account deficit of some 3,5%.

In the first half of 2001, monetary policy would focus on recovering part of the
foreign exchange that was lost during the crisis, in the context of the preannounced
crawling peg with no band. As envisaged in the original program, monetary and
exchange rate policies would become gradually more flexible starting on July 1,
2001, with the opening of an exchange rate band around the preannounced mid-

point.

The government further decided to move speedily in implementing key measures
in its agenda, supported by the World Bank. The authorities would move swiftly
in privatization of Turk Telekom as well as state assets in the electricity markets.
They are further preparing the groundwork for liberalization the tobacco and sugar

markets.

There were alternative comments for the reasons lying behind November 2000

crisis.
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First alternative comment according to some experts from the media, the
immediate cause of November 2000 crisis was a criminal investigation into ten
failed banks that are under government administration. The inquiry, which led to
the arrest of several prominent bankers and businessmen, including Murat Demirel,
the nephew of former president Siileyman Demirel, caused foreign investors to sell

both Turkish treasury bills and shares.

This put sequeeze on the banks that had borrowed large amounts of money to
finance lucrative government bond purchases. Their appeals to healthier banks for
help were turned down and there then followed rumours of further bank failures.
Even more capital then fled and the liquidity crunch sent Turkish overnight

interbank lending rates to over 1,000 percent.

According to The Economist dated December 9, 2000 , much of the current
problem had been blamed on poor regulation of Turkish banks, and the
governments reluctance to let failing ones go under. Although it was increasingly
under attack, massive corruption in state instutions was a significant reason. A
1994 law, under which the state fully guarantees all bank deposits, made banking
one of the most lucrative sectors for crooked entrepreneurs with influential
political friends. Many set up banks and collected funds that they transferred into
their business, or simply stashed away in private bank accounts held outside the

country. When the banks collapsed, the Turkish taxpayer was left to foot the bill.?

Second alternative comment according to rumors at the market, bigger banks knew
the asset/liability mismatch of Demirbank and its huge volume of government
bonds portfolio obtained with low interest rates. They wanted to push Demirbank

out of the market and cooperated to increase overnight interest rates and inrease

» The Economist, December 9, 2000
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interest rates of government bonds at the secondary market when Demirbank

started to sell due to its liquidity problem.

Competition Board reviewed the subject and explained that they could not find any
proof that other banks act cooperatively on the interbank market to sequeeze

Demirbank and to push it out of the market.*

4.2 CURRENCY CRISIS IN FEBRUARY 2001

The dramatic dispute between Biilent Ecevit, prime minister and Ahmet Necdet
Sezer, president in the meeting of National Security Council on February 19, 2001,
increased the tension immediately in financial markets and the following
developments caused the government to abondon the existing crawling peg

exchange rate regime and to float TL.

Mostly Turkish banks bought U.S.Dollars 4,9 billion of foreign exchange from the
Central Bank of Turkey on February 19™. The Central Bank did not sustain the
liquidity to the banks and pledge to stick to a tight monetary policy aimed at the
stabilization program. A severe liquidity shortage troubled the banking system.
On February 21, 2001, overnight repo rates hit 3000 percent levels. Istanbul Stock
Exchange (IMKB main 100) recorded its biggest fall with 1,588 points (18,11
percent) to 7,181 points and in the bond market yield on the most heavily traded
March 21 paper soared to 154,6 percent at the end of day.

The financial turmoil that paralyzed the banking sector culminated into a currency
devaluation. On February 22™ , the government announced that it would allow the
price of Turkish lira to be determined in the free market in contrast to its earlier

foreign exchange regime, which allowed a gradual depreciation of lira.
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Meanwhile, the Central Bank governor Gazi Ercel and head of Treasury Selguk
Demiralp submitted their resignations.

According to the urgent measures to be implemented, cash Turkish lira and foreign
exchange liquidity problems of the banks would be temporarily solved. However,
next measures and revision on economic program would be announced following

the intense consultations between the government and IMF. %

4.3 MACROECONOMIC ENVIRONMENT AFTER FEBRUARY

After the main change at the foreign exchange regime,free market floating
exchange rate regime, U.S. Dollar appreciated 10% in February, 31% in March and
25% in April against Turkish Lira. With the new economic program named
“transition to strong economy” and improvements at negotiations with
International Monetary Fund for a new stand-by agreement U.S. Dollar depreciated
against TL a few percent at May. But this was not a trend change. Turkish Lira
started to depreciate against foreign currencies again in June. Main feature of this
period was that fluctuations at foreign currency rates increased, consequently

uncertainity of exchange rates emerged.

As a result of significant increases in foreign exchanges prices incresed
significantly at this period. Turkey experienced 10,2 % average monthly
wholesale price index inflation during March — May 2001 period. At the following
period, reflection of increased develuation to inflation decreased and wholesale
price index of June realised as 2,9 %. But it was still a high inflation rate when
seasonal effects considered. It changed inflation expectations which had decreased
significantly at the end of 2000.

24 Milliyet newspaper, January 9, 2001
%5 Tarkiye Bankalar Birligi (The Banks Association of Turkey), “Recent Developments 1999-2000 report, 2000
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After financial crisis of February, interest rates in the financial market increased
significantly. Domestic borrowing interest rate of Treasury which was 65 % in
January increased to 124 % in February and 194 % at March. Although it

decreased to 72 % in May, it soared to 90 % at June again.

The developments outlined above caused a decline tendency at domestic demand.
As a result gross domestic demand at the first half of the year compared to same
period of previous year decreased 17,8 % and gross national product declined 8,5
%. Decrease in the expenditures for long lasting consumption goods and
machinery and equipment investment goods played an important role at the

tightening of gross domestic demand.

As a result of tightened domestic demand and sharp depreciation of TL against
foreign currencies, foreign trade account deficit decrased significantly at January-
June 2001 period. At the first half of the year, foreign trade account deficit
compared to same period of previous year declined to 2,8 billion U.S. Dollars by
decreasing 7 billion U.S. Dollars. In spite of increases in interest payments for
foreign loans and decreases in inflows from Turkish labor abroad current account
balance gave 530 million U.S. Dollars surplus because of improved foreign trade
account balance. But at the same period, capital movements account showed 8,8
billion U.S. Dollars outflows and international reserves decreased 9,9 billion U.S.
Dollars. This was a result of tightening market for borrowable international funds,
selling of foreign investors in Turkish capital markets and short term loan pay-
backs of banks to abroad.

Tight fiscal policy implementation continued during 2001 and consolidated
government sector primary surplus were met comfortably at the first half of the
year. But domestic loan stock of government increased significantly as a result of
special treasury bills given to public sector banks to close accumulated duty losses,

T.C. YOKSEXOGCRETIM KU ni b
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and to banks obtained by Saving Deposit Insurance Fund to strenghten their
balance sheets. As of end of June 2001, cash domestic debt stock increased 28 %
compared to same month of previous year while non-cash domestic debt stock
increased 7,5 times. After transfer of these bills, domestic debt stock which was
36,4 quadrillionTL at the end of 2000, reached to 90,3 quadrillionTL as of end of
June 2001 and ratio of gross domestic debt to gross national product and total

financial sector increased dramatically.

At June 15, 2001, Undersecreteriat of Treasury opened an auction for the banks
to exchange TL government bonds with new foreign currency indexed or variable
interest TL bonds in order to increase average duration of government domestic
debt and to help to decrease banking sector foreign currency exposure.
Government bonds amounting to 9,3 quadrillion Turkish lira was exchanged at this
transaction. Foreign currency indexed bonds amounting to 6,2 quadrillion Turkish
lira and variable interest Turkish lira government bonds amounting to 3,1

quadrillion Turkish lira were given to banks.?

