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Erol M. Balkan and A. Erinc Yeldan

5.1 INTRODUCTION

Integration of the developing national economies into the evolving world
financial system has been achieved by a series of policies aimed at liberal-
izing their financial sectors. The motive behind liberalization was to
restore growth and stability by raising savings and improving economic
efficiency. A major consequence, however, has been the exposure of these
economies to short-term capital movements, which have increased
financial instability and caused a series of financial crises in the develop-
ing countries.

Integration was further deepened by the dollarization of these
economies when they became reliant on foreign capital for their privatiza-
tion programmes. Such a reliance became inevitable when governments
were unable to implement credible anti-inflationary policies while at the
same time demanding access to foreign currency. In many cases, inflows
of short-term capital were used not to create new productive investments
that would generate growth, but instead simply created new dollar obliga-
tions for which there was no clear source of repayment. The existence of a
currency board in Argentina, for example, provided short-term stability,
but the fact remains that the current exchange rate of the Argentine peso
against the dollar has been financed with offshore debt and privatizations.
As such, this policy is unsustainable.

Financial liberalization, by way of reliance on short-term capital
inflows, intensified the already existing problems such as budget deficits,
monetary instability and market distortions. The problems were the conse-
quence of the very nature of these flows, because they created instabilities
in exchange rates, interest rates and financial asset prices. Because most
developing country stock markets are in their infancy, they display a high
degree of volatility. From 1982 to 1985, share prices (in US dollars) on the
Brazilian stock market rose fivefold. Two years later, they fell more than
28 per cent of their 1985 value. In the first nine months of 1987, share
prices on the Mexican stock market rose six-fold. Following the October
crash, however, prices fell to a tenth of their previous level (Singh, 1992).
In Turkey between 1992 and 1993, share prices rose four-fold. The next
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year they fell by 50 per cent. This link between short-term capital flows
and stock markets increased the potential for further crisis. Because the
return on investments depends largely on the movements of the exchange
rate, serious shocks experienced by these countries that caused a devalua-
tion in their currency triggered a sharp decline in equity prices and an
outflow of capital (Akyiiz, 1995).

Short-term capital flows are now considered the double-edged sword of
economic development. On the one hand, they tend to create an environ-
ment that enhances and increases the efficiency of the domestic financial
markets via intensified competition. On the other, however, evidence also
suggests that short-term capital speeds in and out of developing countries
for reasons not always related to their discretionary monetary policies. As
a result, countering positive expectations such as increased efficiency in
financial markets, short-term capital flows are likely to result in a number
of equally detrimental consequences. First, they tend to increase financial
fragility. Second, they increase the interest rates and inflate financial asset
prices, causing stock market bubbles to emerge. Third, they create con-
tractions in the real economy that have real consequences for employment.
Fourth, they worsen the income distribution. Fifth, they reduce a govern-
ment’s ability to conduct monetary policy.

The Turkish economy experienced its first major financial crisis in the
first quarter of 1994. One of the best-performing emerging stock markets
in 1993, the Turkish stock market suffered huge dollar losses during this
period, owing to a 65 per cent devaluation in the Turkish lira. The
Istanbul Stock Exchange Composite Index fell 50 per cent in dollar terms
as volatility of capital markets and political instability further reduced
confidence in the lira, despite efforts to reduce Turkey’s current account,
budget, and trade deficits. The currency crisis led to implementation of an
austerity programme in April 1994, the aim of which was to restore
confidence in the Turkish lira and establish a clear commitment to reduc-
ing fiscal and external imbalances by reducing government spending and
slowing down rapid inflation. Several unpopular measures were adopted,
including higher taxes and state-controlled prices, a speed-up of the pri-
vatization programme, and a further devaluation in the lira. The central
bank intervened in the foreign exchange market, and between January
and 5 April it used over $3 billion (about half of its year-end 1993
reserves) to support the lira. Between the end of 1993 and the end of
April 1994, the value of the lira fell by 60 per cent in nominal terms
against the US dollar.

In part, the currency crisis was a result of deteriorating macroeconomic
fundamentals that were rooted in public sector imbalances, but to a large
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extent the crisis can be traced to unsustainable growth in current account
deficits as a result of short-term capital inflows.

The main objective of this chapter is to analyse the determinants of spec-
ulative short-term capital flows and their consequences on various aspects
of the Turkish economy during the recent financial liberalization experi-
ence. First, in Section 5.2, we briefly examine the main motivation behind
attempts at liberalization by returning to the structure of the economy prior
to liberalization. Then we discuss the evolution of the financial sector in
Section 5.3, by looking at various aspects of the system. In Section 5.4 we
highlight some of the consequences of financial liberalization, concentrat-
ing on the effects of short-term capital flows into the economy. In our con-
clusion, Section 5.5, we pull together the main characteristics of the
liberalization period that led to the present financial instability.

5.2 FINANCIAL LIBERALIZATION IN TURKEY: A BRIEF
HISTORY

Turkey’s attempts at liberalizing its financial system began along with the
structural adjustment reform programme initiated in 1980. Before then,
the system revealed all the attributes of ‘financial repression’, with nega-
tive real interest rates, a high tax burden on financial earnings, and high
liquidity and reserve requirement ratios. Overall, financial markets suf-
fered from a highly regulated and inefficient banking system, with conse-
quent low-quality portfolio management. Given the underdeveloped and
fragmented nature of the capital and stock exchange markets, corporations
had to over-rely on banking credits rather than issuing stocks to finance
their working capital balances (OECD, 1988). The fiscal deficits were
mostly financed by direct monetization through the central bank.

On January 1980, with the introduction of a comprehensive stabilization
programme, the overall development strategy was reoriented from a highly
regulated, inward-looking economy to that of an outward-oriented, open
economy operating under market incentives. The major elements of the
reform programme were the switch to a pegged exchange regime of con-
tinuous adjustments, elimination of price controls and phasing out of sub-
sidies, and the gradual removal of trade restrictions towards full
commodity trade liberalization. Many aspects of the Turkish structural
adjustment have been well documented in Rodrik (1991), Nas and
Odedokun (1988) and Aricanli and Rodrik (1990).

In retrospect, it can be stated that the mode and pace of financial
reforms have progressed in leaps and bounds, mostly following pragmatic,
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on-site solutions to the emerging problems. In the beginning, the major
aim of the reforms had been the deregulation of the financial system,
which had naively been expected to be sufficient to create a competitive
financial structure more efficient over the previous one (Ersel, 1991). The
first action undertaken was the removal of legal ceilings on deposit interest
rates, which led to a fierce struggle among the banks and the broker insti-
tutions to attract funds from the public. This bonanza of fake
‘Switzerlandization” was short-lived, however, and came 1o a halt with the
emergence of the 1982 financial crisis.

The foreign exchange regime was liberalized early in 1984. Banks were
allowed to accept foreign currency deposits from citizens and to engage in
foreign transactions. Deregulation of restrictions on foreign exchange led
to enormous pressures towards currency substitution. Such influences led
to very high real rates of interest throughout the reform period, because
the monetary authorities tried to defend the Turkish lira by increasing the
real interest rate to improve the capital account. With full liberalization of
the capital account, and the recognition of full convertibility of the lira in
1989, however, there has been a massive inflow of short-term capital into
the domestic economy (Boratav et al., 1995). Even though there was no
officially stated exchange rate management policy during this period, the
government seemed to use the exchange rate as the nominal anchor in
trying to control the inflationary expectations. This policy led to an annual
depreciation of the exchange rate below the inflation rate. For example,
the extent of the real appreciation ranged from 33 per cent in 1990 to 2 per
cent in 1992. In 1995, real appreciation was 15 per cent. Much as in the
Southern Cone experience, however, this use of the exchange rate to attain
the inflationary targets led to significant fluctuations in the real economy
and was severely deflationary (see Dornbush, 1982; Diaz-Alejandro, 1985;
Fanelli and Frenkel, 1993).

In the credit market, the central bank’s control over commercial banks
was simplified with a revision of the liquidity and reserve requirement
system. An interbank money market for short-term borrowing facilities
was enacted in 1986. In 1987, the central bank diversified its monetary
instruments by starting open market operations. And in October 1989 it
abandoned the use of rediscount facilities as an instrument of selective
credit policy.! Finally, in early 1990 the central bank announced a new
monetary program based on a new concept of controlling the stock of its
balance sheet on both the assets and the liabilities sides, formulated as
central bank money (CBM). To restrain the growth of CBM, the central
bank signed a protocol with the Treasury to limit public sector borrowing
requirements and monetization of the fiscal deficit.
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In order to regulate and supervise the capital market, a Capital Market
Board was established, and initiated the reopening of the Istanbul Stock
Exchange (ISE) in 1986. To encourage equity financing, significant tax
incentives were granted and, since 1986, all dividends and capital gains
have been exempted from personal taxation.

The adjustment experience of the real sector to financial liberalization
had been one of boom-and-bust cycles. As documented in Table 5.1, the
post-1988 performance of gross domestic product revealed intensified
short-term business cycles, with rates of annual growth ranging between 8
per cent in 1993 and -5.5 per cent in 1994. Following the production
cycle, both consumption and investment demand fluctuated sharply over
the same period. Similarly the external economy was in turbulence, with
the balance on current account suffering from severe fluctuations between
—$6.4 billions in 1993, and $2.6 billions in 1994, and again —$2.3 billions
in 1995. The domestic rate of inflation reached the plateau of 70 per cent
to 80 per cent per annum and displayed strong resistance at this threshold.