There was a significant monetary policy change after liquidity crisis of February
2001. Determination of foreign currency exchange rates were left to markets and it
was assumed that central Bank would use short-term interest rates effectively to
stabilize markets. Although determination of value of foreign exchanges left to
markets, Central Bank would intervene the foreign exchange markets for short-

term dramatic fluctuations.

Because foreign currency rates were not an anchor for price stability and
macroeconomic environment was not ready for inflation targeting , Central Bank
started to follow up monetary aggregates. Net domestic assets and net

international reserves were also followed up as performance criterion.

70



Until first half of May, Central Bank continued to provide liquidity to public and
SDIF banks through repo transactions in order to decrease pressure of the market
on these institutions. After second half of May, Central Bank purchased some of
these government bonds. As aresult of these purchases, net government bonds in
Central Banks’ portfolio raised 576% compared to previous year end and increased
to 15,2 quadrillion Turkish lira.

44 MACROECONOMIC POLICIES AND ALTERNATIVES

Turkey started to the year 2000 with very important economic decisions and very
positive expectations in the financial market. A three-year “disinflation and
structural reform program” signed with International Monetary Fund at the last
months of 1999. According to the new program develuation of Turkish Lira
against currency basket would be 20 percent in year 2000, which would decrease
interest rates of government securities and public sector deficit to reasonable

levels.

The Central Bank declared and committed foreign currency basket rates for the
coming 18 months, from January 1%, 2000 to June 30", 2001, which is a crawling
peg exchange regime. It was planned to continue crawling peg exchange rate
regime with a widening band starting at July 1%, 2001 which is 7,5 percent band
between July 1%, 2001 and December 31%, 2001.

Interest rates of government securities fluctuated between 80 percent and 140
percent while average yearly compounded interest rate was 104 percent at year
1999. Due to the very optimistic atmosphere in the financial markets and because
of crawling peg exchange rate regime which was committed by the Central bank as

20 percent devaluation for year 2000, there was significant short-term capital

26 Bankacilik Diizenleme ve Denetleme Kurulu (BRSA), Bankacihk Sektérii Degerlendirme Raporu-June 2001
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inflow at the beginning of year 2000. Mainly Turkish banks increased their short-
term borrowings from abroad, converted into Turkish Lira and bought government

securities. Foreign capital funds also acted same way.

Table 19 (repeat) - Interest rates, Exchange rates and Inflation
(Compound, monthly average)*

1999 2000

Percent Dec. March June Sep. Dec.
Interest rates
(annual, compound )

O/n 103* 48 50 60 626

Government securities 104* 40 44 34 50
Exchange rates
TL/(dollar+0,77 euro) 63 51 43 34 20
TL/dollar 72 60 47 45 24
Inflation (WPI) 63 66 57 44 33

* Annual average, BDDK (BRSA)

As a result of huge short-term capital inflow which was converted to Turkish lira
and used at the purchase of government securities, interest rates of government
securities decreased sharply as shown at the table above. The yearly compounded
interest rates on government securities realized as 40 percent in March, 44 percent
in June and 34 percent in September. Although these returns are very low
compared to previous years and realized inflation, investors was expecting
significant real interest in U.S. Dollar terms when crawling peg exchange rate
regime continued as it is declared by the Central Bank, and in TL terms if inflation

was decreased to 20 percent by the year-end as it is planned at the new economic

program.

Sharp decrease in realized real interest rates and credit expansion in the banking
sector caused customer and investment demand to increase. Incereases in demand

caused problems in meeting to targeted inflation rates.
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Some economists argued that such a sharp decrease in real interest rates would
cause significant problems at inflation rates because of high demand. But
monetary athorities insisted that the program would meet inflation target and

interest rates were reasonable compared to targeted inflation.

With the realized inflation rates above program targets Turkish Lira became
overvalued and trade deficit increased significantly. The rapid growth in foreign
trade deficit caused a record level deficit in current account balance despite the
improvement in invisible transactions balance stemming from the increase in
tourism income. Current account deficit rose by 6 times and amounted to USD 9.8
billion in the year 2000 from USD 1.4 billion in the year 1999. The ratio of current
account deficit to GNP accelerated from 1 percent to 5 percent which was the
highest level of the last twenty years.

Delay in structural reforms, privatization and operation on banks in the fund started
to disturb investors’ opinions about implementation of the economic program. At
September and October, it was understood that inflation target would not be
reached at the end of the year. Investors realized that it would increase
overvaluation of Turkish Lira which would increase trade deficit further, and

decrease real interest rates in TL terms.

At quarter 3, increasing overvaluation of Turkish Lira and increasing trade deficit
increased risk premium of the country for foreign investors. At this point, there
was need for an inrease in real interest rates to finance increasing current account
deficit. Monetary authority did not want to increase interest rates considering high

ratio of interest on public debt.

As investors realised these facts at September, average interest rate on government

securities was 34 percent which is very low compared to inflation figures.
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Table 29 (repeat) - Outstanding External Debt (USD billion)

1997 1998 1999 2000
Medium and long-term 67 76 79 85
Public 39 40 43 47
Central Bank 11 12 10 13
Private 17 24 26 25
Banks 4 3 3 3
Short-term 18 21 23 29
Central Bank 1 1 1 1
Banks 9 11 13 17
Other sectors 9 9 9 11
Total 85 97 103 114

Source; Undersecretariat of the Treasury.

Short-term foreign loans increased significantly from 23 billion USD at 1999 to 29
billion USD at 2000. On the other hand, foreign reserves decreased from 23,2
billion USD as of end of 1999 to 19,6 billion USD as of end opf 2000. Although it
was 24,2 billion USD as of September, it was still less than short-term loans of the

country. As it is seen on the figures, foreign reserves was not sufficient to pay

country’s short-term loans as of end of the year. In other words, Turkey faced

liquidity problem.

44.1 POLICY OPTIONS AND EVALUATION

Table 20 (repeat) - Monetary Aggregates

12-month percentage change
2000 1999 2000
TL trillion December June December
MIR 14,233 90 103 57
Money in circulation 3,214 63 78 78
Demand deposit 4,995 93 136 120
Repo 6,024 101 99 20
M2R 38,836 93 72 51
Time deposit 24,603 95 55 47
M2YR 63,191 98 82 46
Fx deposit 24,355 105 99 38
Inflation (WPI) 63 57 33

Source: The Central Bank
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Monetary authorities did not used a tight monetary policy during 2000 as can be
seen from the table above. 12 Months increase in M2R was 72 percent compared
to 57 percent increase in wholesale price index as of June 2000 and 51 percent
compared to 33 percent wholesale price index as of December 2000. Credit
expansion provided necessary base to decrease real interest rates but caused high

inflation, overvalued Turkish Lira and high current account deficit.

As foreign investors required higher real interest rates at midyear and at second
half of the year, Central Bank resisted to increase domestic interest rates through
expansionary monetary policies. In this case, current account deficit would have to

be covered by reserve losses.

Table 30 (repeat) - Central Bank's Fx Reserves and Net International Reserves (USD billion)

1999 2000

Dec. March June Sep. Dec.
Fx reserve 232 229 24.5 24.2 19.6
Net inter. Reserves 16.4 16.6 17.6 17.6 12.5

BDDK, (BRSA)

At last quarter of 2000, foreign capital outflow accelarated with November
liquidity crisis. Turkey faced with liquidity problem as short-term loans exceeds

foreign reserves.
There are two policy alternatives for this kind of problems. One policy variable
which authorities can control is domestic credit, in other words tight or loose

monetary policy. The other one is exchange rate.