Given the Turkish experience, one can easily trace out the drastic
impacts of the reform measures on the domestic financial markets and the
ongoing trend towards financial deepening. Contrary to expectations,
however, the public sector share in financial markets remained high. The
financing behaviour of corporations did not show significant change, and
credit financing from the banking sector and inter-firm borrowing contin-
ued. Furthermore, the share of private sector securities in total financial
assets fell. Thus, the observed upward trend of the proportion of direct
securities to GNP originated from the direct new issues of public sector
securities and treasury bills. Because the commercial banking system has
been the major customer of such securities, however, the share of aggre-
gate security instruments fell in private portfolios. In fact, with the imple-
mentation of positive interest rates, and the new possibility of foreign
exchange accounts, the advance of financial deepening for the private
households has meant increased foreign exchange deposits with vigourous
currency substitution. Thus, it can be stated that the ‘pioneers of financial
deepening’ in Turkey in the 1980s have been public sector securities and
foreign exchange deposits. As Akyiiz (1990) attests, from this observa-
tion, Turkish experience did not conform to the McKinnon—Shaw hypoth-
esis of financial deepening, with a shift of portfolio selection from
‘unproductive’ assets to those favouring fixed capital formation.

The process of financial deepening had matured by 1990. Total deposits
in the banking system had risen from 18.6 per cent of the GNP in 1980, to
30 per cent by 1988 and have been relatively stable since then (Table 5.2).
Signs of tension, however, were visible after 1990, when the degree of
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monetization of the domestic economy was under scrutiny. Ratios of mon-
etary aggregates M1 and M2 were found to be on a declining trend,
whereas that of M2Y increased.? We observed that while the ratio of M2
to GNP had decreased from 21.1 per cent in 1988 to 16.6 per cent in 1995,
that of M2Y had increased from 28.4 per cent to 34.3 per cent during the
same period. This development hints at the decreased confidence on the
domestic currency, and reveals the increased threat of currency substitu-
tion, which, combined with the threat of international speculative capital
flows (hot money), would be the prime cause of the vicious cycle of high
real interest rates along with currency appreciation.

The process of financial deepening was shaped directly by the financing
needs of the public sector. Table 5.2 documents this episode. The new
issues of securities by the state increased from 6.9 per cent of the GNP in
1988 to 20.3 per cent in 1995. On the other hand, issues by the private
sector stood at 2.2 per cent of the GNP as of 1995. The state granted a
series of incentives to the banking sector for holding its government debt
instruments (GDIs). GDIs could be used as collateral and be held against
the liquidity requirements. This process led to three important conse-
quences: first and foremost, it substituted fiscal policy for monetary policy
and hindered the central bank’s capacity to conduct monetary policy;
second, it enabled the Treasury to assume a monopoly power to regulate
the distribution of domestic credit and crowded out the private sector;
third, as a result of the sudden and unexpected changes in the issues of the
GDIs through captive methods of liquidity requirements, it led to a highly
volatile money multiplier.

5.3 STRUCTURE AND EVOLUTION OF THE FINANCIAL
SYSTEM

The structure of the financial system prior to the liberalization episode
can be summarized briefly by highlighting several of the main character-
istics. First, there were ceilings on the interest rates for deposits and
credits, and real interest rates were negative. This encouraged corpora-
tions to use excessive leverage, but to a large extent it caused the
financial sector to shrink in real terms. Second, the reserve requirement
ratios were relatively high, resulting in increased costs of bank intermedi-
ation. Third, there were no institutionalized capital markets. Fourth,
public sector deficits were primarily financed through monetization.
Because the money markets and government securities markets were not
developed, the CB could not utilize financial market instruments for the
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purpose of monetary control. Fifth, there were restrictions on the entry of
foreign and domestic banks into the banking sector. Sixth, foreign
exchange operations were significantly restricted. And finally, corporate
financing was achieved through borrowing rather than equity financing.
Commercial banks were the dominant financial institutions, and bank
loans were the main instrument of financing. Under these structural con-
ditions, liberalization measures were introduced to correct the balance
of payments problems in an attempt to end financial repression and
stimulate real economic growth.

The multiple aims of the 1980 Stabilization Programme were to recon-
struct the economy by moving towards more of a market orientation,
which would allow a far more efficient allocation of resources, so as to
control the chronically high inflation rate, to improve the balance of pay-
ments problems through the reduction of current account deficit, to imple-
ment an investment policy to increase capacity utilization and the efficient
allocation of resources, to establish a more realistic exchange rate policy
to promote exports, to promote foreign investment and the inflow of
foreign capital, and to have a credible public finance policy to increase tax
revenues. To meet these goals, import substitution was replaced by export
promotion, opening the economy to foreign capital flows.

During the same period, financial reform measures were introduced in
an effort to promote financial market development through deregulation
and competition. The strategy was to make entry into the banking sector
easier, so as to increase the role of the financial system in promoting
growth. Significant structural changes in the financial system followed
from the these measures, especially during the second half of the 1980s.