It was not a true monetary policy to have so much credit expansion which caused

sharp decreases in real interest rates which decreased the heavy weight on public
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deficit but increased demand and inflation. At summer months, it was necessary to
tighten monetary policy, credit contraction which would cause increases in real
interest rates. Consequently demand for consupmtion and investment would have
decreased and as a result inflation would be near to target and current account
deficit would be lower. It would, of course, cause lower growth rates and higher
unemployment, but it would be better for following years’ macroeconomic

indicators.

The second alternative was exchange rate policy. If Turkey started the new
economic program with 10-15 percent devaluation at the end of 1999, it would
have provided necessary base for new program’s tools, and keep overvaluation of

Turkish Lira and current account deficit in year 2000 at reasonable levels.

Given the fact that preliminary devaluation had not been done at the beginning of
the program, an adjustment in exchange rate regime was nesessary in October-
November 2000, after loose monetary policy and credit expansion of first three
quarters. Considering year-end expected inflation of 33-35 percent, an adjustment
of exchange rates around 15 percent would be sufficient to correct overvaluation

and decrease current account deficit.

A sudden devaluation, of course, can lead investors to revise their assessments
about the seriousness and commitment to economic program. But on the other
hand when Turkey came to a macroeconomic point like November 2000,
overvalued currency, huge current account deficit and decreasing international
reserves, fixed exchange rate can not be maintained with government’s wish not to

devalue. It’s ability to not to devalue is more important.

After November 2000 crisis, foreign investors and creditors suspected that a

devaluation should take place to correct the overvaluation of Turkish Lira, to
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decrease current account deficit and prevent reserves from depletion. Because
investors expected a devaluation, the cost of avoiding devaluation was a period of
high Turkish Lira and USD interest rates as long as the devaluation realized.
During this period, weak banking system became more fragile, international
reserves decreased and most of foreign investors converted their profits with
converting Turkish Lira assets with fixed exchange rates and close their positions.
And avoided real devaluation came in February 2001, with higher costs to the

financial sector and to the real economy.

Commencement of widening exchange rate band with 7,5 percent at the beginning
of January 2001 instead of waiting normal date of July 2001, as some economists
argued, would not be sufficient to calm down the anxiety at the markets when

Turkey came to the conditions of November 2000.

5. EFFECT OF FINANCIAL CRISIS ON BANKING SECTOR
5.1 TURKISH BANKING SECTOR IN 2000

In addition to decisions affecting economic performance, arrangements and
decisions of supreme importance for the banking sector were prepared and taken
by the start of 2000. There were important amendments in the Banking Law for the
second time, following first amendments of June 1999. Banking regulation was
harmonised with the international arrangements and especially with the European
Union directives. Supervision and decision-making procedures depending on the
supervision, stricter requirements in establishment of a bank and start of new

branches were among these arrangements.

The arrangements distorting competitiveness between state-owned and privately-

owned banks were abolished. Loan definition was harmonised with EU
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arrangements, large loan definition was introduced, connected lending was re-

arranged and “loan and owners’ equity” relation was contracted.
g q

Arrangements on risk management and compulsory preparation of balance sheets
on a consolidated basis existed in the Law for the first time. And supervision

depending on consolidated information was accepted.

The mobility of the supervisory authority in cases of financial weakening of a bank
was enlarged, more objective criteria for strengthening financial structures of
banks and changes to speed up decision making were accepted. Personal
responsibilities of shareholders and managers were increased. Administrative fines
were introduced for violation of regulations and judicial fines were increased
further.

A financially and administratively autonomous authority; Banking Regulation and
Supervision Board was established to decide and to implement the rules on start
and watch of operations, supervision and its dependent decisions and ending the

operations of banks.

Short after the amendments in Banking Law, at the end of 1999, the administration
of 5 privately-owned banks was taken over by the Savings Deposit Insurance Fund
and the licence of a development and investment bank was revoked. With the
addition, the number of banks in the Fund increased to 8. In 2000, 3 privately-
owned banks were transferred to Fund and the licences of 2 development and
investment banks were suspended. Hence the number of banks in the Fund by the
end of 2000 were 11 and by the end of April 2001 increased to 13 by the addition
of Iktisat Bankas1 and Ulusal Bank. The shares of the banks in the Fund by the end
of 2000 were 12.9 percent out of total deposits and 6.5 percent out of total loans.
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An additional, retrospective tax on the public borrowing securities that are mostly
held by banks, under the name of “capital gains” and 8 percent on the average was
introduced. The burden on banks brought by this tax was 1.2 percent of GNP. At

the meantime, the withholding tax on the borrowing instruments was increased.

Full guarantee on deposits continued in 2000 with some contraction in its scope
after the second half of the year. In last months of the year, government declared
that non-deposit funds including external sources were also covered by the

guarantee scheme.

Total assets of the system by the end of 2000 grew by 45 percent compared to the
previous year-end and reached TL 104.3 quadrillion. In dollar bases, the growth
was 16 percent and the assets were USD 155.2 billion. The ratio of total assets to
GNP decreased from 92 percent to 82 percent.

The share of assets in total assets was 34 percent in state-owned banks, 47 percent
in privately-owned banks, 9 percent in the banks in the Fund and 5 percent in
foreign banks. The share of investment and development banks decreased by 1

percentage point to 4 percent.

The shares of largest five and the largest ten banks in total assets increased. The
share of the largest five was 48 percent and the share of largest ten was 69 percent
out of total assets. There was only one bank with an asset size larger than USD 20
billion and 4 banks with asset sizes larger than USD 10 billion.

The share of total deposits in total liabilities was 66 percent. There was no
important change in the maturity structure of deposits, concentrated in shorter
terms. 40.3 percent of total deposits are in state-owned banks and 43.5 percent are

in privately-owned banks. There was growth in the repos volume. The share of
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non-deposit funds in balance sheets increased due to the increased foreign

borrowing facilities.

The share of Fx liabilities in total liabilities decreased by 2 percentage points to 46
percent and the share of Fx assets decreased by 3 percentage points to 35 percent.
The difference between the Fx assets and Fx liabilities increased from USD 13
billion to USD 17 billion.

Total loans reached USD 51 billion increasing by 27 percent. Share of loans in
total assets increased by 3 percentage points to 33 percent. The shares of state-
owned banks and privately-owned banks in total loans were 25.8 percent and 37.7
percent respectively. The ratio of non-performing loans before provisions to loans
increased from 10.7 percent to 11.5 percent and the ratio to total assets increased

from 3.2 percent to 3.7 percent showing the ongoing deterioration in the asset

quality.

The shareholders’ equity including the current year income increased by 80 percent
to TL 7,6 trillion in TL basis and by 45 percent to USD 11,4 billion in dollar basis.
The ratio of shareholders’ equity to total assets is 7.3 percent for the sector and
13.9 percent for the privately owned commercial banks. The deterioration in net

working capital continued due to the increase in permanent assets.

The loss of the banking system in 2000 amounted to USD 4 billion arising mainly
from the losses of the banks in the Fund. The current year loss of the system was
USD 7 billion. If only the banks that declared profits are considered, net profit
decreased by 30 percent to USD 2.9 billion.

The deterioration in profitability that started in 1996 continued with acceleration
with the declared losses of the banks in the Fund. The average asset profitability of
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privately-owned commercial banks decreased from 4.4 percent to 1.1 percent while
the equity profitability declined from 52 percent to 11.5 percent. Since inflation
accounting is not applicable, the assets that can be assumed as hidden reserves of
banks can not be valued. If it’s considered that the shareholders’ equity is higher in
the banks where inflation accounting is applied, it may be anticipated that both the
assets and shareholders’ equity would be higher than they are now, for the sector.
This further deteriorates the profitability of the system.

Off-balance sheet growth continued resulting basically from the growth in Fx and
interest rate transactions. Off-balance transactions grew by 13 percent in dollar
basis and reached USD 156.5 billion.

There were 79 banks in operation in the Turkish banking system by the end of
2000. 61 of them were commercial and 18 of them were development and
investment banks. 4 of the state-owned banks were commercial, 28 of them were
privately-owned and 18 were foreign. 11 banks were administered by the Fund. 5
of the foreign banks were founded in Turkey and the rest had branches in Turkey
for their operations. 3 of the development and investment banks were state-owned,

12 of them were privately-owned and 3 were foreign.”’

5.2 STRENGTHENING THE TURKISH ECONOMY PROGRAM
Turkey started to implement Strengthening the Turkish economy Program at May
2002. According to the program the situation and some plans for banking sector

was as follows:

The state and SDIF banks' recourse to markets to meet their sizeable liquidity

requirements not only distorts the balances in the markets but also impairs the

% Bankacilik Dilzenleme ve denetleme Kurumu (Banking Sector Regulatory and Supervisory Agency),
“Developments in the Turkish Economy and the Banking Sector in 2000 report”, 2001
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financial soundness of these banks. To remedy this situation, Treasury securities
bearing market interest rates will be given to the banks in exchange for their
receivables from the Treasury. In this way, duty losses will be eliminated as
quickly as possible. Under a pre-determined program, the state and SDIF banks
will reduce their overnight liabilities to tlie banking sector and non-banking sector
by raising liquidity from the Central Bank by repo or by outright sale of these
securities. The Central Bank will soak up excess liquidity from the market via
reverse repo or interbank operations. In 2001, the Treasury issued papers of TL
10.3 quadrillion to the state and the SDIF banks in order to strengthen their
financial standing.

In co-ordination with the permanent elimination of liquidily problems in state

banks, otlier necessary measures are also being taken.

- No functions which might generate losses will be assigned to state banks. A
decree repealing the current decrees regarding duty losses has already been
submitted to the Prime Ministry. Work is continuing to eliminate the duties
assigned to banks by law. Where deemed necessary, support provided via public
banks will be financed by specific allocations in the budget.

- Undercapitalised state banks will have their capital raised to an adequate level.

Capital increases will be cashed in immediately.

- In line with the principles of operational effectiveness and e~ciency, all state
banks will continue to lend within their areas of specialization taking into account

their financing costs.

Measures have already been taken to restore as quickly as possible healthy
finances to the private banks hit by the crisis:

82



- Since adequate capitalisation is a criterion for financial health, the BRSA is
reaching agreements with private banks to increase capital and carry out
restructuring plans within a fixed time frame. This work will be accelerated.

- Profits of banks have been added to their capital.

- Work is continuing on additional measures to facilitate mergers and acquisitions

of both banks and corporations.

- While allowing a reasonable time frame for adjustment, banks will be required to
reduce their investments in non-financial institutions and the share of their equity
that these constitute.

- The Banking Law is being amended to clarify the legal standing of special

provisions recorded as expense items in the calculation of the corporate tax base.

- In accordance with the developments in the banking system, taxes and required
reserves will be revised with the aim of encouraging long-term investments and

eliminating yield differences between savings instruments,

Measures will be taken continually to minimize the loss generating duties of state
economic enterprises. The draft decree by the Council of ~llinisters on the
elimination of duty lossés; which are borne mainly by state banks, has been
submitted to the Prime Ministry, and preparation of the drafi law is close to
completion. Henceforth, where state banks are assigned duties that might generate
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losses, necessary financing will be made available in the budget for that specific

year and will be transferred in advance to the relevant institutions.?®

5.3 TURKISH BANKING SECTOR IN 2001

5.3.1. ASSET GROWTH AND STRUCTURE

Total assets of the banking sector, excluding banks under SDIF administration,
increased in real terms during the third quarter of 2001. Despite the fact that 5 new
banks were taken over, the asset size of the SDIF banks declined in real terms as a
result of the sale of Siimerbank and early redemption and buy-back of Government
Securities. The banking license of one of the public bank, Emlakbank, was
withdrawn and only part of its assets were transferred to Ziraat Bank. Despite this
consolidation, there was a real increase in state bank assets perhaps owing to the
financial restructuring of these banks in May 2001. The asset growth observed in
the private banking group was due to the high increase in the assets of the largest

five banks.
Table 31 - Assets by Banking Groups (September 2001 )

Total Assets Real % Change (TL) % Change (§)
TL $ [ 0901/ 0901/ 09-01/ [ 0901/ 0901/
Trllion  Million | 0900  12-00 0600 | 1200 0600
Public 46,144 30,101 174 -20.6 26 434 -5,5
Private 91,063 59,403 36 85 37 226 45
- Five Largest Banks 61326 40,005 114 109 80 208 05
-Other 29,737 19,398 94 37 -3.5 -26.0 -112
Banks under SDIF 19,875 12965 2714 403 -24.5 01 -30.5
Foreign 4,497 2933 -59.6 211 0.7 437 12
Development & Investment Banks 8218 5360 | 119 87 88| -224 01
Total 169,796 110,763 13 02 08] 285 86

Souree : BRSA

There has been a significant decrease in the number of banks due to mergers of both
some public and SDIF banks, mergers among private banks and revoking of banking
licenses of some banks. As a matter of fact, number of banks fell to 68 in September
2001. Number of branches and employees also decreased significantly during the year
2001 as a result of the contraction in the activities of the banking sector, operational

%8 www.hazine.gov.tr , “Strengthening the Turkish Economy Program”
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restructuring of public and SDIF banks and efforts to increase the efficiency in the
banking sector in general.
Table 32 - Number of Banks and Employment

Number of Banks Neo. of Domestic Branches Employment (Domestic)
Dec. June Sept. Dec. June Sept. Dec. June Sept.
2000 2001 2001 2000 2001 2001 2000 2001 2001
Public 4 4 3| 2,833 2,734 2,730 | 70,329 60,265 56,568
Private 29 29 24| 3,777 3,832 3,724 | 71,155 70,391 68,597
Banks under SDIF 11 5 91 1,076 877 787 | 20,044 16,439 14,243
Foreign 17 16 16 115 43 43 3,743 1,880 1,839
Devel, & Investment
Banks 18 18 16 29 44 37 6,461 6,324 6,206
Total 147,45
79 72 68 | 7,830 7,530 7,321 { 171,732 155,299 3
Source: BRS.A

In terms of concentration, the decline in the share of largest five banks in the first
half of 2001 reversed and rose to 47.6 percent in the third quarter. A similar
development was also observed in the share of the assets of the ten largest banks,
and this ratio reached to 67.4 percent. The merger of Ziraat Bank with Emlak Bank
and also mergers of Osmanli Bank with Koérfez Bank affected these developments.