The Banking System

The banking system, generally, viewed the implementation of the financial
liberalization programme as benign, and made an effort to accommodate
its measures. Banks began to modernize themselves, by adopting new
technologies in their operations. The liberalization of interest rates and the
foreign exchange regime, along with the entry of new domestic and
foreign banks, increased competition in the banking sector. In this new
environment, efficient supervision became an important issue in the main-
tainance of the safety and soundness of the banking system. Some meas-
ures pertaining to the adequacy of capital were introduced to strengthen
banks’ capital structures. The minimum amount of a bank’s required
capital was raised from 25 million to 5 billion Turkish lira in 1988. In
addition to the minimum capital requirement, a capital adequacy ratio was
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established to minimize the risks of a bank’s assets. In 1992, the capital
adequacy ratio was increased to 8 per cent, by using BIS guidelines to
determine primary and secondary capitals and risk weights. Firms with
low equity/debt ratios were unable to pay their debts, resulting in an accu-
mulation of non performing loans in the banks’ portfolios. Because there
were no legal obligations, the classification and provisioning of non-
performing loans were at the discretion of the banks. In 1986, through an
amendment to the Banking Law, the government issued a decree for provi-
sioning, requiring banks to keep specific loan loss reserves as well as
general reserves for their loan portfolios. Although the practice was not in
accord with international practices, this can be seen as a first attempt to
require banks to classify and keep reserves for their past due loans. The
rates for provisions were very low. In May 1988, a new decree on loan
classification and provisioning was put into effect, based primarily on the
creditworthiness of the borrowers.

After the initial implementation of the financial liberalization measures,
in addition to on-site examinations, the establishment of an effective off-
site supervision system became an important objective of the regulatory
authorities. Therefore, all banks were required to use a uniform chart of
accounts. Another important measure of supervision of the banking system
was the independent auditing of banks. Reports from independent auditors
were evaluated to assess banks’ strengths and weaknesses.

All these measures were aimed at increasing the efficiency of super-
vision and led to more transparency of banks’ financial statements.

In 1983, to protect depositors against possible bank failures and to
increase the public’s confidence in the financial system, the Savings
Deposit Insurance Fund was established. The coverage of insurance was
limited to saving deposits only. The law authorized the Treasury to liqui-
date or rehabilitate problem banks.

Developments in the banking sector throughout the liberalization period
can be summarized as follows (Akkurt et al., 1992):

(1) The banking system was strengthened by establishing prudential regu-
lations in line with international practices and guidelines. The stan-
dards for loan classification and loan-loss provisioning helped in
identifying and classifying non-performing loans. Besides these stan-
dards, the banks have been required to fulfill the risk-weighted capital
adequacy ratio, which was 8 per cent in 1992.

(2) The soundness of the system was also enhanced by improving the on-
and off-site supervision, establishing an independent auditing mecha-
nism, and making uniform accounting practices.
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(3) The banking system has developed as a result of the introduction of
new markets such as the foreign exchange and gold markets; and
improvements in capital markets through refined instruments, liberal-
ization of the foreign exchange regime and interest rates, reduction in
the volume of preferential credits and more effective taxation of
financial intermediation. The liberalization of the foreign exchange
regime created an opportunity for the banks to increase their
profitability by mobilizing foreign exchange funds while increasing
the tendency for currency substitution.

(4) The central bank played a leading role in the reduction of the volume
of preferential credits that had created an obstacle to increasing the
efficiency of the banking system. The rediscount facilities for prefer-
ential credits were terminated, and the banks have been allowed to
use the discount window only for their liquidity requirements at a rate
determined by the CB.

(5) Distortions in the efficiency of the banking system, caused by high
taxation on financial intermediation, were reduced to some extent by
lowering the reserve requirement ratios.’?

(6) Despite the rapid growth of non-financial economic institutions
throughout the liberalization period, the banking sector remained as
the main contributor to fund mobilization.

(7) Owing to their rapid growth, most of the new financial instruments
were introduced by these institutions.*

(8) The share of banks in the secondary markets of these instruments
amounts to 90 per cent. Additionally, the predominant financial
instruments are bank deposits and government securities.