Table 33 - Developments in the Shares of Banking Groups

Share in Total Assets Share in Total Loans Share in Total Deposits
(%) (%) (%)
Dec. June  Sept Dec. June  Sept. Dec. June  Sept.
2000 2001 2001 2000 2001 2001 2000 2001 2001
Public 343 263 272 27.5 207 186 39.8 322 312
Private 49.5 51.1 536 58.1 648 672 45.9 53.1 56.6
- Five Largest Banks 326 331 36.1 41.5 489 528 30.7 35.0 38.6
-Other 16.9 18.0 17.5 16.6 15.9 144 15.2 18.1 18.0
Banks under SDIF 83 15.5 11.7 6.7 4.5 3.8 13.4 13.5 10.8
Foreign 34 2.6 2.6 1.3 2.1 24 0.9 12 1.4
Total Deposit Banks 95.5 g95.6 95.2 93.6 92.1 92.0 100.0 100.0 1000
Develop. & Invest, Banks 4.5 44 4.8 6.4 7.9 8.0 - - -
Total 100.0 1000 1600 | 100.0 1000 1000 | 100.0 1000  100.0
Source: BRSA
Table 34 - Concentration in the Banking Sector (%)
Share in Total Assets Share in Total Loans Share in Total Deposits
(%) (%) (%)
Dec. June  Sept Dec. June  Sept. Dec. June  Sept.
2000 2001 2001 2000 2001 2001 2000 2001 2001
Five Largest Banks®’ 478 418 476 421 419 4438 513 48.7 534
Ten Largest Banks"” 69.2 642 674 | 727 69.7  69.5) 729 7.6 737
Source: BRSA
(%) Ranked by assts
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Due to the adverse developments experienced in the first half of 2001, the banking

sector had to concentrate in short-term investment. The same trend was also
observed in the third quarter. Long-term investment opportunities for the banking
sector declined considerably due to the concentration in short term funding
together with the contraction in economic activity.

Securities portfolio including securities in non-trading portfolio remained as the
largest asset item in total assets in the third quarter as well. In this period, while
the share of claims on banks in total assets decreased, the share of loans remained

unchanged compared to the end of second quarter.
Table 35 - Selected Assets

TL Trillion Percentage Share Reel % Change

Dec. June Sept. Dec. June Sept. | Sept.01/ Sept..01

2000 2000 2001 2000 2000 2001 | Dec.0d /Juncol

Claims on Banks (%) 18,853 29,898 30,129 181 197 177 1.9 -10.6

Loans 31,845 39,184 43,908 306 258 259 -153 0.6
Securities Portfolio + Securities 91.8

in Non-Trading Portfolio 18,463 49,462 57,658 177 326 340 3.5

-Securities Portfolio 11,995 32,532 38391 115 214 226 96.5 4.7
-Sec. in Non-Trading 82.9

Portfolio 6,468 16,930 19,267 6.2 11.1 11.3 1.0

Other 34932 33,350 38,101 336 20 24 -33.0 1.4

-Interest Rediscount and Income 4,031 13200 14,449 3.9 8.7 85 120.1 238
Total Assets 104,09 169,79 0.2

3 151,894 6 1000 1000  100.0 0.8

Source: BRSA, (*) CBRT, Interbank, Claims on banks, Securities Portfolio, Loans

5.3.1.1 LOANS

The real decrease in loans during January-June period continued in the third
quarter due to decline in TL loans in particular. However, the rate of contraction in
the loan portfolio slowed down to some extent.

While the loans extended by public and SDIF banks continued to decline, loans
extended by the private banks increased in real terms in the third quarter in contrast
to the decline observed in the first half 2001.

During the first nine months of the year 2001, the loan portfolio of state and SDIF
banks shrunk considerably in real terms, whereas the contraction in private banks’

loan portfolio was rather limited.
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The share of export loans in total loans rose to 23.2 percent in September 2001,
whereas the decreasing trend in the shares of specialized loans and consumer loans
continued during the third quarter. The increase observed in export loans was
mainly due to sharp depreciation of TL. The decrease in specialized loans mainly
stemmed from limiting the credits that state banks could extend and the indexation

of interest rates on specialized loan to annualized average interest rate of T-Bills.

Consumer loans and credit cards growth continued to decline in the third quarter,

albeit at a significantly lower pace.

Table 36 - Loans by Type
TL Trillion Percentage Share Real % Change

Dee. June  Sept! Dec. June Sept| Sept.0l/  Sept.0l/

2000 2001 2001 2000 2001 2001 Dec.00  June.01
Export Credit 5933 8445 10,19 18.6 21.5 232 5.5 7.2
Export Guaranieed Investment Loans 692 1,160 1,463 22 30 33 303 12.3
Other Investment Loans 1,078 1,962 2,447 34 50 5.6 394 10.7
Working Capital Loans 988 1,566 2,251 3.1 4.0 5.1 39.9 27.6
Specialized Loans 2,830 2,085 1,9 8.9 53 4.5 -56.7 -15.1
Fund based Loans 2942 3281 335 92 84 7.6 -30.0 9.3
Consumer Loans 4,632 3201 26 14.5 82 6.1 -64.2 -25.2
Credit Cards 2,170 2,333 241 6.8 6.0 5.5 -31.6 -8.1
Other 10,580 15,154 17,08 32.6 379 38.1 0.9 0.0
Total Loans 31,845 39,184 43, 100.0  100.0 100.0 -15.3 -0.6

Sonrce: BRS.A

5.3.1.2 SECURITIES

Investment in securities (including the non-tradable securities portfolio) remained
to be main item in the assets of the banking sector during the third quarter, owing
to special issue government bonds provided to public and SDIF banks as part of
the restructuring plan. As of September 2001, the ratio of total securities (repo

included) over total assets was 39 percent, unchanged from end June 2001.
In the third quarter, the share of the securities portfolio in total assets rose

significantly in state and private banks, while it decreased in other groups. The
decline in the share of the securities portfolio in the SDIF banks during the third
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quarter was due to the early redemption of government securities and the sale of
Stimerbank to a private bank.

5.3.2 LIABILITY STRUCTURE
Total liability structure of the banking sector continued to shift in favor of FX

denominated sources, while moving towards shorter maturity, in the third quarter
of 2001.

During this period, the share of deposits in total liabilities continued to increase,
whilst the share of borrowings from banks decreased. The share of shareholders’
equity in total liabilities declined to 9.2 percent at the end of September 2001 from

10.8 percent in June.
Table 37 - Liability Structure of Banks
TL Trillion { Percentage Share | Real % Change

Dec. Junme Sept] Dee. June Sept! Sept..01/ Sept01/

2000 2001 2001] 2000 2001 2001 Dec.00  June 01
Deposits 58,900 87,553 105461 56.6 576 62.1 9.9 6.9
Due to Banks 23,907 27,688 26 23.0 18.2 18§, -30.8 -13.7
- Domestic Banks 8479 6,963 58 8.1 46 3. -57.4 -25.0
- Foreign Banks 14,810 20,380 20,461 14.2 134 121 -15.2 -10.9
Shareholders’ Equity 7,202 16,351 15,64 6.9 108 9.2 33.4 -15.1
Other 14,084 20,302 21,757 135 134 12. -3.1 -49
Total 104,093 151,894 169,7 100 100 10 0.2 -0.8
Sourcz: BRSA

5.3.2.1 DEPOSITS

Deposits, which are the main source of funding of the sector grew by 6.9 percent in
real terms in the third quarter of the year and reached 105.5 quadrillion TL by the
end of September 2001. During this period, TL deposits decreased by 8.3 percent
in real terms, while the FX deposits rose by 18.8 percent mainly due to continuing
depreciation of TL. Hence, the share of TL deposits eroded from 43.8 percent in
June 2001 to 37.6 percent in September 2001.

Shortening of the maturity of the deposits continued in the third quarter owing to

the as uncertain and volatile macroeconomic environment. The share of short-term
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(sight depositstl month deposit+3 month deposits) TL deposits in total TL
deposits remained unchanged compared to June 2001 while longer-term (one year
or longer) deposits rose by 245.5 percent in real terms in the third quarter of 2001.
This increase mainly stemmed from the 3-year deposit made to Stimerbank by the
SDIF. The average maturity of FX deposits continued to decline, and the share of
short-term FX deposits to total FX deposits rose to 84.3 percent as of September
2001. A considerable concentration is observed especially in 1-3 months maturity
for the FX deposits.

5.3.2.2 BORROWING FROM BANKS

The contraction of the funding possibilities from external markets in the first half
of the year, due to the deterioration of the economic outlook and slowing global
economic activity eased in the third quarter of the year, and banks started renewing
loans as well as receiving new loans.

The share of borrowings from banks in total liabilities declined to 15.9 percent in
the third quarter from 23 percent at the end of 2000. Borrowings from the banks

abroad declined to 13.3 billion dollars from 22.0 billion dollars in the same period.

5.3.2.3 SHAREHOLDERS’ EQUITY

During the third quarter of the year, the shareholders’ equity rose in the state and
private banks due to the increases in paid-in capital and the improvement in
profitability performance, while shareholder’s equity rose in foreign and
investment and development banks mainly as a result of the rise in the current
period’s profit. On the other hand, the shareholders’ equity of the banks under
SDIF, declined from 4.2 quadrillion TL in June to 551 trillion TL in September.
This is mainly attributable to the decrease in reserves (due to the transfer of
government securities related to the sale of Stimerbank) and the increase in the

current period’s loss. The increase in the loss for the current period mainly
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originates from the 5 new banks taken under the administration of SDIF in July
2001.

The capital adequacy ratio (CAR), which rose significantly in the first half of 2001
with the capital support provided to SDIF and state banks by the Treasury and
SDIF, declined from 19.7 to 17.4 percent in the third quarter of the year. However,
excluding SDIF banks, capital adequacy ratio increased from 14.3 percent to 15.9
percent during the same period.

CAR of state banks, which was 7.7 percent at the end of 2000, rose to 19.8 percent
in June 2001 and to 26.9 percent in September 2001. CAR in the private banks
declined to 10.4 percent in June 2001, then rose to 10.9 percent in September 2001.
The CAR of SDIF banks, however, declined to 13.4 percent in September 2001
from 91.4 percent in June 2001. The main factor behind this development is the

take-over of 5 insolvent (banks with negative capital) private banks by the SDIF.
‘Table 38 - Capital Adequacy Ratio

%) 2000 2001

September  December June September
Public 79 7.7 19.8 26.9
Private 16.6 153 10.4 10.9
Banks under SDIF -241.7 -62.3 91.4 134
Foreign 19.9 21.9 27.1 25.7
Devel. & Inv. Banks 322 325 31.0 313
Total (Excl. SDIF) 15.9 15.2 14.3 16.1
Total (Incl. SDIF) 7.7 9.3 19.7 15.9

Source: BRSA

5.3.3. OFF-BALANCE SHEET TRANSACTIONS
In the third quarter of 2001, the off-balance sheet transactions of the banking sector
decreased by 13.2 percent in real terms. The ratio of total off-balance sheet

transactions to total balance sheet continued to decline in all banking groups except
the SDIF banks.

Credits and commitments, which is one of two main items of the off-balance sheet
transactions, increased by 1.3 percent during the third quarter of the year, while
contingencies contracted by 19.6 percent. During this period, the letters of
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guarantee, which comprises 71 percent of the total credits, grew by 3.1 percent in

real terms

The 19.6 percent decrease in the total contingencies mainly resulted from the
decline in FX and interest rate transactions and the contraction in repo and reverse
repo transactions. The main factor behind the significant reduction in FX and
interest rate transactions is the decline in forward FX transactions after the
shrinking of the FX short positions. Repo and reverse repo transactions on the
other hand, declined mainly due to the falling interest rates and increase in the
withholding tax. Moreover, the reduction of repo transactions of the state and SDIF

banks as part of the restructuring program has been effective in this development.

Table 39 - Off-Balance Sheet Transactions
TL Trillion Real % Change
2000 2001 2001 Sept. 2001/  Sept. 2001/
December June September Dec. 2000 Dec. 2001

Total Credits 24,916 35,428 40,418 0.4 1.3
Letters of Guarantee 17,366 24,716 28,715 1.5 3.1
Acceptance Credit 1,251 1,876 1,930 -5.3 -8.7
Documentary Credit 4,736 6,457 7,156 -7.2 -1.6
Guarantees, Bank-giro 1,531 2,345 2,579 3.5 2.4
Prefinancing Credit with Letter of Guarantee 33 34 37 -30.4 3.3
Total Contingencies 80,116 79,865 72,315 -44.6 -19.6
Fx and interest Rate Transactions 60,079 58,750 52,935 -45.9 -20.0

~-Forward Fx Transactions 43,764 42,071 39,330 -36.1 -1.2

-Money Swaps 10,407 12,005 8,861 -46.8 43
Other Commitments 4,090 4,774 5,458 -18.1 1.5
Revocable Commitments 1,116 1,946 2,600 43.1 18.6
Repo and Reverse Repo Transactions 14,830 14,395 11,321 -53.1 -30.2
Total 105,032 115293 112,733 -34.1 -13.2

Source: BRSA

5.3.4 PROFITABILITY

Following important losses in the first half of the year, banking sector’s
profitability performance improved in the third quarter as a result of the increase in
the net interest income. As a matter of fact, excluding SDIF banks, banking sector
realized 697 million dollars profit in the third quarter, compared to a loss of 381

million dollars in the second quarter.
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The losses of the SDIF banks, on the other hand, rose from TL 4.5 quadrillion in
the first half of 2001 to TL 6.2 quadrillion at the end of September. This was
mainly due to takeover of 5 new banks to SDIF, and the decrease in the interest
income earned on government securities as a result of early redemptions and
buybacks.

5.3.5 FINANCIAL RISKS

5.3.5.1 LIQUIDITY AND INTEREST RATE RISKS

Decline in economic activity and increasing uncertainty have led banks to keep
their portfolios in liquid and quasi-liquid assets. The share of liquid and quasi-
liquid assets in total assets increased from 30.6 percent at the end of 2000 to 41.2
percent in September 2001.

The liquid asset-liabilities coverage ratio is highest in development and
investment banks (151.7%), which is followed by foreign banks(91.1%), private
banks(61.9%), state banks(45.5%) and SDIF banks(25.5%). For maturities shorter
than 3 months the coverage ratio increased in state and development banks, while
it decreased in private, SDIF and foreign banks. For maturities longer than 3

months all banking groups have coverage ratios over 100 percent.
Table 40 - Coverage Ratio of Liquid Assets to Liquid Liabilities

% For Maturities Less Than 3 Months For all Maturities

’ Sept.00 Dec.00 June 01 Sept.01 [ Sept.00 Dec.00 Jume 01  Sept.0l

State Banks 46.8 24.7 40.6 45.5 8L8 74.2 1043 103.4
-TL 38.0 16.5 29.8 39.6 77.8 69.8 108.8 110.0

-FX 71.6 69.4 70.6 58.5 95.6 922.2 93.3 91.4

Private Banks 78.5 75.2 70.2 619 12L0 107.3 106.9 103.6
-TL 115.7 97,7 85.8 87.0 216.2 176.4 1714 171.2