A closer examination of developments in the banking system, however,
reveals that its growth was neither smooth nor completely in line with the
liberalization programme.’ There was a decline in concentration measured
by the share of the five largest banks in total assets. For example, concen-
tration for the five largest banks declined from 69 per cent in 1980 to 52
per cent in 1995. Similarly, the concentration for the largest ten banks also
declined from 88 per cent in 1980 to 76 per cent in 1995. During the same
period, the share of government securities in the banks’ portfolios
increased.® There also was an increase in the banks’ capitalization. And as
a result of opening the economy, commercial banks’ share of claims on
and liabilities to non-residents increased after 1986. Since then, total
domestic credit as a percentage of GNP declined while banks’ profitability
increased. After 1986, the role of foreign banks in promoting competition
in the banking sector was negligible.
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Capital Markets

The liberalization process was initiated by the creation of legal framework
for the enactment of the Capital Market Law in 1981. This was followed
immediately by the establishment of the Capital Market Board in 1982 as
the supervisory and regulatory authority to ensure the functioning of the
market.” Besides the supervisory and regulatory functions, the Board was
also given the authority to develop the markets themselves. The distin-
guishing feature was that the Board had the authority to set the framework
and then to amend its regulations according to changing market conditions.

Between 1982 and 1986, the infrastructure of the markets was almost
completed. The main principles for the financial intermediaries and for the
scope of their operations were set, the instruments were defined and the
rules for issuing securities were specified.

A new law was enacted in 1992 to lay the foundation for a market-
determined financial innovations process. The scope of authority of the
Board was enlarged and financial innovations were made easier in terms
of the development of new instruments and institutions by the market
itself.® The principal measures that were taken can be summarized as
follows (Sak, 1995):

(1) Instruments of direct finance were defined by the Board. Disclosure
requirements were set and conditions required from the issuers of secu-
rities were defined,” while merit regulation principles were adopted.'°

(2) The roles of banks and non-bank financial intermediaries in the secu-
rities markets were specified, leading to an acceptance of the universal
banking system. Banks were allowed to undertake all kinds of
financial market activities without requiring any additional licensing.

(3) The Istanbul Stock Exchange (ISE) was established in 1985 as the
secondary market of securities and became operational in 1986. Fiscal
incentives were granted to bring all trading on corporate stocks under
the auspices of the ISE. After 1989 the ISE became large enough to
attract foreign investors and to absorb the issue of shares of large
SEEs for privatization purposes.!! The Board has acted not only as a
regulatory authority but also as a leading innovator for the whole
industry, with a special emphasis on investor protection.

5.4 DETERIORATION OF THE FISCAL BALANCES OF THE STATE

The post-1980 period witnessed the rapid deterioration of the fiscal posi-
tion of the state. As Table 5.3 documents, the major breakdown has
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occurred in the flow of factor revenues generated by the state economic
enterprise system and in the rapid rise of the transfer expenditures. Factor
revenues declined by 4.6 trillions TL in real 1987 values in a period of
four years from 1988 to 1992. Even though there had been modest
improvements in tax revenues, the surge in transfer expenditures overran
such gains. Likewise, the capacity of the public sector to generate savings
was eroded severely and turned negative after 1992. The aggregate dispos-
able income of the public sector fell by 30 per cent in real terms between
1988 and 1995 and the savings — investment gap widened nearly four-fold.

All these developments led to a sharp increase in the public sector bor-
rowing requirement (PSBR), which increased to as much as 12.1 per cent
of the GNP in 1993, just before the outbreak of the 1994 economic crisis.
The state has resorted to a massive operation of domestic debt financing
by way of new issues of debt instruments. As a result, the stock of domes-
tic debt grew rapidly, to reach 20 per cent of the GNP by the end of 1995.
The interest payments on domestic debt increased from 2.4 per cent in
1990 to 6.2 per cent of the GNP in 1995, and as a result constituted an
important mechanism of income transfer within the domestic economy. In
this way, the Treasury assumed a regulatory role in redistributing the
economic surplus in favour of financial rentiers, a phenomenon discussed
more extensively in Yeldan (1995).

Another mode of finance for the state’s fiscal operations has been the
opening up of the domestic financial sector to speculative short-term
foreign capital flows. Turkey completed the liberalization of its capital
account in 1989 by deregulating all its capital movements in its balance of
payments transactions. Since then, such flows have effectively displayed
very high sensitivity to the net differential between the domestic and
foreign interest rate and the rate of currency depreciation. In this situation,
the central bank has lost its overall control over these two instruments;
they have practically turned into exogenous variables controlled by the
external financial markets. From the view of the domestic financial
markets, liberalization of the capital account necessitated a higher rate of
return on domestic assets, as compared with foreign currency (as given by
the rate of nominal depreciation). The rationale for this link can be traced
directly to the threat of currency substitution (dollarization and/or D-
markization) of the domestic liquidity markets. Given this threat, the mon-
etary authority had to assume a passive role against excessively high real
rates of interest on domestic assets, coupled with an overvalued exchange
rate. It is actually a misnomer to refer to the foreign exchange rate regime
as one of overvaluation. In fact, it is the balance of payments accounts
that yield such an equilibrium in the first place, because liberalization of
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the capital account in the short-term capital transactions requires a com-
mitment to high real rates of domestic interest exceeding the rate of cur-
rency depreciation. As this commitment stimulates more direct portfolio
investments, domestic currency appreciates, inviting an even higher level
of hot money inflows to the domestic economy.