-FX 57.6 60.8 62.1 51.2 79.8 74.0 79.5 78.4

Foreign Banks 101.4 90.2 1125 91.1 1121 108.0 116.9 115.1
-TL 259.7 178.1 2294 211.6 3423 234.7 191.0 201.6

-FX 59.6 49.9 80.5 63.5 62.5 58.4 95.6 95.5

SDIF Banks 211 33.1 26.8 255 422 75.8 101.1 77.6
-TL 41.8 40.1 48.7 57.8 98.9 108.1 2155 240.7

-FX 10.7 26.5 15.3 17.0 133 48.2 44.1 374

Dev. & Inv. Banks 143.0 1273 1504 151.7 1342 1354 1335 1314
-TL 152.1 139.0 130.8 129.1 2247 230.7 2232 217.6

-FX 133.7 116.1 175.1 176.3 97.8 95.8 102.1 105.9

Total 71.1 56.8 63.8 59.6 1052 953 10758 105.2
-TL 81.0 522 614 65.6 130.8 1124 140.1 141.4

-FX 62.0 62.8 65.9 55.3 81.5 77.3 83.7 82.9

Source: BRSA
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Sharp increase in liquid assets and flexible monetary policy under the new
program has led to a significant reduction in the liquidity risk of the banking sector
throughout 2001. Similarly, improvements in the coverage ratio of interest
sensitive assets to liabilities and increase in the share of floating rate and indexed
government securities in the total securities portfolio resulted in a considerable

reduction in interest rate risk of the banking sector .

5.3.5.2 EXCHANGE RATE RISK

Following the shift to the floating exchange rate regime in February 2001, efforts
to close the FX short positions accelerated in the banking system. Swap operation
conducted by the Turkish Treasury in June 2001 further contributed to close the
FX short positions.

The tendency to close FX short positions continued in the third quarter of 2001. In
fact, FX short positions (excluding forward positions) in the banking sector fell to
1.9 billion dollars at the end of September from 2,4 billion dollars in June. When
forward positions are included FX short position registered as 695 millions dollars
at the end of September.

During the third quarter, private banks’ short FX position (excluding forward
positions) decreased from 2.1 billion dollars to 907 million dollars. Including
forward positions private banks had a long position of 309 million dollars at the
end of September.

As a result of the takeover of the 5 new private banks in July, the SDIF banks’
short position increased from 558 million dollars in June to 1.2 billion dollars in

September.”’

% Bankacilik Diizenleme ve denetleme Kurumu (Banking Sector Regulatory and Supervisory Agency), “ Banking
Sector Evaluation report”, 2001

93



Table 41 - FX Position (Million Dollars)

Excluding Forward Positions Including Forward Positions

Dec June Sept. Dec June Sept.

2000 2001 2001 2000 2001 2001

Public -144 195 116 -90 200 117
Private -8,377 2,056 -907, -1,182 140 309
Banks under SDIF -3,984 -602 -1,249 -4,030 -558  -1,165
Foreign -1,803 5 85 -36 -6 17
Devel. & Inv. Banks -245 41 23 -107 71 27
Total (Excl. SDIF) -10,569 -1,815 -683 -1,415 405 470
Total (Incl. SDIF) -14,553 -2,417 -1,932 -5,445 ~-153 -695

Source: BRSA

5.3.5.3 CREDIT RISK

The contraction of economic activity, sharp decline in asset prices and
deterioration of the balance sheets of the firms and households have accelerated the
non-performing loans (NPL’s) during 2001. Furthermore, better classification of
loan losses by State banks led to higher provisioning by the banks. Thus, NPL’s
increased from 4 quadrillion TL at the end of 2000 to 9 quadrillion TL in
September 2001. The loan loss ratio, which was 11.1 percent in December rose to

13.8 percent in June 2001 and 17.0 percent in September.

The prospects for the recovery in economic activity will be the most important
factor to stabilize the loan loss ratio for the private banks in the near future. In this
regard, improvement in economic activity on seasonally adjusted basis in the third
quarter and expected output recovery in 2002 will likely help to contain the credit
risk. Increased sensitivity of the banking sector to risk management will also
contribute to a limitation of the credit risk in the coming periods. Additionally, the
efforts to solve the NPL problem on voluntary basis between financial and real
sectors and to establish asset management companies will help to resolve the stock

problem of non performing loans.
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5.4 TURKISH BANKING SYSTEM AT DECEMBER 2001

The financial crisis experienced at November 2000 and February 2001 effected
Turkish banking system from many perspectives in the long term.As a result of
these crisis, increasing interest rates and mismatch of terms increased funding
losses of banks, on the other hand decreased the values of securities at their
portfolio. After the exchange rate regime change at February 2001, the banks
which have high short positions faced with huge foreign exchange losses. On the
other hand, shrinking economic activity caused significant increases at non-

performing loans.

These crisis revealed that a large scale banking restructuring program could not be
postponed more. In this context, “Banking sector Restructuring Program” was put
into implementation at May 15, 2001. The aim of the program was to provide
transition of banking sector to internationally competitive scale. There were four

main steps:

a) Restructuring of state banks operationally and financially

b) To solve the problems of SDIF banks through mergers, sales or liquidation

c¢) Restructuring of private banks which were effected deeply from the crisis

d) To provide necessary regulations for a healthier and stronger banking system

through supervision and auditing

During 2001, securities amounting to 23 quadrillion lira were given to state banks
to close their accumulated duty losses. Therefore, a significant step to decrease
balance sheets of state banks and to help them operate more effectively was
completed. Liquidity amounting to 8,5 quadrillion lira was provided to state banks

to close their overnight obligations to private banks and non-banking sectors.
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Total paid share capital of state banks increased from 477 trillion lira in December
2000 to 3,4 quadrillion lira in December 2001. The laws and decrees which allows

duty losses were abolished.

Significant improvements to decrease number of branches and employees were
realized through the program. Number of branches decreased from 2,494 to 2,398
and number of employees decreased from 61,601 to 47,985 from December 200 to
December 2001.

19 Banks were taken to Saving deposit Insurance Fund between 1997-2001. 8 of
these banks were merged at 3 banks, 4 of them were sold to local and foreign
investors. Liquidation amounting to 5,2 quadrillion were provided to banks in
SDIF as of March 2001 to close their overnight liabilities to other banks and non-
bank instutitions.

Short positions of the banks in SDIF which were amounting to 4-5 billion USD
until May 2001, decreased to 500-600 million USD by giving securities indexed to

foreign currency.

Number of employees of banks in SDIF decreased from 17,469 to 5,080 until April

2001. Cash collections from non-performing customers were 1,269 million USD.

To recover share capital inadequacy in the banking system, the problem discussed
with shareholders and their commitment letters to increase share capitals were
obtained. As of December 31, 2001 share capital increases amounting to 2,2

quadrillion lira were realized.

Following banks were merged to strengthen their equities:
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Old Banks New Bank Date

Osmanli Bankas1 — Kdrfezbank OsmanliBankas: Aug 01
Tekfenbank — Bank Express Tekfen Bank Oct 01
Garanti Bankasi — Osmanl Bankas: Garanti Bankasi Dec 01
HSBC Bank — Demirbank HSBC Bank Dec 01
Oyak Bank — Stimerbank Oyak Bank Jan 02
Sinai Yat. Bankasi — TSKB TSKB Mar 02

After mergers and cancellation of licenses of some banks, number of total banks in
the sector decreased from 79 to 22 in 2002.%°

1.C. YOKSEKOCRETIV KURULY
BOKIRMANTASYON MERKEZL
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CONCLUSION

Financial crisis are not only hard to apply certain remedies, but also hard to predict
them. In some cases, on the eve of the crisis there are widespread optimism about
the economy, the economy shows many favourable signs. Then came a loss of
confidence, and what follows is a syndrome that has become all too familiar in the
last few years. A currency crisis interacted with a banking crisis, with a plunging
currency weakening the banks and the resulting implosion of credit further
weakening the currency. And to reassure foreign investors, government apply anti-

Keynesian policies, tightens fiscal policy which causes severe recession.