All of these connections help to create an extremely unpredictable envi-
ronment. The 1989-93 experience shows the serious problems confronting
a developing economy than decides to move into full external and internal
deregulation in the financial system under conditions of high inflation.
‘The spectre of capital flight’ becomes the dominant motive in policy-
making and creates commitment to high interest rates and expectations for
cheap foreign exchange. The links between these two policy variables and
the real sphere of the economy, that is, investment in physical capital and
the current account balance of payments, are deeply severed. When
adverse impacts on the current account balance become excessively desta-
bilizing, real depreciation seems imminent, which, however, needs to be
matched by further upward adjustment in the rate of interest if currency
substitution or capital flight is to be restrained. Even with all the necessary
adjustments, the country may experience capital flight for reasons beyond
its control. Instability in the rates of foreign exchange and also in interest
rates creates feedbacks that lead the economy into further instability.

The elements of this process are displayed in Table 5.4. We report the
net return on hot money in column 1. This return is calculated as the rate
of difference between the highest nominal interest offered in the domestic
economy and the rate of nominal depreciation of the TL. It yields a net
return to a foreign investor who switches into TL, captures the interest
income offered in the domestic economy and switches back to the foreign
currency at the end-of-period exchange rate. The difference between the
interest earned and the loss due to currency depreciation is the net earnings
appropriated by the investor.

The returns on such speculative transactions are contrasted with the
alternative international yields, summarized by LIBOR, in the second
column. The inflows show high sensitivity to whether or not the domestic
rate of return compares favourably with the LIBOR. Except for 1990
values, the net flows are observed to be of the expected sign. Net flows
fluctuated widely, especially between 1993 and 1995, and caused drastic
business cycles, with 1994 the worst economic crisis in the postwar
republic’s history.

Note, though, that one has to be aware of the gross magnitudes of such
flows, rather than ner amounts, because it is here that the destabilizing
consequences of speculative short-term capital movements prevail. In
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columns 3 and 4 of Table 5.4 we report the gross inflows and outflows of
hot money to the domestic financial markets for the post 1991 period
(unfortunately such detailed data were not available for the previous
period at the time of writing.) For our purposes, we define hot money as
(1) the flows of portfolio investments; (2) the FX deposits of non-
residents; (3) the FX credits brought by the banking system; and (4) the
net errors and omissions from the balance of payments statistics (mostly to
account for the so-called ‘unrecorded’ transactions).

We can see that the gross inflows grew rapidly from $50 billion in 1991
to reach $165 billion in 1995. This difference is almost the size of the
overall Turkish GNP! Clearly, the domestic financial system is under
severe pressure from the international speculative centres and is no longer
in a position to generate an independent monetary and foreign exchange
policy. Furthermore, those centres constituted the major reason for the
short-termism and volatility of the real business cycles, led to increased
fragility of the financial and the external position of the domestic economy
and resulted in worsening the distribution of income. We now study these
issues in more detail.

Short-Term Capital Flows Restrict the Independence of the Central
Bank

With the opening up of the domestic economy to speculative foreign
transactions, the monetary authority is bound to a passive role. Two of
the most important tools of the central bank, rates of interest and foreign
exchange, fall under the exclusive directives of the external centres, and,
consequently, the domestic economy is trapped in the vicious cycle of
high real interest rates and an overvalued domestic currency. To accom-
modate this process, the central bank is pushed into a passive role of
foreign reserve administration and is forced to hold significant foreign
exchange. Indeed, one of the most direct consequences of the hot money
inflows was the massive buildup of international reserves of the central
bank. Figure 5.1 depicts this relation using monthly data. On the right-
hand scale of Figure 5.1, we display the movements of hot money
inflows; on the left-hand scale, we trace the monthly position of the inter-
national reserves of the central bank. With a proper adjustment of the ver-
tical scale, one can easily observe the striking comovement of the two
variables over time. Rather than financing productive investments in
the real sector, short-term capital inflows lead to a rapid buildup of the
reserves of the monetary authority. This presents a serious contrast to the
orthodox expectations, prognosticating a complementarity between
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financial liberalization and the expansion of investment funds in the
domestic economy. In this setting, the only proper role that remains for
the monetary authority becomes that of monetary sterilization, so that the
surge in the M2Y value of money supply is checked by restricting the
domestic component, with a consequent rise in the domestic interest rates,
and a recommencement of the cycle.

Short-Term Capital Flows Disassociate the Financial and the Real
Sectors and Create Bubbles in the Stock Exchange Market

Another direct consequence of the speculative hot money flows pertains to
the links between the real and the financial spheres of the domestic
economy. Speculative flows, given their sheer size and volatility, lead to
artificial bubbles in the stock markets than have no real foundation and
end up inflating the stock prices. In theory, stock prices have to depend on
the productive performance of the corporations. In principle, a well-
functioning stock market should help the economic development process
through (a) the growth of savings, (b) the efficient allocation of invest-
ment resources and (c) better utilization of existing resources, through the
pricing process (Singh, 1992). Nevertheless, with the inflows and outflows
of speculative capital that are almost the size of the national product, all
financial returns are inflated and an artificial burst on nominal values is
created. Figure 5.2 portrays this process succinctly, where we plot the
monthly gross speculative inflows on the left-hand scale and plot the
Istanbul Stock Exchange Index (ISE, 1986=100) on the right-hand axis.
The evolution of the bubble is clearly visible, starting from March 1993,
where the ISE Index accelerates along with the intensification of hot
money flows. Such bubble-burst-bubble performance of the stock market
is clearly dissociated from the real production capacity of the economy.
Rather than enhancing the aggregate credit volume, it reveals itself as the
major cause of the economic crisis.

The analysis showing that short-term hot money flows have destabiliz-
ing consequences for the process of financial deepening can also be aug-
mented by an analysis of the volume of securities market transactions
(Table 5.5). In 1995 aggregate volume of trading in ISE market reached
$52.3 billion of which $16.5 billion were government securities. Thus,
with this volume, the stock market stood very shallow, given the magni-
tude of hot money flows. The secondary market transactions volume, on
the other hand, can be observed to be have been more vivid, totalling $410
billion. Almost 98 per cent of such securities traded belonged to the public
sector. Thus the episode of hot money inflows should be interpreted, in the
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Turkish context, as the long arm of fiscal policy, overcoming the credit
and monetary constraints of the monetary authority.

The availability of such funds enabled the fiscal authority to postpone
any adjustment in its revenue-enhancing capabilities, such as the imple-
mentation of added taxes on capital earnings and the reduction of evasions
on taxable corporate earnings. Yeldan (1995) discusses this stance in
terms of a discretionary surpius redistribution strategy on the part of the
state via its fiscal policy. Through the availability of short-term borrow-
able funds, the state has become a viable apparatus to generate an econ-
omic surplus for corporate incomes by way of a lax attitude towards tax
evasion and the consequent deficits.

Acting in this way, the Treasury offered market yields on its instru-
ments and thereby became the dominant agent in the financial economy.
Table 5.6 contrasts returns on deposits and GDIs of different maturities.
GDI yield returns are seen to be more favourable in most instances.

Short-Term Capital Flows Increase External Fragility and Lower
Creditworthiness

Another consequence of hot money flows concerns the creditworthiness of
the recipient country. Although the composition of external borrowing has

Table 5.5 Turkey: main indicators in securities markets (million US$)

Istanbul Stock Exchange Secondary market

trading volume transaction volume
Number Government Repo® rev-repo®
of firms  Total securities Private Public trading volume
1988 79 115 1075 7 295
1989 76 773 2001 15210
1990 110 5854 7 359 37 000
1991 134 8 502 312 3139 66 873
1992 145 8 567 2403 2305 88 771
1993 160 21771 10717 3719 157 861 4794
1994 176 23202 8 828 4941 180 587 23704
1995 193 52 357 16 509 6003 404 643 123 254

¢ Repurchase
b Reverse Repurchase

Sources: Capital Market Board, 1995; SPO, Main Economic Indicators, April 1996,
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changed dramatically relative to the debt crisis period, several credit-
worthiness indicators show that foreign investors have been continuously
lowering Turkey’s creditworthiness. This is associated with the unstable
economic environment caused by continuous speculative capital flows.

Creditworthiness is associated mainly with balance of payments prob-
lems, the likelihood of devaluation, and overall economic and political sta-
bility. All of these indicators have been extremely volatile in the 1990s.
Looking at total debt outstanding as a percentage of export earnings, it is
clear that this indicator was extremely high for Turkey during 1988-95.
Just to make a comparison, at the height of the debt crisis, in 1982,
Mexico’s ratio of debt outstanding to exports was around 236 per cent,
while during the same period the same ratio for Turkey was around 200
per cent. In 1993, this ratio for Turkey was 431 per cent.

The volatility in the current account balance is another indicator of
creditworthiness and fragility. Table 5.1 shows that the current account
balance for 1993 was —$6433 million, for 1994 $2631 million, and for
1995 it stood at -$2339. Another interesting indicator is the ratio of short-
term debt to total debt. In 1993, short-term debt was around 28 per cent of
total debt. In the following year, it fell to 17 per cent and in 1995 it rose to
27 per cent in 1995. These fluctuations were exclusively the result of
short-term capital flows that led to intensified financial instability in the
domestic economy.