Financial crisis are defined as episodes of financial-market volatility marked by
significant problems of illiquidity and insolvency among financial market
participants and/or by official intervention to contain such consequences. Financial
crisis generally cause inefficient working of country’s overall economy, and as a

result significant decreases in country’s gross national product.

Significant characteristics of a currency crisis are changes in parity forced by the
market, in other words develuation of national currency against other currencies,
abondenment of a pegged exchange regime and huge cash outflows from the

country.

Devaluations generally occur after periods of expansionary monetary policy.
These expansionary policies lead to price and wage inflation, deteriorating
international competitiveness and weak external accounts. They tend to occur
when unemployment is high, as if the government is attempting to stimulate an

economy in which unemployment has political and economic costs.But policy

% Banking Regulatory and Supervisory Agency, 2001 Annual Report
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stimulus leads to a loss of reserves, which jeopardizes exchange rate stability.
Reserves continue to decline, eventually forcing the government to devalue the

exchange rate.

National currencies of emerging markets are subject to self-fulfilling speculative
attacks in crisis periods. Although there are many reasons for a devaluation of
national currency, the speculative attack and the magnitude of the resulting
devaluation may go far beyond what is necessary. At these times, behaviours of
investors play an significant role to fuel the magnitude of the crisis. Everybody try
to keep his wealth and wants to change melting local money with foreign
currencies of strong economies. A sailor should stay on board until the last
minute. But it is not true for an investor. No capitalist investor wants to sink with
the ship. Capitalist investors are afraid of dangers and suspicious to loose their
wealth as genetic feature. If they see an increasing risc to loose their wealth they
leave the ship. Stability of financial system is a problem to be solved by someone

else.

Starting in December 1994, and through the first quarter of 1995, Mexico found
itself in the grip of an intense financial panic. Foreign investors fled Mexico
despite very high interest rates on mexican securities and financial indicators that
pointed to long term solvency. Investors feared default as well as the possibility of

an explosive inflation in coming months, caused by the collapse of peso.

The Mexican currency crisis, unlike many others in Latin America, was not the
result of irresponsible fiscal behaviour. The Mexican operational budget balance
had been in surplus during 1990-4. It was actually because of real exchange rate
appreciation during the capital inflow period and very rapid increase in credit
expansion to commercial banks. The current account deficit, after all, had reached
5,8 percent of GDP in 1993, and would reach almost 8 percent in 1994, much of it
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financing consumption spending. The authorities prevented interest rates from
going up by expanding domestic credit and by converting short-term peso-
denominated government liabilities (cetes) falling due into dollar-denominated
bonds (tesabonos). A fall in international reserves and an increase in short-term
dollar-denominated debt resulted. The government simply ended up illiquid, and

therefore financially vulnerable.

East asian countries experienced painful financial crisis in 1997-1998 periods.
Prior to financial crisis, ratio of short-term foreign loans to international reserves of
these countries increased significantly in 1990’s. Increasing foreign currency
liabilities decreased liquidity of these countries. The reason of increasing short-
term loans was mainly to finance high current account deficits of these countries.
There was partial reforms had led increasingly fragile financial systems,
characterized by growing short-term foreign debt, rapidly expanding bank credit,
and inadequate regulation and supervision of financial institutions. These
weaknesses, in turn, left Asian economies vulnerable to a rapid reversal of capital
flows. The magnitude of suddenness of the financial reversals for the five
countries, Indonesia-Korea-Malaysia-the Philippines and Thailand, made clear the
effect (or reason) of crisis. The remarkable and unexpected swing of capital flows
of USD 105 billion (from USD 93 billion inflow to USD 12 billion outflow) in
1996 and 1997, represents around 11 percent of the precrisis dollar GDP of these

five countries.

Turkey started to the year 2000 with very important economic decisions and very
positive expectations in the financial market. A three-year “disinflation and
structural reform program” signed with International Monetary Fund at the last
months of 1999. According to the new program develuation of Turkish Lira

against currency basket would be 20 percent in year 2000, which would decrease
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interest rates of government securities and public sector deficit to reasonable

levels.

As a result of huge short-term capital inflow which was converted to Turkish lira
and used at the purchase of government securities, interest rates of government
securities decreased sharply. Sharp decrease in real interest rates and credit
expansion in the banking sector caused customer and investment demand to
increase. Incereases in demand caused problems in meeting to targeted inflation
rates. With the realized inflation rates above program targets Turkish Lira became
overvalued and trade deficit increased significantly. The rapid growth in foreign
trade deficit caused a record level deficit in current account balance despite the
improvement in invisible transactions balance stemming from the increase in
tourism income. Current account deficit rose by 6 times and amounted to USD 9.8
billion in the year 2000 from USD 1.4 billion in the year 1999. The ratio of current
account deficit to GNP accelerated from 1 percent to 5 percent which was the

highest level of the last twenty years.

All these developments increased the tension in markets. Liquidity was further
constrained and interest rates including deposit interest rates showed an upward
trend. With the effect of the withdrawal of foreign banks from the markets, which
invested heavily on short-term TL instruments, the problem of liquidity squeeze,
which was observed in a few banks at the beginning, created a systematic crisis.
Turkey experienced the painful liquidity crisis in November 2000. Interest rates
climbed up to the record levels; interest rates hit 800 percent in interbank and
1,500 percent in repo market. Despite these developments, the demand for foreign
currency still continued for the reason that the collaterals of the contracts made
with the foreign creditors on the basis of giving public securities were tried to be

converted into cash due to the increase in interest rates.
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The international reserves declined by USD 6.2 billion to USD 18.2 billion during
the period between November 17-30. IMF declared that Turkey would be given
additional reserves provided that further measures were taken to enhance the
credibility of the program. Following the negotiations on the Supplemental
Reserve Facility, the Government made some declarations; the privatisation of
Turkish Telekom and Turkish Airlines would be accelerated; unlimited guarantee
would be given to both the saving deposits in banks and the loans borrowed from
abroad by banks.

After these declarations, short-term interest rates declined to the level of 100
percent because of the liquidity provided to the banking system by the Central
Bank. Net domestic assets were realised well above the program target while net
foreign assets narrowed down by 31 percent. The monetary base increased by 53

percent and international reserves was realised as USD 19.6 billion.

The dramatic dispute between the prime minister and the president in the meeting
of National Security Council on February 19, 2001, increased the tension
immediately in financial markets. Mostly Turkish banks bought U.S.Dollars 4,9
billion of foreign exchange from the Central Bank of Turkey on February 19™.
The Central Bank did not sustain the liquidity to the banks and pledge to stick to a
tight monetary policy aimed at the stabilization program. A severe liquidity
shortage troubled the banking system. The bond market yield on the most heavily
traded March 21 paper soared to 154,6 percent at the end of day.

The financial turmoil that paralyzed the banking sector culminated into a currency
devaluation. On February 227 the government announced that it would allow the
price of Turkish lira to be determined in the free market in contrast to its earlier
foreign exchange regime, which allowed a gradual depreciation of lira. After the

main change at the foreign exchange regime,free market floating exchange rate
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