Shert-Term Capital Flows Increase the Volatility of Business Cycles
and Worsen the Income Distribution

With disassociation of the financial from the real economy, hot money
inflows lead to more intensified fluctuations in real output in a shorter time
span. The post-1993 experience is indicative of this observation. The
fourth quarter of 1993 saw conditions in Turkey at their most fragile, with
currency appreciation and the consequent current account reaching
unprecedented levels. With the sudden drainage of short-term funds at the
beginning of January 1994, the production capacity contracted. Industrial
output fell continuously throughout that year. Together with this contrac-
tion, the post-1993 crisis management has given rise to significant shifts in
the income distribution and intensified the ongoing transfers of economic
surplus from wage-earners and industrial/real sectors towards the financial
sectors. Real wages fell rapidly to 25 per cent in just two years. Likewise,
dollar-denominated wage costs decreased and enabled export earnings to
rise. In this manner, Turkey once again has switched its mode of surplus
extraction from the domestic economy back to the exporting sectors.
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5.5 CONCLUSIONS

The integration of the Turkish economy into the global financial system
through financial liberalization and privatization has been a mixed bless-
ing. Even though the main motive behind financial liberalization was to
restore growth and maintain stability through increased efficiency and
savings, it created financial instability. The inflows of short-term capital
were not used to create new and productive investments, but instead
simply created new dollar obligations for which there is no clear source of
repayment. It has also intensified the already existing problems such as
budget deficits, monetary instability and market distortions. In short,
relying on short-term capital flows proved to be detrimental to the health
of the economy.

The 1989-95 experience shows the serious problems confronting a
developing economy that moves into full external and internal deregula-
tion of its financial system under conditions of high inflation. The spectre
of capital flight became the dominant motive in policy-making and created
unsustainable commitment to high real interest rates and expectations of
cheap foreign exchange. Meanwhile, links between the financial sector
and the real sector have been severed. Instability in the rates of interest
and foreign exchange created feedbacks that led the economy further into
instability.

During the same period the fiscal position of the state deteriorated
rapidly as factor revenues declined. Likewise, the capacity of the public
sector to generate saving was eroded. The state has resorted to a massive
operation of domestic debt financing by issuing new debt instruments. As
a result, the stock of domestic debt has grown very rapidly. The interest
payments on domestic debt also reached high levels during the same
period and constituted an important mechanism of income transfer within
the domestic economy.

The threat of currency substitution surfaces with the liberalization of
the capital account, necessitating a higher rate of return on domestic assets
as compared with foreign currency. As a result, the monetary authority
has had to assume a passive role against excessively high real interest rates
on domestic assets coupled with an overvalued currency.

The overall Turkish experience also showed the problems and limits of
financial liberalization by relying on the exchange rate as a nominal
anchor and riding on short-term capital inflows to finance deficits. Such a
stabilization programme is often attractive for governments, because it
avoids politically unpopular and painful measures. Its chances of success
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are also high in the short run, because financial markets tend to be short-
sighted. The issue is not whether capital flows are good or bad, but rather
the challenge they pose to the state’s ability to make sound and credible
macro and micro policy that would ensure that such capital flows are
directed toward the promotion of long-term growth, economic develop-
ment and social equity.

Notes

11.

To implement monetary policy, the central bank started to construct a pro-
gramme and set monetary targets for the first time in 1986. The monetary
programme continued to be implemented in 1987 and 1988, but the targets
were exceeded by substantial margins. In 1990 a new programme was
announced in which the targeted variable was the lira liabilities of the bank,
also known as central bank money.

As is known, M1 and M2 measure supply of money in domestic assets,
whereas M2Y includes foreign exchange deposits.

Zaim (1995) shows that there have been increases in both technical and
allocative efficiency in the banking sector.

These instruments include corporate bonds, commercial paper, profit and
loss sharing certificates and equity stock.

See Atiyas, and Ersel (1994).

Banks’ obligations to hold government securities against high liquidity
requirements created a large market for government securities. In addition,
public securities offered very high yields, which made them highly
attractive.

The financial crisis in 1982 gave an impetus to create the Capital Markets
Board.

New institutions, such as real estate investment companies, rating agencies,
clearing and depository institutions, mortgage backed securities centre, were
being regulated. Short sale, margin trading and repo became available by
securities intermediaries.

This was the first attempt to define the contractual rights in the securities
markets. Obligations were defined in the Commercial Code for corporate
shares and bonds only. However, obligations in terms of disclosure require-
ments were first entered into the legislation during the reform process (Sak,
1995.)

Merit regulation leads the regulatory authority to specify interest rates at
the end. However, after the financial crisis in 1982 there was serious
concern about investor protection. The absence of rating agencies,
independent auditing institutions, accounting standards and so on were con-
sidered imperative in accepting a system of merit regulation. In 1992 the
Capital Markets Law was amended and disclosure regulation defined.

The capital market, however, has been dominated by public sector
securities, because the financing of the deficits has been done largely by
auctioning treasury bills and government bonds.
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